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INSTRUCTIONS: Each question is equally weighted.  Please write your name and complete word (“True” 
or “False”) legibly in the space to the left of the question.  (Also, note by your name if you are not 
registered for this section of 402.)  Good luck! 

FRIEDMAN AND SCHWARTZ (F&S) QUESTIONS – CHAPTER 10 
1. The money stock grew faster than the price level between 1939 and 1948 largely because 

of a decline in velocity during the Second World War.   

2. Measured inflation was much higher during World War II than either World War I or the 
Civil War.   

3. High-powered money accounted arithmetically for most of the changes in the money 
stock between 1939 and 1948.   

4. The U.S. did not experience a recession between 1939 and 1948.   

5. The government financed most of World War II by printing money.   

 
LECTURE/TEXTBOOK 
Consider the chapter 9 version of the Barro model (i.e., model includes a goods market, a labor market, a 
capital-services market, and a bond market – with positively sloped labor and capital-services supply 
curves.)  Now, suppose the economy suffers a negative, long-lasting, but-not-permanent technology 
shock.  An example would be a permanent increase in oil prices.  (The technology shock is not permanent 
because households find ways to substitute away from the higher-priced energy source.)  Use this 
information to determine whether the following statements are true or false. 

6. The adverse shock will lower real output.   

7. The adverse shock will lower real wages but increase quantity of labor used.   

8. The adverse shock will increase the capacity utilization rate.   

9. The adverse shock will raise the interest rate  

10. The adverse shock will reduce current consumption, but proportionately less than the 
decline in real GDP.   
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FRIEDMAN AND SCHWARTZ (F&S) QUESTIONS – CHAPTER 10 
1. The money stock grew faster than the price level between 1939 and 1948 largely because of a 

decline in velocity during the Second World War.  True, see page 546 and 547. 

2. Measured inflation was much higher during World War II than either World War I or the Civil War.  
False, see page 546. 

3. High-powered money accounted arithmetically for most of the changes in the money stock between 
1939 and 1948.  True, see table 23 on page 548. 

4. The U.S. did not experience a recession between 1939 and 1948.  False, see page 574. 

5. The government financed most of World War II by printing money.  False, see page 571.  

 
LECTURE/TEXTBOOK 
Consider the chapter 9 version of the Barro model (i.e., model includes a goods market, a labor market, a 
capital-services market, and a bond market – with positively sloped labor and capital-services supply 
curves.)  Now, suppose the economy suffers a negative, long-lasting, but-not-permanent technology 
shock.  An example would be a permanent increase in oil prices.  (The technology shock is not permanent 
because households find ways to substitute away from the higher-priced energy source.)  Use this 
information to determine whether the following statements are true or false. 

6. The adverse shock will lower real output.  TRUE. 

7. The adverse shock will lower real wages but increase quantity of labor used.  FALSE, a negative 
technology shock will lower marginal productivity of labor (MPL, the demand for labor), 
thereby producing a decline in the real wage and quantity of labor used (given a positively 
sloped labor-supply curve).   

8. The adverse shock will increase the capacity utilization rate.  FALSE, a negative technology shock 
lowers marginal productivity of capital (MPK, or demand for capital services) and hence the 
real rental price of capital services (R/P).  The decline in R/P implies the marginal benefit of 
working machines at the current level of intensity (capacity utilization rate) is less than the 
marginal cost (in terms of depreciation).  Households will respond by reducing capacity 
utilization (working machines less intensely) until marginal benefit equals marginal cost.  In 
sum, the negative shock will reduce the optimal capacity utilization rate.   

9. The adverse shock will raise the interest rate.  FALSE, a negative technology shock lowers MPK 
and R/P.  The R/P decline will reduce depreciation (machines will be worked less intensely).  
Asset-market equilibrium requires the return on bonds (interest rate, i) to equal the return on 
physical capital (R/P – δ).  Because R/P and δ fall, “i” must fall.  

10. The adverse shock will reduce current consumption, but proportionately less than the decline in real 
GDP.  TRUE, the decline in present value of lifetime income is non-trivial because the shock is 
long lasting.  The resulting decline in current consumption (via the income effect) will be non-
trivial, but be proportionately less than decline in income because the shock is not permanent.  
The interest rate will fall, thereby reducing the incentive to save and increasing current 
consumption (via the substitution effect, which also serves to keep the overall decline in 
current consumption proportionately less than the decline in real output).  


