Topic 2: Nominal and real values
DIFFICULTY LEVEL 2
11. A borrower signed a long-term loan agreement with a fixed nominal interest rate of 4 percent. When the agreement was signed, the inflation rate was expected to be 2 percent. If the actual inflation rate were lower than expected, which of the following would be true?
(A) The real interest rate would be lower than expected.
(B) The nominal interest rate would be higher than expected.
(C) The nominal interest rate would decrease.
(D) The borrower would benefit.
(E) The lender would benefit.
12. In the country of Econoland, banks charge 8 percent interest on all loans. If the economy’s price level has been increasing at a rate of 3 percent per year, what is the real interest rate in Econoland?
(A) 11%
(B) 8%
(C) 5%
(D) 3%
(E) 2%
13. If the actual rate of inflation were less than the expected rate of inflation, which of the following would be true?
(A) The real interest rate would remain unchanged.
(B) People who borrowed funds at the nominal interest rate during this time period would lose.
(C) Banks that provided fixed rate loans at the nominal interest rate during this time period would lose.
(D) Unemployment would decrease due to increased investment and spending.[bookmark: _GoBack]1
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(E) Inflation had been underpredicted.
14. A bank is currently issuing auto loans at an interest rate of 7%. If expected inflation is 3%, then which of the following is true?
(A) The real interest rate is 7% and the nominal interest rate is 3%.
(B) The bank will benefit if the inflation rate unexpectedly rises to 5%.
(C) The real interest rate would increase if the bank decided to issue the loan at 6%.
(D) The real interest rate is 4% and the nominal interest rate is 7%.
(E) The real interest rate is 7% and the nominal interest rate is 4%.
15. If an economy has experienced unanticipated inflation, which of the following groups has most likely benefitted?
(A) Retired workers who have fixed incomes.
(B) Banks that have issued loans at a fixed interest rate.
(C) Homeowners who have fixed-rate mortgages.
(D) Business owners who earn high incomes.
(E) Borrowers who have variable-rate loans.
Difficulty LEVEL 3
16. Rafael plans to take out a 3-year loan to purchase furniture. The annual inflation rate is expected to be 6 percent over the next 3 years. If Rafael decides not to take out the loan if the real interest rate exceeds 4 percent, the highest nominal interest rate he is willing to pay is
(A) 4 percent
(B) 5 percent
(C) 10 percent
(D) 15 percent
(E) 25 percent

