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1. What is risk aversion, and what role does it play in financial markets?

2. Explain the "efficient markets hypothesis."  If markets are informationally efficient then why do some people make money and others lose money on the stock market?

3. For each of the following kinds of insurance, give an example of behavior that can be called moral hazard and another behavior that could be called adverse selection.  
a) Health insurance

b) Car insurance
4. Suppose a company has an investment project that would cost $10 million today and yield a payoff of $15 in four years.

a) Should the firm undertake the project if the interest rate is %11?  10%?  9%?  8%?

b) Can you figure out the exact cutoff for the interest rate between profitability and non profitability?

5. A company faces two kinds of risk: idiosyncratic and aggregate. An idiosyncratic risk is that a competitor might enter its market and take some of its customers.  An aggregate risk is that the economy might enter a recession, reducing sales.  Which of these two risks would more likely cause the company's shareholders to demand a higher return?  Why?
6. What are the two main responsibilities of the Federal Reserve?  Who currently sits on the Board of Governors of the Federal Reserve? ( http://www.federalreserve.gov )
7. What are the three tools that the Federal Reserve uses to affect the economy?
8. What are the main reasons for the action that the Open Market Committee of the Federal Reserve took at its meeting on November 1, 2005?  See http://www.federalreserve.gov/fomc.
9. How do banks (not the Federal Reserve) create money?  Use an example in your answer.
10. Figure 3 in chapter 30 in your text (3rd edition of Mankiw) graphs the relationship between nominal GDP and M2 for the United States.  Does this hold for other countries as well?  To answer, use the data found at http://www.macalester.edu/courses/econ119/robertson/MexM2GDP.htm.  Create an index for both series by dividing the entire series by the value for the first quarter of 1985, and graph the data.  Do the two move together?  What do the paths of these two variables imply about velocity?
11. Show how net exports are incorporated into the national accounting identity.  What does this imply about how the budget deficit and the trade deficit are related?  Use graphs in your answer.
12. What is the difference between the real and the nominal exchange rate?  Which one determines the balance of trade between two countries with very different inflation rates?  Using the real and nominal exchange rate, explain the difference between the study of international trade and open economy macroeconomics.
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