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General Instructions

1. Due: Tuesday 17th April 2018 by 6:30 p.m.

2. Read and follow all instructions/directions carefully. An inability to follow instructions/directions
will result in points being deducted.

3. All problems sets submitted must be stapled, handwritten, and include the cover page.

• Only submit pages 1–2, and 11–13

4. Only problem sets submitted in person and/or in class will be accepted.

5. Answer all questions in blue or black ink only; i.e., no pencils or colored inks. The only exception: graphs
may be drawn in pencil. Note: use a guide of some sort (e.g. a ruler) for all graphs. Do not use white out
or similar products, but neatly cross/scratch out any mistakes.

6. Write, mark, and draw your answers neatly and clearly. If your answer is illegible (i.e., difficult to read in
the least), then it will not be graded. It is your job to clearly communicate.

7. Label all graphs fully and completely; i.e., axes, intersections, curves, etc.

8. Support your answers as thoroughly as possible. State and define any concept utilized and list and name
any equation used. In other words, show all of your work.

9. Do not copy from another student or source. Reference the penalty for cheating in the syllabus.

10. Note: only use materials from this class, listed textbooks, and suggested resources to help answer questions.
The Google can be quite useful and tempting, but very often a question has been constructed in a very
specific manner; i.e., using a certain set of assumptions. Another source may have a very similar problem,
but with slightly different underlying assumptions that change the answer completely. This is typically not
obvious and will likely leave you very confused.

11. For the True/False/Uncertain short-answer questions clearly indicate your choice by writing either “True”,
“False”, or “Uncertain” underneath the respective question.

12. Unless explicitly instructed otherwise, a justification is required to receive credit.

13. For the multiple choice questions, choose the “best” answer and mark the letter in the spaces provided.
Only clearly written letters in the allocated space will be graded. No explanation necessary for multiple
choice questions.

14. Unless otherwise noted, assume the nominal wage is fixed in the short-run, all markets begin in long-run
equilibrium, government spending has no impact on total factor productivity, and capital stock is fixed
in both the short-run and long-run except for negative shocks. For changes in the variables of interest,
reference the initial level, unless instructed otherwise, in both the short-run and long-run.
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1. At the start of 2013, the U.S. government predicted that economic growth would rise by 2016 and that
the government’s deficit would also increase. The government therefore was predicting that in 2016 the
cyclical deficit would and the structural deficit would .

(A) increase; increase

(B) decrease; increase X B

(C) increase; decrease

(D) decrease; decrease

(E) decrease; unchanged

2. Procyclical monetary policy could be implemented if a central bank

(A) is late recognizing that a recession has begun and conducts expansionary monetary policy. X A

(B) is quick to recognize that a recession has begun and conducts expansionary monetary policy.

(C) is late recognizing that a recession has begun and does not conduct expansionary monetary policy.

(D) is quick to recognize that a recession has begun and does not conduct expansionary monetary policy.

(E) None of the above.

3. When Mexico experiences a period of high inflation and Mexicans lose confidence in their peso as a store
of value, which of the following would be most likely to occur?

(A) The demand for pesos would increase.

(B) The buying power of the peso would increase.

(C) The value of foreign currencies would depreciate relative to the peso.

(D) Mexicans would use a different currency as a medium of exchange. X D

(E) None of the above.

4. When Walgreens accepts your $20 bill in exchange for goods, the $20 bill serves as a

(A) medium of exchange. X A

(B) unit of account.

(C) store of value.

(D) standard of deferred payment.

(E) Both A and C.

5. Why is the multiplier for contractionary fiscal policy smaller in an open economy compared to a closed
economy?

(A) Contractionary fiscal policy reduces the deficit, which raises the interest rate, which raises the foreign
exchange value of the dollar, which increases net exports.

(B) Contractionary fiscal policy increases the deficit, which raises the interest rate, which reduces the
foreign exchange value of the dollar, which increases net exports.

(C) Contractionary fiscal policy reduces the deficit, which reduces the interest rate, which reduces the
foreign exchange value of the dollar, which increases net exports. X C

(D) Contractionary fiscal policy reduces the deficit, which reduces the interest rate, which reduces the
foreign exchange value of the dollar, which decreases net exports.

(E) None of the above.
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6. If central banks (e.g., Bank of England) decided to include virtual currency (e.g., Bitcoin) in its measure
of the money supply, what would be the effect on M1 and M2?

(A) M1 would rise. X A

(B) M1 would fall.

(C) M1 would rise and M2 would remain constant.

(D) M2 would rise but M1 would remain constant.

(E) None of the above.

7. If someone withdraws $350 from his/her savings account and puts it in his/her checking account, then M1
will and M2 will .

(A) increase; decrease

(B) increase; not change X B

(C) not change; increase

(D) not change; decrease

(E) not change; not change

8. If credit card balances rise in the economy, then M1 will and M2 will .

(A) increase; increase

(B) not change; increase

(C) decrease; increase

(D) decrease; decrease

(E) None of the above. X E

9. A bank will consider a car loan to a customer and a customer’s checking account to be .

(A) a liability; an asset

(B) an asset; a liability X B

(C) a liability; a liability

(D) an asset; an asset

(E) None of the above.

10. If a central bank (e.g., European Central Bank (ECB)) does not take into account the additional policy
channels available in an open economy compared with a closed economy, then when conducting
contractionary monetary policy,

(A) it is likely to decrease GDP too much and cause a recession X A

(B) it is likely to decrease GDP too little and inflation will persist

(C) it is likely to increase GDP too much and inflation will persist

(D) it is likely to increase GDP too little and cause a recession

(E) None of the above.
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Imagine that Sandra Clayton deposits $10,000 of currency into her checking account deposit at Bank A
and that the required reserve ratio is 20%.

11. Refer to the Scenario. As a result of Sandra’s deposit, Bank A’s reserves immediately increase by

(A) $2,000.

(B) $8,000.

(C) $10,000. X C

(D) $50,000.

(E) None of the above.

12. Refer to the Scenario. As a result of Sandra Clayton’s deposit, Bank A’s required reserves increase by

(A) $2,000. X A

(B) $8,000.

(C) $10,000.

(D) $50,000.

(E) None of the above.

13. Refer to the Scenario. As a result of Sandra’s deposit, Bank A’s excess reserves increase by

(A) $2,000.

(B) $8,000. X B

(C) $10,000.

(D) $50,000.

(E) None of the above.

14. Refer to the Scenario. As a result of Sandra’s deposit, Bank A can make a maximum loan of

(A) $2,000.

(B) $10,000.

(C) $20,000.

(D) $50,000.

(E) None of the above. X E

15. Refer to the Scenario. As a result of Sandra’s deposit, checking account deposits in the banking system as
a whole (including the original deposit) could eventually increase up to a maximum of

(A) $2,000.

(B) $8,000.

(C) $10,000.

(D) $50,000. X D

(E) None of the above.
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16. The more excess reserves banks choose to keep,

(A) the larger the deposit multiplier.

(B) the smaller the deposit multiplier. X B

(C) the higher the required reserve ratio.

(D) the lower the required reserve ratio.

(E) Both A and D.

17. A commercial bank like BMO Harris Bank creates money by

(A) printing paper money.

(B) earning profits.

(C) selling corporate bonds.

(D) making loans. X D

(E) None of the above.

18. Suppose there is a bank panic. Which of the following would not be a consequence of this bank panic?

(A) Bank total reserves would decrease.

(B) Required reserves would increase. X B

(C) Bank checking account balances would decrease.

(D) Individual banks would have to shrink the value of loans they made.

(E) All of the above.

19. Ceteris paribus, an increase in the interest rate,

(A) decreases the opportunity cost of holding money.

(B) increases the opportunity cost of holding money. X B

(C) decreases the percentage yield of holding money.

(D) increases the percentage yield of holding money.

(E) None of the above.

20. Banks keep of checking deposits as reserves because on a typical day withdrawals deposits.

(A) more than 100%; are much greater than

(B) exactly 100%; are about the same as

(C) less than 100%; are about the same as X C

(D) exactly 100%; are much greater than

(E) None of the above.
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21. In response to the destructive bank panics of the Great Depression, future bank panics are designed to be
prevented by

(A) the Federal Reserve System acting as a lender of last resort.

(B) the Federal Reserve System conducting open market operations.

(C) the establishment of the Federal Deposit Insurance Corporation. X C

(D) establishing a fractional reserve system of banking.

(E) None of the above.

22. To decrease the money supply, the Federal Reserve could

(A) lower the discount rate.

(B) conduct an open market purchase of Treasury securities.

(C) lower the required reserve ratio.

(D) conduct an open market sale of Treasury securities. X D

(E) decrease government spending.

23. The situation in which short-term interest rates are pushed to zero, leaving the central bank unable to
lower them further is known as

(A) the Taylor rule.

(B) a liquidity trap. X B

(C) a zero-sum game.

(D) an interest rate panic.

(E) a bank run.

24. In response to already low interest rates doing little to stimulate the economy, the Fed began buying
10-year Treasury notes and certain mortgage-backed securities to keep interest rates low. This policy is
known as

(A) inflation targeting.

(B) contractionary monetary policy.

(C) securities-bubble deflating.

(D) quantitative easing. X D

(E) None of the above.

25. The federal funds rate

(A) is determined administratively by the Fed.

(B) is determined by the supply of and demand for bank reserves. X B

(C) is determined directly by household demand for funds.

(D) is determined directly by firm demand for funds.

(E) None of the above.
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26. Changes in the federal funds rate usually result in

(A) changes in both short-term and long-term interest rates with more of an effect on short-term interest
rates. X A

(B) changes in both short-term and long-term interest rates with more of an effect on long-term interest
rates.

(C) changes in both short-term and long-term interest rates with equal effect on both.

(D) no change in both short-term and long-term interest rates.

(E) None of the above.

27. The World Trade Organization (WTO) promotes foreign trade and investment, or globalization. In recent
years opposition to globalization has led to violent protests at meetings of the WTO. All of the following
are reasons for these anti-globalization protests except

(A) protestors believe the WTO favors the interests of high-income countries at the expense of lower-income
countries.

(B) protesters believe that tariffs are needed to protect domestic firms from foreign competition.

(C) protesters believe that free trade destroys the distinctive cultures of many countries.

(D) protesters object to the loss of intellectual property (such as software programs and movies) that
results from foreign trade and investment. X D

(E) None of the above.

28. Suppose China decides to sell a vast majority of their large holdings of U.S. Treasury bonds. If you are
thinking of refinancing your house, how would China’s action affect your decision to refinance?

(A) You would want to refinance as soon as possible as interest rates should rise. X A

(B) You would want to wait to refinance as interest rates should rise.

(C) You would want to wait to refinance as interest rates should fall.

(D) China’s actions should not affect your decision to refinance in any way.

(E) None of the above.

29. An HMO hires radiology services from India to cut costs. If all else remains equal, this will

(A) decrease net exports. X A

(B) decrease the balance of trade.

(C) increase the current account balance.

(D) decrease the financial account.

(E) Both A and C.

30. You’re traveling in Spain and are thinking about buying a new digital camera. You’ve decided you’d be
willing to pay $125 for a new camera, but cameras in Spain are all priced in euros. If the camera you’re
looking at costs 115 euros, under which of the following exchange rates would you be willing to purchase
the camera? (Assume no taxes or duties are associated with the purchase.)

(A) 0.56 euros per dollar

(B) 0.89 euros per dollar

(C) 0.92 euros per dollar X C

(D) You would purchase the new camera at any of the above exchange rates.

(E) None of the above.
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31. If a country has a fixed exchange rate,

(A) the equilibrium exchange rate in that market does not respond to changes in supply and demand for
currency.

(B) central banks have more control over real GDP in the economy.

(C) central banks must buy and sell their holdings of currencies to maintain a given exchange rate. X C

(D) the exchange rate is allowed to fluctuate in response to changes in the supply and demand for currency.

(E) None of the above.

32. If the price level in the United States is 110, the price level is 120 in Mexico, and the nominal exchange
rate is 140 pesos per dollar, what is the real exchange rate from the U.S. perspective?

(A) 94

(B) 115

(C) 128 X C

(D) 153

(E) None of the above.

33. The late Hugo Chavez, Venezuela’s former president, proposed that the independence of the Venezuelan
central bank be eliminated. Given the research on the relationship between central bank independence
and inflation, we should expect this event to cause inflation to and the real exchange rate
to between the two counties. (Assume the nominal exchange does not change, and that the United
States is the domestic country).

(A) rise in Venezuela relative to the United States; fall X A

(B) fall in Venezuela relative to the United States; fall

(C) rise in Venezuela relative to the United States; rise

(D) fall in Venezuela relative to the United States; rise

(E) None of the above.

34. How might a budget deficit affect the balance of trade?

(A) A budget deficit raises interest rates, which raises exchange rates, and increases the balance of trade.

(B) A budget deficit raises interest rates, which raises exchange rates, and reduces the balance of trade.
X B

(C) A budget deficit reduces interest rates, which raises exchange rates, and reduces the balance of trade.

(D) A budget deficit reduces interest rates, which reduces exchange rates and reduces the balance of
trade.

(E) None of the above.

35. If one U.S. dollar could be exchanged for one Canadian dollar in 1970, and one U.S. dollar can now be
exchanged for 1.13 Canadian dollars, which of the following is true?

(A) The U.S. dollar lost value against the Canadian dollar.

(B) The Canadian dollar lost value against the U.S. dollar. X B

(C) The Canadian dollar gained value against the U.S. dollar.

(D) Both A and C are true.

(E) None of the above.
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36. Ariel is a Canadian citizen who works in Montreal, Canada and owns a winter home in Palm Beach,
Florida. When Ariel spends the winters in Palm Beach, an increase in the value of the Canadian dollar
relative to the U.S. dollar should

(A) help Ariel as each Canadian dollar of her salary is now worth more U.S. dollars. X A

(B) hurt Ariel as each Canadian dollar of her salary is now worth less U.S. dollars.

(C) hurt Ariel as it is now more expensive to live in Palm Beach since the Canadian dollar appreciation.

(D) help Ariel as it is now less expensive to live in Canada since the Canadian dollar appreciation.

(E) None of the above.

37. You decide to work in Japan for the next 10 years, accumulate some savings, then move back to the United
States and convert your savings from yen to dollars. At the time of your move, economists predict that
consumers in the United States have reignited their love of Japanese products, especially hybrid cars, and
expect that this strong preference for Japanese products will continue for the next decade. How should
this influence your decision to work and save in Japan?

(A) You should be discouraged as the growing U.S. preference for Japanese goods should increase the
value of the yen to the dollar and decrease the value of your savings when converted to dollars.

(B) You should be discouraged as the growing U.S. preference for Japanese goods should decrease the
value of the yen to the dollar and decrease the value of your savings when converted to dollars.

(C) You should be encouraged as the growing U.S. preference for Japanese goods should decrease the
value of the yen to the dollar and raise the value of your savings when converted to dollars.

(D) You should be encouraged as the growing U.S. preference for Japanese goods should increase the
value of the yen to the dollar and raise the value of your savings when converted to dollars. X D

(E) None of the above.

38. Which of the following is a drawback to having a common currency across countries, as in the European
Union?

(A) A common currency increases barriers to trade across countries, reducing opportunities for economic
growth.

(B) With a common currency, individual countries are no longer able to run independent monetary
policies. X B

(C) Having a common currency implies that the prices of goods across countries must always be the same,
regardless of consumer preferences for goods across countries.

(D) None of the above is a drawback to a common currency.

(E) None of the above.

39. What factors are not important in determining exchange rate fluctuations in the long-run?

(A) relative price levels across countries

(B) relative rates of productivity growth across countries

(C) preferences for domestic and foreign goods across countries

(D) speculating in currency markets X D

(E) None of the above.

40. How will the exchange rate (foreign currency per dollar) respond to an increase in preference for imported
goods in the United States in the long-run?

(A) Exchange rates will rise.

(B) Exchange rates will fall. X B

(C) Exchange rates will be unaffected by changes in the relative rate of productivity growth in the United
States, both in the short run and in the long run.

(D) The exchange rate will be affected in the short run, but not in the long run.

(E) None of the above.
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Multiple-Choice Answers

(1) B

(2) A

(3) D

(4) A

(5) C

(6) A

(7) B

(8) E

(9) B

(10) A

(11) C

(12) A

(13) B

(14) E

(15) D

(16) B

(17) D

(18) B

(19) B

(20) C

(21) C

(22) D

(23) B

(24) D

(25) B

(26) A

(27) D

(28) A

(29) A

(30) C

(31) C

(32) C

(33) A

(34) B

(35) B

(36) A

(37) D

(38) B

(39) D

(40) B
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41. According to Statistics Iceland, Iceland’s GDP increased by 5.2 percent for the first two quarters of 2015
compared with the same period of 2014. The “positive economic growth”, according to economist Ásgeir
Jónsson, was driven by investment.

(a) [10 points] Show the short-run positive demand shock (i.e., increase in investment). Assume the
Central Bank of Iceland, Sedlabanki Íslands, wants to target the price level; i.e., they are concerned
with inflationary pressure. Suggest a monetary policy (i.e., expansionary and/or contractionary) and
demonstrate the change in monetary policy using the closed AD −AS model, ceteris paribus, after
the initial short-run shock, but before the nominal wages and prices are fully flexible. State explicitly
what occurs to the (i) price level, (ii) natural rate of output, (iii) output, (iv) nominal wage, (v)
and money supply; i.e., increase, decrease, unchanged, or ambiguous. Clearly explain the economic
rationale for why the curve(s) shift, if at all, and for the change in the variables of interest.

P

Y

AD1(I1,M0)

AD0(I0,M0) = AD2(I1,M1)

AS0(W0)

LRAS

Y0 = Y2 = Y n
0 Y1

P1

P2 = P0

b

z′

• Short-Run (a− b)

– ↑ investment (I)
ceteris paribus−−−−−−−−−−→ AD curve shifts rightward

(i) ∆P > 0 (P1 > P0)

∗ Bid up due to increased aggregate demand; firms willing to by more goods and services
at every given price level.

(ii) ∆Y n = 0

∗ ∆A = ∆K = ∆L = 0

(iii) ∆Y > 0 (Y1 > Y0)

∗ Y > Y n; expansionary pressure

∗ ↑ Y = C+ ↑ I + G

(iv) ∆W = 0

∗ Fixed in the short-run as part of the model’s assumptions.

(v) ∆M = 0

∗ Unchanged; M is an exogenous (given) monetary policy variable.

• (Contractionary) Monetary Policy (b− z′)

(i) ∆P = 0 (P2 = P0)

(ii) ∆Y n = 0

∗ ∆A = ∆K = ∆L = 0

(iii) ∆Y = 0 (Y2 = Y0)

∗ Y = C + I + G
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(iv) ∆W = 0

∗ Note: long-run, by definition, is when everything is able to fully adjust; e.g., nominal wages,
price level, etc. The Central Bank of Iceland intervenes before this occurs.

(v) ∆M < 0 [contractionary monetary policy]

(b) [10 points] David Odsson began serving as the Central Bank of Iceland’s chief in 2005. In February
2009, Iceland’s parliament fired central bank chief Oddsson, who had for weeks resisted appeals by
the prime minister and public to resign. Since he refused to step down, parliament crafted a bill that
requires its central bank governor to have a master’s degree in economics, a degree Oddson does not
have. Regarding central bank independence, how does this situation compare to the U.S. Federal
Reserve. Based on this information and what is generally know about the Federal Reserve, which
central bank has more independence? How are central bank independence and the political business
cycle potentially related? Explain.

• Note: much of what follows, particularly the early portion, is NOT expected, but provided for
your edification.

• The purpose of a central bank, like the Federal Reserve, is to oversee a nation’s banking system,
act as a lender of last resort, conduct monetary policy, and maintain currency stability [more on
this later]. The Fed pursues macroeconomic policy goals (e.g., price stability and relatively high
employment) in order to moderate the business cycle, not for a politician’s or political party’s
agenda.

• That said, as the nation’s central bank, the Federal Reserve derives its authority from the
Congress of the United States; the Federal Reserve System was created by an act of congress
in 1913. The seven members of the Board of Governors are appointed by the President and
confirmed by the Senate to serve 14-year terms of office. Members may serve only one full term,
but a member who has been appointed to complete an unexpired term may be reappointed to a
full term. The President designates, and the Senate confirms, two members of the Board to be
Chairman (currently Janet Yellen) and Vice Chairman, for four-year terms.

• It is considered an independent central bank because its monetary policy decisions do not have to
be approved by the President or anyone else in the executive or legislative branches of government,
it does not receive funding appropriated by the Congress, and the terms of the members of the
Board of Governors span multiple presidential and congressional terms.

• The twelve regional Federal Reserve Banks, which were established by the Congress as the oper-
ating arms of the nation’s central banking system, are organized similarly to private corporations–
possibly leading to some confusion about “ownership”.

– The Reserve Banks issue shares of stock to member banks. However, owning Reserve Bank
stock is quite different from owning stock in a private company. The Reserve Banks are not
operated for profit, and ownership of a certain amount of stock is, by law, a condition of
membership in the System. The stock may not be sold, traded, or pledged as security for a
loan; dividends are, by law, six percent per year.

• From the information given, Iceland’s central bank appears LESS independent compared with
the Federal Reserve as the U.S. Congress have never changed legal requirements to be Fed chair.

• A political business cycle results primarily from the manipulation of fiscal and monetary policy
tools by incumbent politicians hoping to stimulate the economy just prior to an election and
thereby greatly improve their own and their party’s reelection chances. Central bank independence
helps reduce this possibility as politicians are less able to manipulate monetary policy.

• Why would politicians want to alter the economy through monetary policy instead of fiscal
policy? Fiscal policy suffers from law-making lag whereas monetary policy does not.
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