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1 ~ Over the past decade, some of Japanese saving has been used to finance American
investment. That is, American net foreign investment in Japan has been
negative.(20%)
a.If the Japanese decided they no longer wanted to buy U.S. assets, what would
happen in the U.S. market for loanable funds? In particular, what would
happen to U.S. interest rate, U.S. saving, and U.S. investment?

b.What would happen in the market for foreign-currency exchange? In particular,
what would happen to the value of the dollar and the U.S. balance of trade? .

2 ~ Assume the economy is in a recession. Explain how each of the following policies
would affect consumption and investment. In each case, indicate any direct effects,
any effects resulting from changes in total output, any effects resulting from
changes in the interest rate, and the over-all effect. If there are conflicting effects
making the answer ambiguous, say so. (20%) '

a. an increase in government spending
b. areduction in taxes
c. anexpansion of the money supply

3 » Suppose the Federal Reserve announced that it would pursue contraction monetary
policy in order to reduce the inflation rate. Would the following conditions make
the ensuing recession more or less severe? Explain. (20%) '

a. Wage contracts have short durations.
b. There is little confidence in the Fed’s determination to reduce inflation.
c. Expectations of inflation adjust quickly to actual inflation.
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