Whitman College

Econ 308

Exam 3

November 4, 2003

Write all answers in your bluebook.  Show all of your work.  The exam ends at 9:50.

1.  (5pts)  Describe the three functions of money.

2.  (a) (5pts)  According to the Quantity Theory of Money, how (if at all) does a change in the money supply affect the income velocity of money?  Explain.

(b)  (5pts)  According to the Quantity Theory of Money, how (if at all) does a change in the money supply affect the price level?  Explain.

(c)  (5pts) According to the Quantity Theory of Money, how (if at all) does a change in the money supply affect real aggregate output?  Explain.

3.  Countries with higher levels of inflation uncertainty typically have lower levels of growth of real Gross Domestic Product (GDP).  Economic studies suggest that the inflation uncertainty reduced the growth of real GDP because it reduced the quality and quantity of investment.

(a)  (5pts)  Define investment.

(b)  (15pts)  Consider the October 21 inflation uncertainty experiment.  With reference to this experiment, explain how higher inflation uncertainty can reduce the quality of investment projects undertaken.  

4.  Suppose there is one kind of deposit in the banking industry.  Bank A holds deposits of $200 million, and total reserves of $10 million, of which $8 million are required reserves.  Suppose that all banks in this economy hold the same ratio of excess reserves to deposits.  Suppose further that the public chooses a ratio of currency to deposits that is 0.27.

(a) (5pts)  What is the required reserve ratio in this economy?  

(b)  (5pts) What is the ratio of excess reserves to deposits? 

(c)  (5pts) What is the money multiplier for this economy?


(d)  (10pts)  Suppose that this economy's equivalent of the Federal Reserve System bought $20 million of Treasury bills.  What would ultimately happen to the money supply as a result of this open market operation?

(e)  (15pts)  Explain how the action the Federal Reserve takes in part (d) would affect the federal funds rate.  In your explanation, refer to a supply and demand diagram for overnight loans between banks in the federal funds market.  If you describe any shifts in the supply or demand curves, explain what causes these shifts.  

5.  (20pts)  One United States dollar currently buys 108.74 Japanese yen.  Suppose that over the course of the next 12 months, Japan runs an inflation rate of 1.2%.  Assume that Purchasing Power Parity holds.  If one year from now the US dollar buys 106.89 yen, what would the U.S. inflation rate be over the 12 months between now and then?

