Whitman College

Econ 308

Exam 3

November 2, 2007

Write all answers in your bluebook.  Show all of your work.  The exam ends at 10:50.

1(a)  (6pts)  List the three functions of money.

 (b)  (4pts)  Define the velocity of money.

2.  Consider a country where labor productivity grows at an average annual rate of 2.2%, and the size of the labor force grows at an average annual rate of 1.0%.  Suppose that the Quantity Theory of Money holds. Suppose also that the Solow Growth Model holds, and that this country is in its steady state.  

(b)  (20pts)  If policy-makers have price-level stability as their goal, at what average annual rate will they let the money supply change?  Explain your answer.

(c)  (5pts)  If the average annual money supply growth rate is zero, what will happen on average to prices in this economy?  Be as explicit as possible.

3. Suppose Lanna makes a one-year loan to Bill at an annual nominal interest rate of 7.5%.  Both people expect the annual real interest rate on the loan to be 3.0%.

(a)  (5pts)  From Lanna’s perspective, would an inflation rate of 2.0% be better than the inflation rate she is anticipating?  Explain.

(b) (5pts) From Bill’s perspective, would an inflation rate of 2.0% be better than the inflation rate he is anticipating?  Explain.

(c)  (5pts)  Is it possible for the real interest rate on this loan to be more than 7.5%?  Explain.

(d) (5pts) Is it possible for the real interest rate on this loan to be negative?  Explain.

4.  Suppose the banking industry holds one kind of deposit, a checking deposit.  The money supply is defined to be currency in the hands of the public (C) plus deposits (D).   Bank A holds deposits of $400 million, and total reserves of $24 million, of which $20 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 0.3.

(a) (10pts) What is the money multiplier for this economy?

(b)  (5pts)  If this economy's equivalent of the Federal Reserve System sold $10 million of Treasury bills, what would happen to the money supply?

(c)  (10pts)  With reference to a supply and demand diagram for loans of excess reserves in the federal funds market, explain how the action the Federal Reserve takes in part (b) would affect the federal funds rate.

5.  (10pts)  Suppose that you wanted to use Purchasing Power Parity to predict what the exchange rate between the Swiss franc and the U.S. dollar will be one year from now.  Explain what information you would need to know, and describe how you would use this information to make your forecast.  

6. Suppose a country runs a trade deficit with the rest of the world.  

(a)  (5pts)  Starting with the national income accounts identity of 

Y = C + I + G + Exports - Imports, 

show that in this country the sum of government and private savings is less than investment.

(b)  (5pts)  Define investment.

