Section B (30 points)

This section consists of three questions. Make sure to type your answers in this Word file, and submit this file in Blackboard before 3:00 p.m. on Monday, May 10th. Late submissions will not be accepted under any circumstances. Please make sure that you show all necessary work and mathematical steps to get partial credit. Answer all of the questions in this section.
 
1. A small nation of ten people idolizes the TV show American Idol. All they produce and consume are karaoke machines and CDs, in the following amounts:

	
	Q (Karaoke)
	P (Karaoke)
	Q (CDs)
	P (CDs)

	2020
	12
	$15
	15
	$3

	2021
	17
	$20
	30
	$7



a. Using a method similar to the consumer price index, compute the percentage change in the overall price level. Use 2020 as the base year and fix the basket at 11 karaoke machines and 14 CDs. Make sure you show all your mathematical work to get partial credit. (4 points)

b. Using a method similar to the GDP deflator, compute the percentage change of the overall price level. Also use 2020 as the base year. Make sure you show all your mathematical work to get partial credit. (3 points)

c. Is the inflation rate in 2021 the same using the two methods? Explain why or why not. (3 points)




2. Economists in Funlandia, a closed economy, have collected the following information about the economy for a particular year:

Y = 17300, C = 7000, T = 3300, G = 2700

The economists also estimate the investment function as:
I = 7700 – 10r

Where r is the country’s real interest rate, expressed as a percentage. Calculate private saving, public saving, investment, and the equilibrium interest rate. (10 points)


3. Assume the banking system has total deposits of $175 billion. Assume that required reserves are 10 percent of checking deposits and that banks hold no excess reserves and households no currency.

a. Calculate the required reserves, money multiplier, and money supply. (6 points)

b. If Fed now reduces required reserves to 5 percent of deposits, what is the change in reserves and money supply. (4 points)
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