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Name: Print




Date________Time started_____    Last 4 # of QC ID___________A 8

Eco 101 Final Spring 2011

I ______________________ (signature) agree to observe the highest standards of academic integrity in taking the final exam (using only my sheet of terms, a ruler, a simple calculator and a dictionary (if approved) and my own knowledge. Failure to observe these standards will result in an automatic failure for the course and a note in the Economic and Dean’s file.  

Note:*** marks a new form of question or a look-a-like you may remember the answer.  Be careful
I. Production Possibility Frontiers and Opportunity Costs
         Aidni has a labor force of 8 persons that produces only two types of goods: 1) consumer goods, 2) machinery/guns. Each type of good uses a fixed amount of specialized resources that can only be used in producing that good. Only labor can be shifted between the two industries. In the table below, we used the total productivity functions to derive the combinations of consumer goods/food and machinery/guns when all six workers are fully employed. For example, when you produce 105 machinery/guns, you have enough labor left to produce 210 consumer goods/food. 

[image: image1.emf] 

2 pts 


Combinations of consumer goods/food and machinery/guns 

[image: image2.emf] 

2 pts 

when all six workers are fully employed

	Labor in Machine tools
	8
	7
	6
	5
	4
	3
	2
	1
	0

	 Machine tools /guns
	180
	175
	165
	150
	130
	105
	75
	40
	0

	Consumer Goods/food
	0
	50
	95
	135
	180
	210
	235
	255
	265

	Labor in Consumer Goods
	0
	1
	2
	3
	4
	5
	6
	7
	8


[image: image3.emf]  1 Demand 

        1. Plot the production possibility frontier from this data..  
[image: image4.emf]  1 Demand 

        2. Depreciation Every country must produce enough machinery to replace the machinery that depreciates (wears out) each year. Aidni’s economists estimate that they need to produce 130 units of machinery each year to replace the machinery that wear out.
           

Right now Aidni is already producing 75 units of machinery on the production possibility frontier. 
2a. How many consumer goods/food are they also producing right now? 


2b. Identify this point as “A” on the graph. 

2c. The Economic Council tells the Government that Aidni must increase the production of machinery by 55 units
      to reach the minimum 130 units to replace depreciating machinery, how much must they reduce consumer 
   goods production?


2d. Identify this point require to replace depreciated machinery/guns as “D”. 

2e***. What is the total opportunity cost to consumers of replacing all depreciating machinery each year measured 
 by the total decrease in the production of goods/food from the maximum to produce that 130 units of machinery?  
3. The government of Aidni declares war on a neighboring country Stan to capture disputed territory. The war  
effort requires it to produce an additional 35 units of guns from the machines/guns sector while still producing 
the 130 new machines to replace the depreciated machines for a total of 165. 
3a. What is the additional opportunity cost of the war to consumers measured by the additional decrease in the 
   production of goods/food?  

3c. Label this point on the PPF required now to produce both the added guns and to replace depreciated 
  
   machinery as W (War-with rationing). 

3b. Which one of the four methods below are they most like to use to be absolutely sure to quickly reduce the 
  demand  for consumer goods:  a) raise interest rates, b) increase taxes by about 80  c) sell war bonds. 

  d) immediately issue 95 ration coupons required for purchase of consumer goods
4. After ending the unpopular war, Aidni still produces only 95 units of consumer goods/food even though it has 
 cut back its production of machinery/guns from 165 to 105 units. Two unemployed workers are wandering 
 around homeless and depressed.  Plot this point for these outputs on the graph and label it “R” for recession.  
5. What are the best words to describe the major economic problems of Batavia after the war?




a. inflation,  b. stagflation,    c .no growth, d. deflation, e. unemployment
6*** The pro-consumer party wins the election. The Economic Policy Council eliminates ratio cards and adjusts 
personal income taxes so that the consumers can buy a total of 135 consumer goods. They are still producing 
105 units of machinery. Label this point C.  Careful

6b.  How many more consumer goods are being produced? 

6c1. What was the opportunity cost to Aidni in terms of machinery for this decision to produce these additional 
consumer goods? That is to say, how much did they have to reduce the output of machinery?
6c2. What is the most likely explanation for this “unusual opportunity cost” in this case.


a) increased productivity of employed workers? b)  new technology, c) larger capital stock .d) employing an  
unemployed workers?
7a*** The Economic Policy Council wants the economy to grow faster.  They need more machinery.  How much more machinery can they produced and not reduce consumer good output below 135 units. 
7b.  Why can they do this without reducing consumer good output? 

a) increased productivity of employed workers? b)  new technology, c) larger capital stock .d) employing the 
last unemployed workers?

7.c Label this new point G showing the total machinery and consumer good production.  Careful

8 Are they on the production possibility curve again (yes or no)
II. The interdependence of markets: wheat, corn, oil, exchange rates, and interest rates.                                  

  To grow wheat requires:

1. Good fertile land that can be used for growing most types of grains such as wheat, corn, barley and soy.

2. An adequate supply of water with good growing temperatures and sun light

3. Fertilizers and agricultural chemicals made from petroleum. Their use causes pollution in rivers, lakes and drinking water.

4. Tractors, harvesters, and trucks and fuel (gasoline or diesel) to operate them.

The cost of growing wheat depends on the rent paid for land (or the opportunity cost of using the land for wheat instead of some other agricultural crop) plus the cost of seeds, water, fuel, and other inputs. Water used to grow grains in the West is subsidized.

The primary use of wheat is only for food – bread, pasta, bakery goods, cereal, pizza, etc and not used to feed cattle. Other grain products, however, are not used very much directly for food. They are used for cattle feed, vegetable oils, sweeteners and now more recently bio-fuels. Each year many farmers decide what crop to grow on their land depending on the relative profitability. They can usually choose between soy beans, corn, wheat, barley, oats and even hay.  Their decisions depend heavily on the predicted price of each crop and growing costs.

The domestic demand for wheat is relatively stable. The big fluctuations in demand occur from changes in the foreign demand for US wheat. When the dollar falls, US wheat becomes cheaper in foreign currencies and when the dollar rises, it becomes more expensive.  

In the Wheat Farmers Newsletter, they use a very simple way to analyze the diverse factors affecting the wheat market. 

1. A simple supply and demand chart showing how a supply curve or a demand curve shifts.




2. An arrow indicator that prices and quantities will rise and fall. P(or ( or ∆=0 and  Q (or( or ∆=0    
3. A short explanation why this even affects the wheat market chose from below.   

Below are 6 developments that the editors foresee for the coming two years.  They have to indicate on the side which chart you will use, whether the price will go up or down, whether the total quantity will go up or down, and lastly pick which of the short explanations below the event best explains the impact on the wheat market.  (3 pts each)

Chart  P & Q     Reason(s)      The 10 events affecting US wheat markets.   (extra credit if you get two reasons on *** problems)
P_____ Q  ____   ____   1. The Federal Reserve Bank lower interest rates which weakens the dollar against the Euro and world 


currencies.

P_____ Q  ____   ____   2. Continued global warming, causes a bad drought in the grain growing areas of the US. 
P_____ Q  ____   ____   3. The cost of cell phones continues to fall.
P_____ Q  ____   ____    4.*** As a result of major effort by the US Department of Health to reduce obesity to reduce health costs,  


it taxes sugar, fatty foods (cheese, beef, pork), snacks, pasta,  pizza, cakes, pastries made with wheat. 
P_____ Q  ____   ____    5. In 2012 US has a positive balance of payment, raising the value of the dollar to 1.25 Euro = $1.
P_____ Q  ____   ____    6. China greatly increases oil imports to substitute for coal in power generation to reduce CO2  pollution..

P_____ Q  ____   ____    7. The recovering US economy under the stimulus of building smart grids, extensive broad band internet 


  cables, nuclear power stations and  high-speed rail is causing construction companies to hire thousands 


  of  workers driving up wages especially in the Midwest and other wheat growing areas.

P_____ Q  ____   ____    8.*** China’s and Russia’s wheat crop fails because of global climate changes..

P_____ Q  ____   ____    9.***  China’s and Russia’s buys massive amounts of US cotton raising it price relative to wheat.

Reasons or effects of the event.
1. Not related to the supply and demand for  U.S. wheat. 

2. World demand for US wheat and corn increases as prices in foreign currencies fall.
3. World demand for US wheat falls as prices in foreign currencies  rise.

4. The higher prices for labor raise the farmer’s cost of growing wheat and grains in general
5. China and Russia become importers of U.S. wheat.
6. Higher exports of agricultural goods raises the value of the  US dollar 
7. The cost of renting good farm land for wheat rises in competition with other crops.. 

8. ***The price of crude oil risings increasing the cost of fuel and fertilizer for all agriculture.
9.    ***The US demand for all grain drops and farm land prices fall.

10.   Drought causes lower yields of wheat in US.

SUPPLY AND DEMAND (26 pts)
In the New York State, the demand for natural gas (in millions of cubic feet per year) is estimated to be related to price in dollars per 1000 cubic feet by the following equation:




Qd =  1600 - 100Pb
The supply of natural gas under "normal" competitive conditions is represented by the following equation:




Qs =  -800 + 300 Ps
Initially the prices paid by the buyer are equal to the prices

received by the seller because there are no taxes or subsidies,

so Pb = Ps = P 
1. Plot each function together on the graph to the right
     and label each curve and the equilibrium price and

     quantity.
2. Find the equilibrium price and quantity (using algebraic method). Show your work below or no credit.


3. In order to encourage the switching to natural gas from oil which reduces the emissions of CO2 , the Federal Government is now giving a subsidy  of S =  4 dollars per 1000 cubic feet.  The subsidized price to the buyer Pb is equal to the regular price of the sellers minus the subsidy the sellers receive. Thus Pb = Ps – 4.
Calculate the new lower price paid by the buyer, the new higher price received by the seller, and the new quantity of natural gas sold in the subsidized market.. Show calculations neatly.

4. Draw in the new (lower) supply curve with their offering prices with the subsidy.(Ps-4) .

4pts

5a.  How much did the buyer benefit from a lower price because of the subsidy  (shifted forward)?     
That is, what was the ∆ change in buyer’s prices. Show simple calculation.

5b.  How much did the seller benefit from a higher price from the subsidy  (“shifted backward”)? 
That is, what was the ∆ change in seller’s prices.  Show simple calculation.
Some basic vocabulary and concepts (2 pt each)
Select the best answer for the word or term in Column A from the answers given in Column B. 

Some item in Column A have 2 explanation or effect. (The second is extra credit)   Some answers in Column B are used twice . 
(Abbreviations/symbols were used frequently in class & are on “hint sheet”.)

Column 
A



Column B. 
	
	t
	1
	Unemployment rate in %
	A
	All people with any paid work + people actively looking for work

	
	b
	2
	Federal government surplus
	B
	Value of what you give up when you use resources for a project

	
	p
	3
	marginal cost 
	C
	Taxes - government spending - transfer payments>0

	
	b
	4
	Opportunity cost 
	D
	Taxes-gov’t spending – gov’t transfers <0

	
	k
	5
	Zero opportunity costs to society
	E
	Income taxes, imports, unemployment payments

	
	y
	6
	Excess reserves
	F
	Nominal GDP corrected for price changes by the GDP deflator

	
	w
	7
	Induced investment/crowding in
	G
	Increase in tax payments and imports as income rises

	g
	r
	8
	Factors reducing multiplier
	H
	Adjustment to multiplier because taxes are paid partly from savings.

	
	w
	9
	A factors increasing multiplier
	I
	The APR or interest rate actually paid on consumer debt

	
	l
	10
	Demand-pull inflation
	J
	Nominal interest rates minus inflation rate

	
	m
	11
	Lump sum taxes 
	K
	 Real social cost of additional government projects when Ya*<Yfe

	
	n
	12
	Excise taxes
	L
	When country is trying to buy more than it can produce

	
	v
	13
	Potential GDP
	M
	Taxes that don’t vary with income or sales such as property tax

	
	u
	14
	Cost of unexpected inflation
	N
	Taxes on cigarettes, alcohol, perfume, tires, phone service

	
	s
	15
	Balanced budget multiplier
	O
	Caused by the spending and respending of a primary shift in Yd

	
	x
	16
	Equilibrium only if Ia = Id=Sd
	P
	Extra cost of producing one more unit of a good or serve

	
	cc
	17
	Rule of doubling time
	Q
	Firm’s sales – cost of goods and services bought from other firms.

	
	z
	18
	Required reserve ratio
	R
	Imports, income taxes, increases in saving rates, fall in unemployment pay

	
	x
	19
	Inventories & business behavior
	S
	When equal increases in government spending and taxes raise Ya*

	dd
	bb
	20
	Price ceiling 
	T
	# of unemployed/ (the labor force)

	
	aa
	21
	Coefficient of monetary expansion
	U
	Hurts creditors and helps debtors if unexpectedly high

	
	a
	22
	Labor force (simple definition)
	V
	Level of GDP which fully employs labor force 

	
	e
	23
	Automatic stabilizers
	W
	Higher investment from increased need for capacity as output rises

	
	q
	24
	Value-added
	X
	Business order/invest more, same or less depending on Ia <, = or > Id

	
	j
	25
	real interest rate
	Y
	When (bank’s total reserves – required reserves)>0

	
	d
	26
	Budget deficit
	Z
	Bank regulation that requires banks to hold 10% against demand deposits.

	
	o
	27
	Multiplier effect
	AA
	MM = 1/required reserve ratio

	
	f
	28
	Real GDP
	BB
	Causes shortages

	
	h
	29
	Standard Tax multiplier
	cc
	70 divided by growth rate per period  = approximate doubling time

	
	
	
	
	dd
	Government prices set on certain activities, services, goods


4. How are these items counted in gross domestic product (GDP)? Put an “X if counted in the EXpenditure  approach, E if in Earning approach, no if neither approach.
	_X_a. Buying new computer for home for managing taxes
	no_j. Buying used computer by accountant for doing taxes

	_no b.  Purchase of flour by bakery 
	X_k. Gardening done by a landscape company

	_X  c. The purchase of a new home.
	no_l.  Net bond interest paid by the Federal government to banks

	_X_d. Decrease in business inventories.
	E_m. Wages paid to CUNY professors.

	_E_e. Net interest paid by businesses to households.
	X  n.   Exports of agricultural goods

	 no  f. Social Security taxes paid by professors.
	no_o. Earning of capital gains on stocks and bonds

	_E_g. Indirect business taxes paid by business
	no_p. The purchase of marijuana by a adult  in New York.

	_E_h. Gambling profits earned by casinos in Atlantic City
	E_q. Wages paid to TSA personnel  by the Federal Government.

	.X  i. Purchase flour by housewife for home baking
	X  r.  Sale of medical marijuana in California (legal sale)


PART IV  MACRO ECONOMIC POLICY PROBLEM  (40 points)

The US wants to have FEWPS (full-employment with price stability).  

Assume initially that this economy is described by the following:  









C = consumption, I = desired or planned investment, G = planned government spending, X= exports, M = imports, Tx = taxes, Tr = transfer payments, Ya = actual GDP, Disposable Income = Ydi = Ya-Tx + Tr

Yd = aggregate demand (in lecture or “aggregate expenditure” or AE in text) and is defined as Yd = C + I + G + X – M, 

Ya* is where Ya = Yd where aggregate demand equals actual GDP output.

C=C+.8Ydi, I = I, G = G, Tx = Tx, Tr = Tr, X = X, and M = M, . C, I, G, X, M, Tx, and Tr are assumed constant.


so Yd = C + .8Ya-.8Tx+.8Tr + I + G + X – M.    No credit will be given for just a number!
                            "i" denotes interest rate 


 The equilibrium level of output is currently:
Demand       

Interest-determined part 

  

       
Ya*  =    11,000 


for Money      

of planned investment


Marginal propensity to consume


 Md            i          
      i            I(i)     .

              

MPC  =   0.80



160   
|     12      
12   
|    100

          Full employment level of output            

240   
|     11       
11   
|     200

  


Yfe   =     13,000


320  
|     10       
10   
|     250

   The interest-determined part of planned investment "I(i)"
400 
|     9        
9   
|     350

   and the demand for money "Md" are shown

420 
|     8       
8   
|     450

   to the right. The money supply is defined as
 
460 
|     7       
7   
|     400

  "demand deposits" (ignore transaction demand).    

500 
|     6       
6   
|     550

   Banking and Money Supply



780 
|     5        
5   
|     850

   a. The money supply Ms is 420 


             1200
|     4       
4  
|   1250

   b. Banks must keep a 10% required reserve ratio 
             1500
|     3            
3  
|   1550
   
    against deposits and hold no excess reserves. 

  







1. First identify, label Ya* and Yfe  at the appropriate values on graph to the right.,
2.. Then draw a vertical line from Ya* and Yfe to the 45 degree Ya  line(Use your school ID as a ruler)
3.Then sketch in the Yd curve intersecting Ya*      


(4







4. 
What is the one basic economic problem in this economy?

     
 
a. mild recession b. slow growth, c. deep recession (33% unemployed) 



d. 6% rate of inflation, e. 33% rate of inflation

5
Calculate the simple multiplier (show equations)




6 Using post-Keynesian macro theory, what basic fiscal and monetary  

   policy strategy are you going to recommend to achieve these goals 


a.  lower the full employment level of income


b. simply change the equilibrium level of GDP


c.  raise or lower Yd (aggregate demand) by the amount of the income gap


d.  raise or lower Yd (aggregate demand) by the amount of the demand gap


e.  cut the deficit first and then see what else needs to be done.


Watch your signs & show equations and calculations 

 6. Calculate (Ya* with the correct sign (the income or output gap) that gets YFE = Ya*  

            7.Calculate (Yd with the correct sign (aggregate demand gap (Yd =the amount by which aggregate demand Yd has to be shifted      
up or down to achieve economic goals of (Ya*.

 





8. Draw the “new” Yd curve so that the new Yd crosses the Ya line at Yfe, based on your calculations of the demand gap,    

9. Now mark the income (or output) gap (Ya* by drawing an arrow in the correct direction and label it “income gap” with the amount.
10. Mark the “demand gap”(Yd by drawing an arrow in the correct direction of desired change, and label it “demand gap” with the 

amount.







8   Using Monetary and Fiscal Policy 2 pts each unless noted otherwise.  
Let us assume that in the beginning only monetary policy is going to be used as it was in the financial crisis of 2007-2009. 

Knowing how monetary policy works.
____1.  “What monetary policy should the Fed (Central Bank) pursue to stabilize the economy?”




a. expansionary monetary policy,  b. contractionary monetary policy   c. none, monetary policy won’t work.

___ 2
What specific goal is the Fed trying to achieve. (Chose best answer)

 

 a. increase government spending   b. lower interest rates  c. lower taxes.  d. increase investment
___
3. What will a reduction in interest rates do to the amount of planned investment?

             a. increase  b. decrease, c. nothing, Id depends on GDP. d. nothing, e. not enough information
____4. How does the Fed  change market interest rates used in I(i) and in general to the whole structure term structure of interest rates?

             a. increase taxes  b. decrease  c. change the money supply  . d. simply decree the change, e. not enough information
____5. How would an increase in the money supply affect market interest rates used in I(i) and in general to the whole structure term structure of interest rates?

             a. increase  b. decrease, c. make them fluctuate. d. do nothing to interest rates, e. not enough information
 ____ 6 How does the Fed increase the money supply. (Chose the best)             

              a. print more money b. lower the discount rate, c. lower the reserve requirements. d. increase reserves
 ___ 7.
More specifically what instructions do FMOC send to their open market traders who buy and sell treasury bills, T-notes  to achieve a targeted increase in reserves? 

             a. buy T-bill   b. sell T-Bills  c. buy and sell T-bill to confuse the banks.  d. do nothing.
____
8. How does the increase in reserves work to increase the money supply? 
             a. increase bank reserves and their ability to lend b. increase the money in peoples accounts, c. provide the Treasury with money to finance the government, d. lower the discount rate, e. work through the GDP multiplier.
____7 How much would an increase $1000 in reserves increase the money supply in the long run if the “required reserve
      ratio” was 10%  and banks don’t hold any excess reserves.
             a. $1000   b. $100,   c.$10,000,   d.no impact at all,    e. not enough information.
Applying monetary policy in practice.

Now that we know how monetary policy works, lets use it to solve this severe policy crisis. Actually it is easier to work backwards to determine monetary policy action: Go back to the beginning of MACRO ECONOMIC POLICY PROBLEM. 2 points each
_____
1. The desired change in (Ya*( equilibrium GDP) equals_        _because we want to go from ______ to ______.
_____
2. What is the desired shift in aggregate demand (Yd times the multiplier which gives the needed (Ya*equilibrium 


 _____
3. So what change in investment is necessary? ___________________

 _____
4. What is the money supply to start with and what is the interest rate. And the current I(i). (See above table)




Money supply = _____so the interest rate is _____% and the I(i) (Interest determined part of Id) $______

 _____
5. So I(i) should go from _______ to __________.

_____
6.4pts What direction and change in the interest rates is necessary to increase or decrease  investment by this
  
      amount.   Direction_________  Change interest rates by ______  from _____  ___7%______ ?

______ 7. What change in the money supply is necessary to get the desired change in interest rates _______?

______ 8. Given that the coefficient of monetary expansion or “money multiplier” in this question is 10 what change in   
             reserves is necessary to achieve the necessary change in the money supply? __________

______  $______9. 4pts  Does the Fed. Open Market Committee (FOMC) tell its traders to buy or sell T-bill and how many? 

​​​​6 pts      10. How much will the money supply go up? $_______ So “i” will go from ___% to _____%. 




  As a result I(i) will go from  $_______ to $________    

    





_______11.  What would the  Central Bank do to the Bank discount rate as part of their policy? 


     

A. unchanged 
B. lower it 
C. raise it 
D. borrow excess reserves from other banks 

Now let’s add Fiscal Policy to work in addition to  monetary policy to help correct the US economic problems of this  Assume each of the following policies are carried out on the basis of the answers to the original problem on page 6 (SHOW WORK & EXPLAIN) Use words, not (↑or↓)  arrows No credit will be given for just a number) .

 1. Given the original economic conditions in this problem and assuming that the government budget is initially balanced, that is  Tx - G – Tr =0, government  should  1.continue to balance the federal budget, 2. run a surplus or 3.  run a deficit. 

     EXPLAIN WHY! (4 pt).  


The government should run a  ________  because they have to_________ aggregate demand by  $____ because 
 
there is $_______ too _______ aggregate demand at full employment at 13,000
Changes in Government Spending

(3 pts) 2.  In this situation, how could the administration reach full employment with price stability by just changing  government
                    spending so that (G = (Yd?  Calculate what change in government spending is necessary to reach FEWPS?     
                                                   Change in Government Spending = (G (+ = increase in G, - = cut in G)


$(G of _____ x M of ____ => _______ (Ya* of ______  => Ya* = 11,000 + or - (Ya* of  $_______ = 13,000
        Tax and Transfer Policy (more difficult)  Remember that the MPC = .80
        Let’s assume that the administration is forced into making (permanent) change in taxes.      


3. What two economic variables does changing taxes have affect in order to change Yd by the desired amount ((Yd)



                                     4.What changes in taxes , and what $ amount would shift (Yd to bring the economy to 13,000
        4. How does this Tax (Tx) policy work? 



         
*(-1) => ________(Ydi by $______*MPC of  ____ =>_______)(C by $______ =





=>__________(Yd *M of__ =_______(Ya* of $________ =>Ya=$13,000
5. What transfer (Tr) policy would have the same effect?



                                => _________ (Ydi  by $ _____*MPC of .80 =>________of (C by $______ =>




__________(Yd *M of ___=_________s(Ya* by $-2000=>Ya*= $13,000
2pt 6. What would these policies do to the government budget which was originally balanced (TX-G + TR = 0)?

a. Nothing,  b.  result in a budget surplus  c. result in a budget deficit.  d. Not enough information.

SCRAP
EXTRA CREDIT THIS SECTION 9. Combining the use of Fiscal and Monetary Policy to Growth.  

Each economic policy tool has certain advantages.


1. Government spending: requires policy debate by Congress, but has the advantage of creating much needed infrastructure and subsidies to states to improve their education and infrastructure. Quite often, however, the building of new infrastructure requires time-consuming design time. 


2. Tax cuts or increases can be implemented immediately after Congressional approval but will vary in effectiveness; temporarily tax increase or cuts do not affect disposable income as much in the minds of the consumer who use them either to pay off debt or to be paid for by reduced savings. Permanent tax cuts showing up in withholding tend to have a much larger impact on spending because consumers view it as something that will always be there: that is why George Bush’s tax rebates had virtually no impact on the economy. Yet Obama’s tax rebate being instituted through a change in the withholding tables is having a much larger impact on spending because people believe that their increase in disposable income is permanent. The same thing is true of changes in transfer payments: Social Security, Unemployment.


3. Monetary policy works in general by changing the interest rate which affects a private companies desire to invest. If there are many profitable projects, then lowering interest rates will get a rapid response, so monetary policy can show results quickly. If however, the economy is in a recession with lots of excess capacity and unsold housing stock, and unneeded inventories, then reducing the interest rates may not have any impact at all. 

Policy to Grow: 


1. Assume that this country has reached full employment with price stability.

2. The money supply is now 460 and I(i) =_7%_______

3. The required reserve ratio is  = 10% so the ‘Money multiplier” or coefficient of monetary expansion is ten (10). 

4. The marginal propensity to consume = 0.75 so the simple multiplier is _4____,

This Asia major economic power wants to continue rapid economic growth by greatly raising the rate of private investment.

 by 600. To do this, did they must increase investment by lowering interest rates. But, since they are
 at full employment, as shown on the graphs of the PPF and the C+I+G+(X-M) graph shown below. This massive increase in private investment will cause inflation.  Since current G is all being use to pay private contractors rebuild the aged infrastructure of the economy and to train scientists and engineers, moderate politicians think they can make a case of raising taxes to reduce consumption in the middle classes.  This would reduce resources used for consumer goods



9a.
 If the money supply is now 460, what monetary policy would they have to pursue to reduce “i” from 7% to 3%.

14   (Sell or buy) _________T-bills so that ∆ Reserves =  ↑ +104___. This ∆ Reserves x 1/(0.1)=> (increases or decreases) the (Ms by +1040 plus the original money supply of 460 raises the total money supply to 1500______.

 The market clearing rate of interest in the money markets will change from 8% to _3%___________.


 As a result I(i) will rise from 400 to 1000 and the investment target for growth will be met. 

10. In question 8, would you lower or raise the discount rate as part of this policy? lower_______________

Explain why? To encourage banks to borrow reserves to lend out for investment. (2 pt.)

But we are going to have serious inflation without other policy changes

because we started at full employment.

You saw above in the PPF that to increase investment by 1000 we would be outside the PPF and having inflation unless we were able to cut back consumption by 1000.

 What would be the new Ya*? = $8,500
(11.2) What is the reduction in (Yd or AE do we need to avoid demand pull inflation. -$1000
(11.3)  What tax policy would you recommend to reduce consumption enough so as to prevent demand-pull inflation? 

                                                                                

        (Tx = ↑1333  *(-1)       (Ydi =  ↓1333  * MPC of .75      ( C =↓1000         *M of 4  => (Ya* =  ↓4000           


       so that the potential inflationary demand gap is now eliminated so that  Ya* remains at 4500 for this year.

___________________
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