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Suppose banks install automatic teller machines (ATMs) on every block and,
by making cash readily available, reduce the amount of money people want to
hold.

1. Assume the central bank does not change the money supply. According to
the theory of liquidity preference, what happens to the interest rate? What
happens to aggregate demand?

2.1f the central bank wants to stabilize aggregate demand, how should it
respond?

©Assume that the reserve requirement is 5 percent and the banks do not hold
excess reserves. Will the money supply expand more if the Central Bank buys
$2,000 worth of bonds or if someone deposits in a bank $2,000 that he had
been hiding in his cookie jar? If one creates more, how much more does it
create?

&Suppose the recent European debt crisis leads investors worldwide to raise
preference for U.S. government bonds, which are considered relatively safe.
What effect do you think this “flight to safety” had on the U.S. economy? Be
sure to note the impact on the interest rate, domestic investment, net capital
outflow, the exchange rate, and the trade balance.

@Sarah is awake for 100 hours per week. She earns $10 per hour if she works.
With wages being the sole source of income, she chooses to work 50 hours
per week. Now suppose her father gives her $200 per week, and in respond to
this increase in income, Sarah decides to cut down her workload to 40 hours

per week.
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1.1s leisure a normal good for Sarah?
2.Can you conclude that Sarah’s labor-supply is upward sloping? Why or
why not?
@Emily has decided always to spend one-half of her income on clothing.
1. What is her income elasticity of clothing demand?
2.What is her price elasticity of clothing demand?
3.1If Emily’s tastes change and she decides to spend only one-fourth of her
income on clothing, how does her demand curve change? What are her
income elasticity and price elasticity now?
@A company is considering building a bridge across a river. The bridge would

cost $1,000 to build and nothing to maintain. The demand over the lifetime of
the bridge is given by P=11-(Q/100), where P denotes the price per

crossing and Q, the number of crossings.

1.1f the company’s goal is to maximize profit, what would be its profit-
maximizing price? How much profit does it make? How large would the
deadweight loss be when this price is charged?

2.1f the government were to build the bridge, what price should it charge?

3. Suppose the government knows the demand and knows the maintenance
cost is zero. Calculate the regulatory price at which the monopolist earns
zero profit. (At this price, the monopolist’s average revenue equals average

cost.) How large would the deadweight loss be when this price is charged?
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