
Name                                      Quiz #2, Sections 5,6 TA Derek Stimel

Part I: Multiple Choice (10 points)

(Circle the letter of the correct answer of the following 5 questions, no need to show your work.)

1) If the required reserve ratio is 20 percent, and the Fed buys 10 billion in bonds from a bank, the
resulting effect on the money supply will be

a) an increase of 10 billion dollars.
b) a decrease of 10 billion dollars.
c) an increase of 20 billion dollars
d) a decrease of 20 billion dollars
e) an increase of 50 billion dollars

2) If you go to the ATM machine and take 100 dollars from your checking account then

a) M1 increases by 100 dollars and M2 stays the same.
b) M1 increases by 100 dollars and M2 decreases by 100 dollars.
c) M1 decreases by 100 dollars and M2 increases by 100 dollars.
d) M1 stays the same and M2 decreases by 100 dollars.
e) M1 stays the same and M2 stays the same.

3) Taxing high skill workers and transferring the tax revenue to low skill workers will

a) create a social loss in the high skill market, a social gain in the low skill market, and an
overall net social gain for society.

b) create a social loss in the high skill market, a social gain in the low skill market, and an
overall net social loss for society.

c) create a social loss in the high skill market, a social gain in the low skill market, and no
overall gain or loss for society.

d) create a social loss in the high skill market, a social loss in the low skill market, and an overall
net social loss for society.

e) create a social gain in the high skill market, a social loss in the low skill market, and an
overall net social loss for society.

4) Ricardian equivalence states that

a) income from tax cuts today that create deficits will be saved in anticipation of tax increases in
the future.

b) income from tax cuts today that create deficits will be spent today without regard for the
future.

c) income from tax cuts today that create deficits will cause inflation in the future through
monetizing the deficit.

d) income from tax cuts today that create deficits will cause an increase in imports and create a
trade deficit in the future.

e) income from tax cuts today that create deficits will create a recession and lead to more tax
cuts in the future.

5) Professor Lindert’s  “golden rule” for debt to not be a burden on future generations is

a) to make the effect of the government budget on total consumption match the deficit.
b) to make the effect of the government budget on total investment match the deficit
c) to make the effect of the government budget on total exports match the deficit.
d) to make the effect of the government budget on total money supply match the deficit.
e) to make the effect of the government budget on social security match the deficit.



Part II: Short Answer  (10 points)

1) Write down an equation that defines a budget deficit or surplus

2) Name two ways that a government can finance a budget deficit.

3) Briefly describe the process of “crowding out”.

4) Briefly describe why a country might be running “twin deficits”.

5)  List one reason why a country would want a balanced budget requirement (such as a balanced
budget amendment) and one reason why a balanced budget requirement would be bad for an
economy.



Part III:  Short Answer (10 points)

1) Briefly describe the difference between a  “pay as you go” and a “fully funded” social security
system.

2) If the social security tax rate is 20% and there are 100 million young people in the economy who
earn on average $20,000 per year, and there are also 200 million old people (who are retired) in
the economy, what is the average yearly benefits paid to the old people as social security?

3) Qualitatively (that means without numbers) describe what would happen to the generosity rate of
benefits if the number of young people in the economy increased.

4) Suppose a country had a “pay as you go” system for social security and decided to immediately
switch to a “fully funded” social security system, which groups of people would gain and lose
because of that switch.  Briefly explain.


