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PART A:

Multiple Choice (3 points each; 75 pointstotal)
Select the one best ansver and mark it on the SCANTRON sheet.

A1l. Which of the following policies will lead to an INCREASE in the equilibrium real
interest rate in the market for loanable funds?

l. A decrease in investment tax credit
. Anincrease in tax rate on savings
1. Anincrease in government spending

(@) Only |

(b) Only 11
(o) land 1l
(d) Iand 111
e 1,11 and Il

A.2. Which of the following policies could the Federa Reserve use to INCREASE the
money supply?

l. Selling bonds
. Increasing the minimum reserve requirement
[11.  Decreasing the discount rate

@ landll
(b) 1'and 111
(©) Il and 111
(d) Only 111
(e) Noneof I, Il or Il

A.3. Assume that the minimum reserve ratio is 10%, that banks do not hold excess
reserves, and that the public does not hold cash. The amount of loans made by banks
totals to $900 million. What will be the money supply if the Federal Reserve now buys
bonds amounting to $5 million?

(a) $1,100 million
(b) $1,050 million
(c) $995 million
(d) $950 million
(e) $905 million
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A.4. Fill inthe blanks.
“ represent indebtedness, whereas represent ownership. isatype of
bond that never matures. are offered by shaky corporations.”

(@) Bonds, stocks, Default, Perpetuities

(b) Stocks, bonds, Perpetuity, Mutual funds
(c) Bonds, stocks, Junk bonds, Defaults

(d) Stocks, bonds, Default, Junk bonds

(e) Bonds, stocks, Perpetuity, Junk bonds

A.5. In measuring GDP, which of the following is classified as investment?

(@) purchase of a US government bond

(b) purchase of newly constructed housing by individuals
(c) purchase of a public company’s stock

(d) (b) and (c)

(e) (a), (b) and (c)

A.6. Which of the following are reasons why the CPI tends to overstate the increase in the
cost of living:

(@) people are able to substitute goods and services when their relative prices change.

(b) improvements in quality are under-estimated by government agencies.

(c) theintroduction of new goods gives people less purchasing power because they
have to buy more to maintain the same standard of living.

(d) (a) and (b)

(e) (a) and (c)

A.7. Which of the following is TRUE?

(@) Desired national savings is the total amount of savings deposits in national banks.

(b) Desired national savingsis equal to private savings minus investment.

(c) Desired national savingsis equal to desired investment at the equilibrium interest
rate.

(d) National savingsisequal to private savings minus public savings.

(e) National savings reflects the national output that remains after government purchases
have been paid for.
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A.8. Which of the following DOES change US GDP in the year that it occurs?

(@) Mary buys an old car from adealer in New Y ork.

(b) An American company buys stock in a Tennessee company.

(c) A Japanese company builds afactory in the US.

(d) An American firm imports a capital good produced at its subsidiary in Japan.
(e) An American tourist buys a Ford car produced in Mexico.

A.9. A change in the tax laws encouraging Americans to save will lead to which of the
following?

(@) There will be a shift of the supply curve of loanable funds to the left.

(b) The equilibrium interest rate will increase, because investment now has a higher
return.

(c) Investment will be lower, given that savings has increased, and investors expect the
law of diminishing returns to operate.

(d) The supply of loanable funds will shift to the right and the demand for loanable
funds will shift to the left.

(e) The equilibrium level of savings and the equilibrium level of investment will
increase by the same amount.

A.10. Suppose we have the following data for five countries, giving their levels and
growth rates of GDP per capita. Assume that the growth rates given are constant for all
time.

Country GDP per capita Annual growth rate
in Year 2000 of GDP per capita

W $2,000 1.8%

X $3,000 1%

Y $2,000 2%

Z $1,000 5%

All of the following are FALSE EXCEPT,

(a) Without more information, we cannot say whether country Z will ever catch up to
country Y.

(b) Country Z will catch up country Y after approximately 70 years.

(c) Theratio of GDP per capita of country Z to that of country Y (that is, Z/Y) will
never double, but will instead decrease over time.

(d) It will take longer for country Y than for country W, to catch up country X.

(e) Country Y’s GDP per capita will be $4000 in approximately the year 2035.
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A.11. This question hasto do with the “Law” of Diminishing (Marginal) Returns (LDR).
All the following are CORRECT, EXCEPT:

(a) The actual time needed for a poor country to double its per capitaincome s likely
to be higher than the one calculated using its current growth rate of GDP per
capita.

(b) Asthe stock of capital risesrelative to other factors, the extra output produced
from an additional unit of capital falls.

(c) The LDR on afactor of production refers to what happens when we increase that
factor, holding the quantities of the other factors fixed.

(d) Poor countries tend to grow faster than rich countries, and as they become richer,
their growth rates tend to increase because they have a higher GDP per capita.

(e) A production function with constant returns to scale can also obey the LDR.

A.12. Which of the following items adds the indicated value to US GDP in year 2000?

(@) The value of wheat flour that was produced in year 1999 and is used to make pasta
in year 2000.

(b) The spending of US travelersin Italy.

(c) The cost of anew branch that Citi-Group, a U.S. bank, opensin Tokyo, Japan.

(d) The value of a pair of US-made shoes that are produced this year but not sold by
the end of the year.

(e) The amount you would have paid in a store for a pitcher of home-squeezed orange
juice you make from oranges grown in your own backyard.

A.13. Last year, you lent your friend Michael $1000 with the agreement that he will pay
you back $1100 on the same day thisyear. The year flew by, and the inflation rate turned
out to be higher than was expected. Asaresult, looking at the gains and losses from just
this transaction,

(@) You gain and Michael loses.

(b) You lose and Michael gains.

(c) Both you and Michael gain.

(d) Both you and Michael lose.

(e) Theinflation has no effect on either person, since the nominal interest rate was
predetermined
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A.14. It isobserved that country A's per-capita GDP is growing faster than country B's.
Which of the following CANNOT be the main reason for this observation?

(@) Country A's population is growing faster than country B's.

(b) Country A is politically more stable than country B.

(c) Both countries are accumulating inputs and technology at about the same rate, but
country A has alower capital stock than B does.

(d) Country A's taxation system is more favorable toward investors than B's.

(e) Country A has greater college enrollment than B does.

A.15. Assume that the Fed sets the minimum reserve requirement at 20%. Banks choose
to hold an extra 5% excess reserves. What will be the money multiplier?

(@ 20
(b) 25
(c) 4
(d) 5
(e) 2

A.16. Which of the following is NOT included in a country’s GDP?

(@) Consumption

(b) Investment

(c) Government purchases
(d) Government tax revenues
(e) Exports

A.17. Chris's annual nominal income is listed below for each of five years, together with
the CPI in each year. When did he enjoy the highest real income?

Y ear Income ($) CPI

1995 10,000 100
1996 10,500 110
1997 11,000 120
1998 11,500 130
1999 13,500 140

(@) 1995

(b) 1996

(c) 1997

(d) 1998

(e) 1999
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A.18. Which of the following is the LEAST likely to increase the growth of GDP per
capitafor a country?

(a) Attracting investment from foreign countries
(b) Reducing the tuition for college education
(c) Improving the protection of property rights
(d) Increasing population growth

(e) Expanding free trade with foreign countries

A.19. Fill in the blanks:
“ A tax increase on the interest income from savings will cause inthe real interest rate
and ininvestment.”

(@) no change; no change
(b) anincrease; a decrease
(c) adecrease; an increase
(d) adecrease; adecrease
(e) anincrease; an increase

A.20. To function well as a commodity money, the commodity should

(@) have ahigh ratio of value to weight
(b) be durable

(c) bewidely accepted

(d) al of the above

(e) none of the above

A.21. Suppose that Prof. Deardorff buys a used ladder from his neighbor for $120. At the
same time, both the Ann Arbor city government and a private painting firm in Ann Arbor
also buy new ladders for $120 each. What is the effect on GDP?

(8) GDP will increase by $240 due to equal increases in consumption and investment.

(b) GDP will increase by $240 due to equal increases in consumption and government
purchases.

(c) GDP will increase by $240 due to equal increases in investment and government
purchases.

(d) GDP will increase by $360 due to equal increases in consumption, investment and
government purchases,

(e) GDP will remain unchanged.



Alan Deardorff Mid-term #1
Econ 102, Fall 2000 Page 7 of 11
FORM 1

A.22. Which of the following will INCREASE the growth rate of GDP in the US?

(@) Reduction of number of years that patents are granted for

(b) Decreasing the scholarships available to the graduate students
(c) Place atax on foreign investment from abroad

(d) Increase of the investment tax credit

(e) Increase the tax rate on the interest earned from savings

A.23. Based on the information in the following table, in which year does the country have
the highest real GDP?

1996 1997 1998 1999 2000

Nominal GDP 20,000 25,000 29,000 33,000 35,000
CPI index 100 100 130 170 200

GDP deflator 100 110 120 130 140

(a) 1996
(b) 1997
(c) 1998
(d) 1999
(€) 2000

A.24. In his report on the U.S. Economic Outlook as of August 2000, Hymans noted that
U.S. GDP

(@) Was at an all-time low

(b) Has been falling during the last year and a half due to rising oil prices
(c) Hasremained essentialy constant for the last year

(d) Was still growing, but more slowly than a year ago

(e) Was still growing at the booming annual rate of 5%
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A.25. According to the Wall Street Journal, manufacturing inventories for the month of
September 2000

(@) Rosein the service sector but fell in agriculture

(b) Fueled the rapid growth of the US economy in the third quarter

(c) Signaled that third-quarter growth of GDP was dowing down

(d) Indicated that GDP is likely to grow even faster during the rest of the year than it
has until now

(e) Showed the effects of falling interest rates

Trueor False? (5 points)
Answer gquestions 26 through 30 on the SCANTRON:

A for True
B for False
A.26. Owning bonds of a company is riskier than owning stocks in the same
company.
A.27. Bonds issued by the state or local governments pay lower interest than the
bonds issued by corporations.
A.28. Long-term bonds usually offer higher interest rates than short-term bonds.
A.29. Diversfication increases risk.
A.30. Companiesissuing junk bonds have in genera high rates of default.
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PART B: Written Answers
(18 pointstotal)
In the calculations, you must SHOW YOUR WORK to receive credit.

B.1. (12 points) For each of parts (a), (b), and (c) below,

I. draw a diagram showing an initial equilibrium in the loanable funds market,
with initial real interest rate labeled r; and initial quantity of loanable funds q;.

ii.  explain in words which of the curves shifts in response to the indicated change,
and why it shifts;

ili.  show the shift of the curve in the diagram, and label the new equilibrium ry, g;
iv. state the direction of change in the real interest rate r, the level of investment I,

and the level of savings S

() The government reduces the size of the investment tax credit.

QLF
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(b) The government increases its spending on goods and services without changing taxes.

QLF

(c) The government increases taxes, causing taxpayers to reduce their saving (for a given
interest rate) by afraction of what they pay in taxes.

QLF

10
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B.2. (6 points) Consider the following closed economy:

GDP Y = 10,000
Income Tax T=(0.2Y
Government Purchases G =2500
Private Saving Sy = 1200 + (0.1)(Y —T) + 50,000r
Investment Function | =3900 - 30,000r
where

r = therea interest rate (100r isthe interest rate as a percentage)

(@) Define nationa savings, S, and write an equation for national savings as it is
determined by the interest rate.

(b) Solve for the equilibrium interest rate.

(c) Inthisequilibrium, what are the levels of investment and consumption?

11



