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Midterm Exam #2

Similar to the first exam, this exam has three parts: 1) definitions, 2) short problems, and 3) more complicated analysis.  You have 90 minutes to complete the exam.  No notes or books are permitted, but calculators are permitted.  The LU Honor Code is in effect. 

“Inflation is always and everywhere a monetary phenomenon.” – Milton Friedman

Part I.  Define four of the following five concepts and indicate how each is used (an example will be fine) in economic analysis.  - (6 points each)

1. Real GDP 

2. Real interest rate

3. Fiat money

4. Open-market operations

5. Crowding out

Part II.  Answer three of the following four questions.  Show all work including relevant graphics with appropriate labels.  (12 points each.)

1a.
Use the theory of a production function to explain how an increase in the stock of capital increases the amount of output per worker but by a smaller amount than any previous increase in the stock of capital. 

b. Assume a closed economy (i.e., one with neither exports nor imports.)   Use the “sources equals uses” of income accounting identity to show why increased savings is necessary for increased investment.

2a.
Assume Mary finds $100,000 buried in her garden.  She deposits the amount into an account at her local bank.  Assume that the required reserve ratio is 5% and that banks hold no excess reserves and consumer deposit the money they do not spend.  What is the total effect on the stock of money in circulation (money supply) of Mary’s initial deposit?

b. Now assume that Mary holds on to $20,000 of the original $100,000 she found.  Furthermore, assume that banks hold excess reserves of 5% on top to the 5% required reserves.  What is the maximum addition to the stock of money in circulation?

2. Use data in the table below. 

	Variable
	Year 1
	Year 2

	Civilian Labor Force
	120 million
	160 million

	Population 16 or older
	200 million
	240 million

	Employed Population
	114 million
	150 million

	Unemployed 15 weeks or longer
	1 million
	1.2 million


a. Calculate the unemployment rate for each year.

b. Determine the labor force participation rate for each year.
c. Explain why one should not interpret a rise in the unemployment rate between the two years as necessarily a decline in the ability of the economy to add employment.
3. Assume an economy completely described by the data in the following table, 

	Year
	One
	Two

	Good
	Price
	Quantity
	Price
	Quantity

	Ice Cream Cones
	$2.50 per cone
	1000 cones
	$3.50 per cone
	800 cones

	Hot Dogs
	$1.25 per hot dog
	500 hot dogs
	$2.25 per hot dog
	400 hot dogs

	Surfboards
	$100 per board
	10 boards
	$100 per board
	14 boards


a) How much did real GDP grow from year one to year two?

b) How much did prices grow from year one to year two using the GDP Deflator?

Part III.
Answer two of the following three questions.  (20 points each.). Use the remaining portion of the page below as well as the next page for your answers.
1.
Inflation

a. Define and explain two different measures of inflation.  

b. Define and explain the Fisher effect.

c. Even though inflation only affects nominal (currency-related) values, economists believe it has real effects.  Explain two real effects of high inflation rates.

2. Financial assets

a. Explain what efficient market hypothesis says about the  pricing of equities.

b. Explain how diversification can reduce risk.

c. How do financial investors diversify away from firm-specific risk? 

d. How do financial investors diversify away from market risk?

3. The question relates to the effects of money on the economy

a. What do economists mean by the Quantity Theory of Money?  

b. How can the Quantity Theory of Money be used to support Friedman’s claim at the beginning of this exam?

c. Why are there so many different definitions of money? 

d. Are credit cards money?  Explain why or why not.

