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It looks long but it is not. Work steadily.  Allocate your time carefully.  Raise your hand if you have a question.  Most of my exams have a curve; so don't worry about missing a few questions.  Do try to answer every question, however.  Please be fair to your fellow students.  Remember that this is a closed book exam.  No books, no notes and no similar study aids are permitted.  No talking.  Do not facilitate or permit other students to benefit from your exam and do not represent other's work as your own.  Failure to observe these standards will automatically result in at least an F for the course.


Definitions and concepts in Macroeconomics


I. Which of the following are subjects of Macroeconomics?  Circle all the correct answers


	A. real GDP output 	B. output of a farm in Iowa	C. economy’s labor force


	D. unemployment rate	E. net private investment	F. building a new bio fuel factory


	G. fall in computer prices     H  imports and exports		I. rise in the price of gasoline


J.. fall in Id because of increasing unused capacity. K. rate of inflation as measured by the core CPI  


L. the gap between potential output and actual output. Ya or  Ya* 


	


II. Which policies would lead to a higher per capita GDP growth rate over the next ten years? �Circle all the correct answers.  For these questions assume that “Investment” = I + vYa (where vYa equals induced investment). Hint: Q/L = ft(K/L, N/L), Children don’t work.


A.	The French policy of providing family bonuses to encourage population growth.


Reducing taxes on new investment using investment tax credits and accelerated depreciation. 


In a full employment economy, the government lowers interest rates and increases income taxes on households. 


D.	In a full employment economy, the government lowers household taxes to increase consumption


E.	In a depressed economy with widespread unemployment, the government, despite a large deficit, lowers personal income taxes and increases government spending.


Since corporate retained earnings are savings, we could reduce corporate profit taxes and possibly increase taxes on dividends.


In a full employment economy, we should increase government spending on reequipping the army with new equipment 


Even if we must raise taxes to prevent inflation, the government should increase research grants to Engineering, Science and Social Sciences at the University level and even corporate level





III. Use the AD-AS framework of analysis with price level on the vertical axis and output on the horizontal axis.  AD shows that aggregate demand (Yd) gets bigger as the price level goes down and that AS, the aggregate supply of output, grows as price levels increase. Using this framework of analysis, the following questions can be answered as either T (true) or F (false).  


	A. An increase in world oil prices will shift the AS curve inward causing higher prices & unemployment.


	B. Technological progress will shift the AS curve outward. If prices and wages are sticky downward, this could cause unemployment rather than lower wages at lease in the short run. . 


	C. If technological progress occurs in industries where both prices and wages are quite flexible, then this technological progress could result in a higher level of output at lower prices with the same size labor force and at lower prices.  Think computer industries.


	D. If we have technological progress that shifts the AS curve outward, then even with sticky prices and wages, this will not cause unemployment, if in fact the government takes steps to shift the aggregate demand curve outward also (e.g., cutting taxes).  


	E. A permanent cut in taxes will shift the aggregate demand curve inward.








IV: GDP ACCOUNTTING How are each of the following activities treated when calculating GDP? 


EX = included in GDP measured by expenditures, EN = included in GDP measured by the earnings approach, 


TR = a transfer payment which changes the distribution of income by taxes and transfers but uses no resources.   Importance for calculating disposable income 


I = intermediate product used to produce another good,  N = not counted for legal or social reasons or uses not scarce resources .	 


_________A. The building of a new private school


__________ B.  The sale of an existing public housing project to Queens College for dorms.	


_________C. The purchase of baked goods, at a supermarket by housewives.


	D.The purchase of baked goods by restaurants to use for their customers.


	E. The purchase of flour by a bakery to use in fulfilling an order from a supermarket


	F. The sale of bread by the bakery to the supermarket.


	G. The labor of family members to renovate their own house to make it more valuable.


	H. The purchase of cigarettes by a 14 year old in New York State.


	I. Investment by households in their retirement funds.


	J. The investment by a farmer in a new tractor


	K. The investment by a farmer in a used tractor bought from his friend.


	L. The purchase of an FDA approved drug such as “codeine” or “oxycontin” on the street without a prescription.


	M. The purchase of the same drugs in “L” in a drugstore with a prescription.


	N. The purchase of electricity by a household.


	O. The purchase of electricity by a government for lighting the streets, etc. (careful: how does the government add up the value of its purchases?)


	P. The purchase of electricity by a restaurant.


	Q. Payment of Social Security pensions to retired professors.


	R. Payment of full wages to an active professor who is also collecting full Social Security pension because he/she is beyond maximum retirement age.


	S. The capital gains from the sale of a house.  (capital gains = sales price – cost basis)


	T. Net commissions earned by the real estate agent from the sale of the above house.


	U. A decline in inventories held by businesses. (Hint: definition of investment)


	V. Net interest received by homeowners from financial institutions.


	W. Rent imputed to the value of the services received by owner occupied houses.


	X. Depreciation of equipment in a factory, even though the equipment is still being used.


�
V. Each of the statements about macroeconomic policy below is either true (T) or false (F)  Bold = constant.


	Underline words are words for foreign students to look up and know. 


You can often understand and answer these questions correctly if you recall and understand the following equation from lecture.





	Ya*	= 1/(1-mpc – mpi +tx*mpc + m)*(C –mpc*TX + mpc*TR + I + G +X – M),  and comparing it to Yfe





Where 	mpc=marginal propensity to consume, mpi = marginal propensity to invest (induced investment), 	tx=marginal tax rate and m = the marginal propensity to import.)





	A. If the price of gasoline goes up, we can reliably conclude that we are having inflation as is measured by the CPI.


	B. The primary cost of unemployment as measured by economists is the psychological and sociological impact on the families that are unemployed.


	C. If the GDP price deflator rises from 200 to 220 (10%) and the nominal GDP rises from $10 trillion to $12 trillion, then the real GDP has fallen because of higher prices.


	D. Nominal GDP measures all the output of final goods and services as evaluated at current market prices and not on the cost of producing the goods and services. (Careful: the correct answer depends on a very narrow definition of GDP).


	E. Despite the large increase in taxes that may be necessary to fund payments to the retirees in future years, and despite the fact that we have a smaller labor force to support EACH retiree, it is possible that the standard of living of both groups could rise.  Hint: look at growth equation.


	F. If imports and taxes rise, this could potentially reduce the impact on prices and wages that otherwise would be caused by a sudden increase of investment at full employment.


	G. If we are in the middle of a recession with high unemployment, falling prices and a large deficit, a sudden increase of spending by the government could stimulate and increase investment so that future generations could be left economically better off despite the larger federal debt. 


	H. At the national level, taxes should always be raised and government spending should always be cut whenever we have a deficit in the Federal budget.  (Tx – G – Tr < 0)


	I. Adding an income tax of tx% to our tax equation ( Tx= Tx +txYa) makes the multiplier smaller.


	J. Ceteris paribus, if investment increases by aYa when GDP increases (induced investment), then the multiplier is larger, that is Id = I + aYa.


	K. A temporary increase in disposable income  Ydi  such as Bush tax rebate checks in 2008, will probably have a smaller impact on the consumption function than a permanent increase in Ydi of the same amount by cutting tax rates as was done in 2003.,


	L. If we plot a consumption function based on a cross sectional sample of US citizens, rich and poor, the MPC for the rich is probably lower than the MPC of the poor as measured by the slope of the tangent of the consumption function.  


	M. A permanent policy of lower taxes will probably shift the consumption function upward even though it might increase the deficit and the national debt over the next decade.


	N. People consume more when their wealth (net assets) goes up.


	O. People consume more as the federal debt per capita goes down because there is less burden of the federal debt per capita.


	P. The primary purpose of savings by households is to redistribute consumption over time.


	Q. Even though their MPS is greater than zero, at low-income levels, many households will probably be dissaving.


�
	R. In a simple model, when we have unemployment and the equilibrium is where S = Id (desired savings equals desired investment), then if the Id curve slopes upward when plotted as a function of output Ya, and if households are optimistic about the future and decide to save less for a rainy day, paradoxically, the overall level of actual savings may go up at the new equilibrium. 


	S. If the federal government is running a surplus, the government should pay back this surplus to the taxpayers no matter what the condition of the national economy is in, i.e., even if there is unemployment.


	T. The MPS + MPC always equal 1. Therefore, if I know the MPC, I always know the MPS.


	U. Ya* (the equilibrium level of output) is always considered by economists to be good because at this level the demand for goods equals the supply of goods so that there is no inflation and no unemployment.   


	V. In order to maintain full employment over time, the government must be sure that the aggregate demand also expands to keep up with the potential output (potential GDP) resulting from net investment and technological progress.  


	W. An increase in imports will shift the Yd upward. (or in the language of the textbook, “shifts AE upwards”).


	X. If the federal government starts a policy of taxing the rich and giving it to the poor, this will not have an impact on the AE (Yd) curve because it merely reallocates income. (Hint: Think about the MPCs of each income group.)


	Y. If imports and income taxes rise with income, that is, M=M+mYa and Tx=Tx+txYa, the larger these coefficients m and tx, the smaller the multiplier.


	Z. It is possible that even though real GDP per capita remains constant, the overall well being of society can increase over time because of more leisure time.


  


�
Macro Economic Policy- The Scenario


	The World Bank analysis of a large Asian country presents you with the following data and asks for your recommendations.  


The current equilibrium level of output is Ya*= 20,000 in part because low interest rates and artificial low foreign exchange rates greatly increased the demand for investment and the demand for imports.  


Given current income and tax policies, the full employment-potential level of income is 16,000 because there are no more healthy skilled laborers available.  


Marginal propensity to consume is .875.    


They have tax on income, no induced investment.  .  The multiplier is different than you have seen and is much larger. 





	1.Select the letter for the graph below which best illustrates their economic situation. Select the correct answer from the choices below each questions.  This is like moving a graph line or plotting point on an Aplia graph.  The solid line is the original Yd


������������		A			B			     C			       D


������������


���������������


�


��������������


��		


	 1. What economic problems are they facing? 


Inflation   B. Unemployment    C. Slow economic growth    D. Hyperinflation   E. Stagflation








	 2. What is the type of amount of the income gap between equilibrium output and full employment output?


1000	b. 500       C. 4000     D. 8000   E.________ Your calculation (on side)





	 3. What is the multiplier with formula?


4		b. 2      C. 5          D. 8          E._____________ Your calculation (on side)





 	4. What is the “demand gap at Yfe (upward or downward shift  in ?Yd) required to bring about price stability & full employment. 


                 A.  +1000	B. -1000          C. +500        D. -500       E. +2000    F. –2000





 	5. What change in government spending or investment could achieve this?


                 A.  +1000	B. -1000          C. +500        D. -500       E. +2000    F. -2000





	6. Because the multiplier of ______ time the ?G  =  the desired change in Ya* of _________








	7. What change in taxes could achieve this?


                 A.  +1142 	B. -1142         C. +571        D. -571       E. +2284    F. -2284








	 8. Because ?Tx=_____*(-1) = ?Ydi of______* MPC of____=> ?C of _____* M of ____=> ?Ya*_____








	8. What change in transfer payments that is politically feasible could change this?


                 A.  +1142 	B. -1142         C. +571        D. -571       E. +2284    F. -2284








�
Consumption and savings functions, the marginal propensity to consume and S=I equilibrium


In answering all these questions, always start with the C-function in


Question 1. which also determines the Savings function





_______1  If estimated consumption equals 800 plus .8Ya what graph best plots this C-function.


	That is Cd = 800 + .8Ydi, but since with have not government, 8Ya = Ydi , C=800 + .8Ya
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_______2.  Based on your choice above, or a calculation, at what output level will the people be spending exactly as 	much as is being produced assuming no government spending, no taxes, no transfer payments, etc.?


                 	A.  +.8Y		B. 800       C. 4000        D.5000       Show your calculation here. __________________________





_______3.  Which function below represents the savings function that is the twin of the consumption function above


                 A.  S=Ya-C	B. S=Ya-800      C. S=-800 + .8 Ya       D. S=Ya-800 - .8 Ya  = -800 + (1-.8)*Ya = -800+.2Ya





_______4. Based on your choice above, or a calculation, at what output level will the people neither be saving or dissaving.  That is, saving exacting “0” from their earning for producing output.
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_______5.  If Id= 200 and if we remember that Sd=SA=Id at what level of Ya does Sd = Id . 


	Calculate and enter to right.





_______6.  Let us assume that savers want to save 200 more.  In this problem what is investment, saving and output 	at the new equilibrium?  


                 A.  I =400, S =400, Ya = 6000   B.  I =200, S =400, Ya = 6000   C. I =200, S = 200, Ya = 4000    D. No equilibrium


____________________________What do they call this interesting result?





_______7.  Let us assume, instead, that investors increase their investment by 200 from 200 to 400.  What is 	investment, savings and output? What is saving at the new equilibrium?


	  A.  I =400, S =400, Ya = 6000   B.  I =200, S =400, Ya = 6000   C. I =200, S = 200, Ya = 4000    D. No equilibrium





_______2  If Sa were greater than Id, which two of the following is likely to happen?


	  A.  Orders for goods will go up.   B.  Orders for goods will go down   C. Output will go down   D. Output will go up. 





______2  At this new equilibrium where S = I = 400,  what does consumption plus investment at this output?


                 A. C= 800 + I = 400 => C+I = 1200 < 6000,   B.C= 800 + .8*6000 = 5600 , I = 400 => C+I =  6000  C. None of these.
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