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Economics 101, Queens College Final Examination Spring 200?,
Prof. Dohan

                           Name (print)___________________






                          First name


 Print Last Name


Date Taken _________

email__________________   Last 4-digits of your student ID number._______ 

 This is long but fairly easy.  Maybe DO PAGE 4,5,6, 7 first if you remember how to do it. You will be given enough time to finish.  Please sign the following statement.

In taking this exam, I agree to observe the highest standards of academic integrity and fairness to all.  If I fail to observe these standards, I understand that the minimum penalty is an F for the course: Signed 



   (185 pts on exam.

Part I (31 pts)

Match the concept or words in Part A  which are best related to the phrases in Table I. Some phrases may not be used.  1 pt each


A.  A phrase used to describe the benefits foregone (lost) by not using scarce resources in the next best alternative use.


B.
The three primary inputs into the economy are ________, _________ and _________.


C.   If my wages go up, I am better off.  Therefore, if everybody's wages are raised, everybody will be better off.  This statement illustrates the ___________. 


D.  Price at which all buyers wishing to buy at that price or higher can buy and all sellers wishing to sell at that price or lower can sell is called the ____________________________


E. 
Holding other inputs constant, each added unit of the variable input causes total output to increase by a smaller increment.  This illustrates the ________________


F.   Additional cost of producing one additional unit of output.


G.   Costs imposed on other people, such as litter and pollution, without compensating them for their discomfort and losses are not considered a cost by decision makers. Such costs are called_______


H.   A good such as private television broadcasts or light houses, which if supplied to one person, can be used/enjoyed by others at nominal cost.


I    A rule to choose the rate of an activity (such as production) so as to maximize the net benefits from that activity.


J.   All other things are held constant.


K.   The minimum wage for labor is an excellent example of a __________________.


L.   If the price of A (oil) goes up and the demand for B (natural gas) goes up, these two products are _____________

_____M   Examples of complementary products in consumption are _____ 


N.  Variables whose values are determined outside of the model or the system are called ___________

TABLE I. Use this table only for items A through O
	1.  compact discs and compact disc players
	11. expand activity as long as MB>MC
	21. public or social goods

	2.  fuel oil and natural gas
	12. Maximize the total gross benefits
	22. common property goods

	3. ceteris paribus
	13. marginal cost
	23. endogenous variables

	4. per capita constantus
	14. internal costs
	24. dependent variables

	5.  fallacy of composition
	15. variable fixed costs
	25. exogenous variables

	6.  post hoc fallacy
	16. sunk cost
	26. law of economies of scale

	7.  fair market price
	17. opportunity cost
	27. law of diminishing marginal returns

	8. market clearing price or equilibrium price
	18. external costs
	28. law of the markets

	9. price ceiling
	19. money, stocks and bonds
	29. substitutes

	10. price support
	20. land, labor and capital
	30. complements


Money and Monetary Policy (Use Table 2)


AAA   To prevent a slowdown in the economy, the Fed would be expected to __________


BBB.   The ratio of the increase in the money supply resulting from an increase in reserves.


CCC.  The institution that has the responsibility for managing the money supply in the USA is the _____


DDD.  As incomes and GDP rises, when looking at the demand for money, we would expect the ________


EEE.   The steeper the slope of the consumption graph, the _________ the MPC and the _________ the multiplier.


FFF.    We subtract the inflation rate from the nominal rate of interest to get the __________


GGG.   The reason banks must keep at least 12.5% of demand deposits on reserve with the Fed is to____


HHH.  The interest rate for lending excess reserves by one commercial bank to another commercial bank is called_____


III .      The rate charged to commercial banks for borrowing reserves from  the “central bank” is called the _________


JJJ.       The method now used by the Fed Res. Board to increase the money supply and lower interest rates is ______ 


KKK.    The broad definition of the money supply (M2) would include:

TABLE 2. Use this table only for items AAA through LLL
	C1.  the U.S. Treasury Department
	C17. the lower the MPC and the higher the multiplier

	C2.  the Federal Reserve Board
	C18. the higher the MPC and the lower the multiplier

	C3. Chase Manhattan Bank
	C19.  transaction demand for money to fall

	C4.  raise the required reserve ratio to make banks safer
	C20.  transaction demand for money to rise

	C5.  raise interest rates and reduce investment
	C21.  speculative demand or asset demand for money to rise

	C6.  to expand the money supply to lower interest rates
	C22.  buying of government T-bills on the open market

	C7.  real interest rate
	C23.  selling of government T-bills on the open market.

	C8.  federal funds interest rate
	C24.  lowering the required reserve ratio 

	C9.   prime interest rate
	C25.  lowering the discount rate to increase borrowing reserves. 

	C10. nominal rate of interest
	C26.  gold and reserves and currency held by the Fed

	C11 discount interest rate
	C27.  currency, checking accounts, CDs & money market funds

	C12. to help the Fed manage the money supply.
	C28.  currency and checking accounts

	C13. to have enough reserves to lend to other banks
	C29.  currency, checking accounts, CDs & credit cards

	C14. to be able to pay their depositors in case of a bank run.
	C30.  money multiplier (coefficient of monetary expansion).

	C15. higher the MPC and the lower the multiplier
	C31.  marginal efficiency of investment

	C16. higher the MPC and the higher the multiplier
	C32.  excess reserve inverse multiplier
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Consumption, Investment, Government and Equilibrium (Use Table 3)


AA. When actual investment is less than desired (planned) investment, then it is likely that actual output will  ______


BB. The coefficient of a linear consumption function, such as C = 1000 + .84Ydi, is the same as the ______


CC. The principal reason for saving by households is to  ___________


DD. When producer’s planned investment rises as the economy expands, we say that the increase in investment is____ 


EE. The Federal government is said to now be running a budget deficit.  This means that __


FF. When disposable income is above the break-even point (C<Ydi), then as a whole, the economy must be ____

TABLE 3. Use this table only for items AA through FF above.
	B1. having positive savings
	B7. determined by the falling interest rate 
	B13. remain unchanged

	B2. dissavings & reducing its net worth
	B8. caused by increased saving at higher incomes
	B14. rise until S and Ia rise to planned I

	B3. investing less in real terms 
	B9. induced by rising profitability at higher output 
	B15. fall until S and Ia fall to planned I

	B4. earning income from interest
	B10. marginal propensity to save (MPS)
	B16. Taxes<(Govt Spending +Transfers)

	B5. redistribute consumption over time
	B11.marginal propensity to consume (MPC)
	B17. Taxes<(Govt Spending)

	B6. buy investment goods such as factories
	B12.marginal propensity to invest (MPI)
	B18. Taxes>(Govt Spending)


II. MULTIPLE CHOICE  (1 point each, total 20 points)




1.  At an equilibrium price and quantity, the following is true.

   
a.   Sellers would like to sell more at the current price. 

   
b.   The sellers are satisfied (happy, content) with the price received and don't want a higher price

   
c.   All buyers are satisfied (happy, content) with the price paid and don't want a lower price.

d.   No profit is being earned by the suppliers.

e. The quantity which sellers are willing to sell at that price is equal to the quantity which buyers are willing to buy 




2 . Suppose there is a simultaneous increase in the demand for legal secretaries and a decrease in the supply of legal 

     
secretaries.  If there is no change in the wage paid to legal secretaries


a.  there will be an excess demand for legal secretaries.


b.  there will be an excess supply of legal secretaries.


c.  law firms will have no difficulty in hiring the desired number of legal secretaries at the current wage.


d.  the supply of legal secretaries will decrease even more.



3. Even if disposable income remains unchanged, a sharp drop in wealth caused by a sudden decline in the stock market is most likely to  

     
a. cause consumption to rise

b. cause consumption to fall.  
c. not affect consumption

    
d. cause prices to rise


e. cause savings to fall




4.  The "paradox of thrift" means that

   
a. saving must always equal investment.

  
b. positive saving will always mean unemployment and a decline in GDP


c. if the economy is at full employment, and if people save more, this might produce an inflationary gap.  

    
d. saving increases planned investment spending so as to worsen an inflationary gap.


e. a decision on the part of people to try to save more might result in their actually saving the same or less.




5. When actual output is temporarily above its equilibrium level of output: (hint, draw S = I graph)

     
a. unintended inventories will be accumulating and output falls

         
b. unintended inventories will be accumulating and output rises

 
c. planned investment must equal actual investment

     
d. planned investment must equal planned consumption

     
e. saving cannot be equal to zero




6.  Suppose your MPC is always 3/4.  Your break-even point is $11,000.  That is, with a disposable income of $11,000, you 



spend exactly $11,000.  Then, if your income goes up $4,000 from $11,000 to $15,000, your consumption will rise
 from $11,000 to:



 a. 11,750
b. 15,000
c. 14,000
d. 15,750  
e. can not be calculated on basis of data given




7.  Given GDP, disposable income is arrived at basically by:

     
a. deducting personal income taxes and personal savings

     
b. deducting depreciation, taxes and adding government transfer payments

     
c. deducting depreciation, taxes and adding government transfer payments and dividends

     
d. deducting depreciation, all taxes and undistributed corporate profits, and adding government transfer payments

     
e. deducting taxes and adding all government spending 




8. Which of the following statements best describes an expansionary monetary policy? (Md is the transaction demand for money.)
     
a. Ms (up) --> i (up) --> Id (down) --> Ya (up) --> i (up) --> Md (down)

    
b. Ms (up) --> i (down) --> Id (down) --> Ya (down) --> Md (up)

     
c. Ms (up) --> i (down) --> Id (up) --> Ya (up) --> Md (up)

     
d. Ms (up) --> i (down) --> Id (up) --> Md (up)--> Ya (up)



9.  The Federal Reserve Board decides to reduce the legal reserve requirements (rr) for the first time in twenty years to increase the profitability of commercial banks..  Which of the following is not true?

     
a. This increases the money supply and lowers interest rates

     
b. The banks will be able to lend out more of their deposits.

     
c. This will increase the money multiplier.

     
d. This will decrease the money supply and decrease commercial bank loans

     
e. Small changes in reserves will now cause larger changes in the money supply.



15




10.  The price of beans rises sharply.  Which of the following cannot be true?

         
a. The supply of beans may have increased with an increase in the quantity demanded of beans.

     
b. The demand for beans may have increased with no change in the supply of beans.

     
c. The demand for beans may have increased with an increase in the quantity supplied of beans.

   
d. The supply of beans may have decreased with no change in the demand of beans.

   
e. none of the above.

.


11.  An open market purchase of securities by the Fed (that is, when the Fed buys T-bills on the open market) will cause


a. the interest rate to fall.

     
b. a decrease in the quantity of money demanded.

     
c. a shortage of money at the original equilibrium interest rate.

     
d. the C+I+G curve to shift down (to the right)

e. none of the above 




12. If the consumer price index increases by 6% instead of the anticipated 3%, then which one statement is NOT TRUE.


a. A nominal interest rate of 9% gives a real interest rate of 3%.


b. Debtors who hold bonds and owe money can pay back in dollars worth less.

    
c. Households may start to invest their savings in debt securities such as bonds instead of stocks and real property.


d. The Federal Reserve is likely to raise the discount rate. 


e. Creditors who invested in fixed-dollar assets such as bonds received a lower than expected return.


13. If all inputs used in a productive process such as “growing tomatoes” are increased in amount by 50 percent, and 




as a result, output (of potatoes) increases by 60 percent, this would probably:


a. contradict the law of diminishing returns.

    
b. illustrate increasing returns to scale.

    
c. illustrate the law of diminishing returns.

    
d. contradict the principle of increasing returns to scale.


e. contradict the law of scarcity.



 14. A price, at which the quantity people wish to buy is less than the quantity that people wish to produce for sale,

   
(assume normal upward‑sloping curves):


a. lies above the long‑run equilibrium price.

     
b. lies below the long‑run equilibrium price.

     
c. will induce a shift in the demand schedule in the long run.

     
d. is impossible, even in the short‑run.

     
e. is none of the above.




15. Assuming 20% legal reserve requirement, a new deposit of $1000 by John Lennon in a single small bank in a 
             multi-bank system will leave that one bank alone in a position to lend out at most:


a. $8000

b. $2000

c. $1000


d. $800

e. $200


16. Assuming 20% legal reserve requirement, no excess reserves and no leakage into circulation, a new deposit of $1000 into the banking system as a whole, such as when the Fed buys T-bills from corporate accounts, will result in an increase in the money supply of :


a. $5000

b. $4000

c. $1000


d. $2000

e. $200




17.  Double‑counting of national product would result from adding:


a. net value added by the iron‑mining industry and net value added by the steel‑manufacturing industry.

     
b. net increase in inventories of flour mills and net increase in inventories of bakeries.

     
c. value added by bakers and value added of millers' services.

     
d. total consumption expenditure and investment expenditures.

     
e. total output of iron ore and total output of iron.




18. In 2003 the US economy is suffering from unemployment and is growing very slowly. Prices are stable.  The Federal 


government is now running a $400 billion budget deficit instead of the surpluses of a few years before.  Some Presidential candidates state that they want Congress to raise taxes to “eliminate the future burden of the debt” on the people.  Other things being equal, what will be the likely impact of this policy on prices and output, according to the economic theory taught in Eco. 101? 


a. Output and employment will go up because the government no longer has the burden of the debt in the future.

b. Output will rise strongly because the government will be selling fewer bonds to finance the debt so that the interest rate falls and producers will invest more.


c. Aggregate demand (Yd or AE) will shift downward because of lower disposable income, causing more unemployment.


d. Output will rise and unemployment will rise too, because the aggregate demand curve shifts downward.

e. Output and prices will remain unchanged because raising taxes when there is a deficit is fiscally responsible.




19. Taxes to finance a new federal government project in a full‑employment economy are best defended as:


a. a way to keep the budget balanced.

     
b. necessary to get the money to pay for the project.

     
c. a way to create a self‑liquidating deficit that will close the deflationary gap

     
d. a way to cut down on other total spending such as consumption to free up needed resources.

     
e. none of the above




20. Based on the Keynesian model, which of the following will most likely result if intended or planned saving is less



than intended or planned investment?


a. Output will fall.


b. Output will remain the same, but saving will rise.

    
c. Output will rise, if possible, until planned saving equals planned investment.


d. Prices will rise and inventories will accumulate. 

    
e. Output will fall so that investment falls to planned saving.

Part II.  Short Problems 
1. On the following graphs, draw the new supply or demand curve that shows the effect on the equilibrium price and quantity in the US market for beef such as steaks and good hamburgers if the following events occurred.  Label each graph and indicate the direction of change right below.  Explain briefly.  (1 1/2 point each, 9 points total)


1. Price of chicken

2. The cost of feeding cattle falls when

3. Consumers become worried about


    and fish rises sharply
     Pres. Bush opens National Grasslands 
    
the mad cow disease spreading to humans.

         P____  Q____



P____  Q____


P____  Q____



4. The US government places a

  5. A severe drought reduces the output
6. The tax cut raises consumers 
    ban on imported beef products

of grain for feeding cattle

 and food spending rises












 


   P_______ Q________

        P_______ Q_______

    
      P_______ Q_______

2.  Write down the items included in computing the GDP in the expenditure approach product (output) approach and te intems subtracted and added to GDP when calculating disposable income. (3 pt)

(1pt)  Product approach  (4 items) GDP =  ___________ +____________________+_____________+______________



(2 pt)  Items to add and subtract from GDP to calculate disposable income.

3.  Three functions of money in the modern economy are:  (3 pt)
1)______________________________________________________________________________________________

    
2)______________________________________________________________________________________________

    
3)______________________________________________________________________________________________

4.  List in the order of importance the three principal instruments of monetary policy used by the "Fed" to manage the money supply and explain in a few words what they are. (3 pt)

    


Name





                 Explain what the term means

   __________________________   => _____________________________________________________________________

   __________________________   => _____________________________________________________________________

   __________________________   => _____________________________________________________________________

5.  Show on these C + I + G graphs the impact of the following events on equilibrium level of NNP)

For full credit describe briefly what is happening?(3 pt)



The Federal Reserve Bank


The Bush Government
Households, suffering from the decline in the 

   

increases the money supply.

cuts personal income taxes
stock market, save more to recover their losses



.  
6.  Which of the eight following items are counted in the gross domestic product?  Mark with a check (. (4 pts)

    
a.  electricity for running factories    
 

i.  Purchase of anti-depressant drug prescribed by doctor


   
h.  purchase of a used car by household     


q. purchase of crack and other illegal drugs in New York


    
b.  purchase of my new car       


j.  services provided at home by your significant other (wife…)


   
c.  teacher's salary          


k.  new blue jeans              


    
d.  depreciation              


l.  net interest paid by business


   
e.  pension paid to teacher   


n.  capital gains in the securities markets


   
f.  interest paid by gov’t.     


o.  personal income taxes


    
g.  increase in inventories          


p.  purchase of beer and liquor by households

7.   At Queens College you get an A in economics in 1980.  Ten years later you have made lots of money in the stock market and became very rich, therefore you conclude that taking economics helped you to pick the right stocks.  This statement illustrates what likely fallacy?     ______________________________. (1 pt)

8. Which three are included in the economist's definition of capital (as an input)? (3 pt)




a.  cash in the company's bank account
d. apartment building 





b. capital paid in (shares of common stock) 
e. inventory of steel in steel company's warehouse



 

c. oil reserves owned by the company 
f. blast furnace (factory) for making iron..
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9 . If we are inside the production possibility frontier, and if the MPC=.80 and if government spending on highways and bridges increases by 100 billion dollars, then the equilibrium level of output would rise by $_____________ .  (2 pt)
10. If we are at full‑employment on the production possibility frontier, and if the MPC=.80 and if government spending on highways and bridges increases by 100 billion dollars, then in order to prevent inflation (calculate how much) we have to ____________ taxes by $_____________ . This is because _________________________________________________. (2 pt)
11.  a. Draw a "typical production possibility      food   |

(3pt)      curve" for food and clothing.  Label F-C.        
|

                                                



|

     b. 
Show how the development of a more       
|

       
productive seed for growing food would . 
|


affect this curve. Label   F’-C’

|








|


c. Show how the failure of the economy     
|

       
to invest enough to replace depreciating  
|

       
capital affects the curve.


|


Label new curve   Fo
 - Co                

|

                                                 



|

                                                 


|________________________________ clothing
12.   If we have a high rate of unemployment in the economy, what is the opportunity cost of producing more output ? (1 pt)

What cost__________________ Why _________________________________________________________________.

13. The speculative motive demand (the asset or liquidity preference demand) for money _____when the interest rate rises because of the _________________________________.  The transaction demand for money _____ when incomes rises. (1 pt).

14. When the Federal Reserve wants to sell bonds, it has to ____________the price of bonds which is mathematically the same thing as ______________ the interest earned on these bonds.(1 pt)

15. Prices start to rise rapidly. Explain what influence the Federal Reserve Bank is trying to have on the economy if it sells 


20 billion dollars of government securities. That is, describe the desired chain of events in the economy. (4)
Fed sells $20 billion  

of gov’t T-bills

16. Banks have "excess reserves" when their actual reserves __________  required reserves.  Banks want to earn interest on their  assets and therefore lend these excess reserves to other banks at an interest rate called the _________  _______ _______.  (2 pt) 

17.  If the commercial banking system as a whole find that they have excess reserves, then interest rates are likely to _____________ and it suggests that the "Fed" is pursuing a __________________ monetary policy to _______________ the economy.  (2 pt)

_

III Problem Sets

1. THIS IS AN IMPORTANT QUESTION on Supply and Demand and tests your skills in solving a simple set of equations and in plotting equations on a graph as well as understanding the concepts. (19 points)
1. The equations below represent the free market (without regulation) demand curve and supply curve for heating oil in Queens at various prices (cents gallon, in thousands of gallons per month).       
a. Calculate the equilibrium price and quantity. (6 pts.)    






Qd =   + 3000  ‑-  12P

         





Qs =   ‑-   1500  + 18P

          


                                





  P =



 Q =




b. Plot carefully the supply and demand curves for 


heating oil on the graph.  Be sure to label your graphs


and the equilibrium quantity and price.  (8 pts)
2. In the above question 1, New York City wants to reduce the consumption of heating fuel oil to curb pollution and it passes a law to limit the supply of heating oil to 900 (thousand) gallons per month.

2a) Illustrate carefully on your original graph and calculate and describe the effect of this law of a quota on using the heating oil market in Queens. Use above graph. Hint:  what is the new supply curve. (2 pts. )
P =



Qs = 


Qd =
2b) In the month after passing the new law, Mayor Bloomberg accuses the oil distributors of price gouging the poor who can no longer afford to heat their houses.  He gets the City Council to pass a second law to limit the price of heating oil to $1.50 per gallon. A price ceiling.  What is the impact of these two laws together on the heating oil market.  Describe the problems now occurring in the Queens heating oil market. (1 pt)             
2c).  Going back to Question 1, the temperature is below normal during the entire spring so that the demand for fuel oil increases by 300 (thousand) gallons per month.  Calculate and explain what would happen to price and quantity.  Plot new equilibrium on above graph. (2 pt)

3.  Assume that no excess reserves were held by member banks (MB), that there was no leakage into circulation and that the reserve requirement was 20%.  The Fed now buys 100 billion dollars of government bonds.  Show using banks' balance sheets and explain how the money supply would change through the banking system (show 3 steps of the process and indicate the total changes in the money supply (M1 ), reserves (R), and loans. (6 pts.)

   
 FED  Reserve Bank                        MB BANK 1                              MB BANK 2                              MB BANK 3        .

Assets

| Liabilities
    Assets
| Liabilities

Assets
| Liabilities

Assets
|  Liabilities




| MBReserves 
Reserves
|
Deposits

    Reserves
| Deposits
    Reserves  
|  Deposits




|


|



|


|






| 


|



|


|






| 

 
|



|


|




Gov’t bonds
|

Loans
|


Loans
|

Loans
|




   

| 


|



|


|






|


|



|



|

Using money multiplier (1/rr), calculate for the banking system as a whole (at the end of the deposit and relending process through all banks) the total change (+ or ‑) in Reserves in the system:                     ,

 total change in M1 (demand deposits)

and total change in Loans:                        

4.  Why can a commercial bank lend out its depositors' money, while at the same time the depositors can use their deposits as money?  (think “goldsmith”). What is the reason for this. (3)

5.  Calculate the percentage change in real GDP given the following data.  (3 pts)
	Year
	Nominal GDP
	Nominal GDP

 % Increase
	GDP Price Index
	Real GDP
	Real GDP 

(% increase)

	1997
	3,000
	------------
	100.
	3000
	------------

	1998
	4,000
	
	125
	
	


 6. Algebraic Models of Economic Policy

Similar but not the same problem as the above policy problem, but in equations.  The small industrial economy of Belland wants to have FEWPS (full-employment with price stability).  The economy has the following characteristics (millions of Bellmarks)    "i" denoted interest rate.



C 
 =  200 + .75Ydi



Asset Demand       
Interest-determined  



I  
 =  200 + I(i)  




for Money      

part of  planned



G  
 =  250                                           




Investment  



Yd
 =  C + I+ G    



 Md
       i 
                    i            I(i)     .



Tx  =  500     Tr = 250



160      
|    12  

12   
|    100



Ydi  =  Ya - Tx + Tr



240    
|    11   

11   
|     200



Ya  =   Yd                                       


320   
|    10      
10   
|     250

   
The money supply is 400. 

         

400    
|      9      
9   
|     300

   
Banks must keep a 12.5% required reserve ratio       
440   
|      8     

8   
|     350

   
against deposits.  No excess reserves.       

480   
|      7        
7   
|     400

                                                



520   
|      6       
6   
|     500

   
Interest-determined part of investment        

660   
|      5        
5   
|     600

   
"I(i)" and the "Asset demand for money "Md"         
920 
|      4        
4  
|     700

   
are shown to the right.  The money           

1000
|      3        
3  
|    1000

   
supply is defined as "demand deposits"    


a.   Find the equilibrium level of output and the multiplier. (6 pt)


PART IV  MACRO ECONOMIC POLICY PROBLEM  (40 points)

No credit will be given for just a number!

The small industrial economy of Belland wants to have FEWPS (full-employment with price stability).  The economy has the following characteristics (millions of Belmarks)    "i" denotes interest rate 


 The equilibrium level of output is currently:
Asset Demand       
Interest-determined part 

  

       
Ya*  =    4500



for Money      

of planned investment


Marginal propensity to consume


 Md            i          
      i            I(i)     .

              
MPC  =   0.8




160   
|     12      
12   
|    100

          Full employment level of output            

240   
|     11       
11   
|     200

  


Yfe   =    5000



320  
|     10       
10   
|     250

   The interest-determined part of planned investment "I(i)"
400 
|     9        
9   
|     300

   and the demand for money "Md" are shown

440 
|     8       
8   
|     350

   to the right.  The money supply is defined as

480 
|     7       
7   
|     400

"demand deposits" (ignore transaction demand).

520 
|     6       
6   
|     500

   Banking and Money Supply



660 
|     5        
5   
|     600

   a. The money supply Ms is 400 Belmarks


920
|     4       
4  
|     700

   b. Banks must keep a 12.5% required reserve ratio 

1000
|     3            
3  
|   1000

   
    against deposits and hold no excess reserves. 









   Sketch and Label

1.   Sketch in the Yd curve, Yfe and Ya  on graph to the right.     ECONOMIC 


Identify and label the type of  “gaps”. (6 pts)

SITUATION HERE  





What is the one basic economic problem in this economy:

       

_____________________________________________

2.  Calculate the multiplier, the "income gap, and the aggregate demand gap.


Watch your signs & show work (3 pts)

 














Multiplier =
     Income Gap =

     Aggregate Demand Gap = 




3. Given the money supply of 400 Belmarks, what is the interest rate? _______ (1 pt.)

4. And the interest - determined component of investment?  ____________(1 pt.)

NOW assume each of the following policies are carried out on the basis of the answers to the original problem (SHOW WORK & EXPLAIN  No credit will be given for just a number)
5. Calculate what change in government spending is necessary to reach FEWPS?  Explain and show your work (4 pts).


6. What change in taxes is necessary to reach FEWPS? Explain and show your work. (4 pts.)


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

     EXPLAIN WHY! (4 pt).  The government should _______________ ___ _______________________because

 
_________________________________________________________________________

8. THE GRAND QUESTION.  What monetary policy should the Belland Central Bank pursue to stabilize the economy?

  What specific changes would it want in reserves (R), money supply (Ms), interest rates (i), planned investment (I(i)), and equilibrium GNP?  Explain  (If you are not confident in your answers above, assume that there is an deflationary gap of 50) (which is not the right answer to the above set of questions) and proceed to answer the following questions.(10 pts.). 

( R = 

        ( Ms=

      ( i = 

( I = 


( Y = 

What specific instructions should the "BCBOMC” (Belland CB open market committee) give to their "bond trading room”.  The traders on the open market desk should (buy or sell) __________ bonds in order to ____________ reserves in the banking system.

9.  In question 8, how many bonds (in numbers) would you buy or sell?_______________ (2 pt)
10. In question 8, would you lower or raise the discount rate as part of this policy? _______________________ 


Explain why? _____________________________________________________________________________ (2 pt.)
11.  Assume that the Belland economy is now exactly at full employment at Point B on the PPF and at Point B on C+I+G. They achieved this by using fiscal policy so that the money supply Ms is still 400.

 
A government advisory board urges a new policy to stimulate growth and labor productivity by investing 200 (million Belmarks) in modern plant and new equipment.  (11.1). What specific changes in monetary policy are necessary to increase investment by 200.  (11.2). Illustrate on the graphs below, what economic problems are caused by this investment policy if not coordinated with fiscal policy.  (11.3). What tax policy would you recommend to prevent this problem and to achieve this new growth without causing a demand-pull inflation?  (4 pt).

11.1. ( Ms = 
             (i =                        ( I =   + 200           (Ya* =                   which would cause ________  if no other 


economic policy were undertaken.____________________
11.2    I
 







  11.3.  To prevent demand-pull inflation, ( Tx should be _____










     by  ________ Belmarks so that ( consumption _______










     by_____________ back toYfe. .                    



EXTRA CREDIT:  These questions are should be answered in a clearly written short essay!  NOTE THAT THESE ARE DIFFICULT QUESTIONS and are graded hard.  USE THE BACK To ANSWER QUESTIONS.

A. The Federal government was running a large deficit during the Depression and in recent recessions in the 1980’s.  Should they try to balance the budget or run a surplus, or run an even larger deficit.  Explain why.  Hint:” Use a C+I+G graph and production possibility frontier. 3 pts.
B.  During World War II and the Vietnam War, the Federal government also run a large deficit.  Explain how and why your policy recommendations differs from your recommendation in Question A.  Hint:” Use a C+I+G graph and production possibility frontier. 3 pts.
.

C. Marginal Benefit, Marginal Cost and Maximization

An old invalid woman owns a large strawberry field, which is her only source of income.  She knows how many extra strawberries she will get from each additional strawberry picker she hires to pick strawberries.  It is shown on the graph to the right.  (4 pts)


1. How many berry pickers will this invalid woman 
hire to maximize the net amount of berries she keeps
after paying each berry picker a wage of 30  baskets 

to pick berries? Show on graph!!!!!!!!!!!.

2. What will be the demand for berry pickers if the wage of berry pickers fell to 10 baskets per picker? Show on graph!!.

3.  What will be the demand for berry pickers if the harvest was exceptionally good, so that the marginal product of  every picker rose by ten (10) baskets per picker and the wage remains at 30 baskets per picker? Prove.

Answer the following two questions based on question 6 above  (on page 5)

D.  If the investment function were  I = 200 + I(i)I + .05Ya,  find the equilibrium level of output and the multiplier. (+4)


E. If we now introduce a new income tax policy where Tx = 600 + .2Ya, find the equilibrium level of output and the 





multiplier .  (+4 pt)



F.   Explain how and why an income tax decreases the multiplier.  (4 points)

G.  It has been argued in the text that deficits under some circumstances can be a burden to future generations because it reduces capital stock available to future generations.    It has also been argued in class that deficits under other circumstances  might actually be a blessing because it could lead to greater investment than might have been undertaken and hence, increases the capital stock available to future generations?   Unravel this mystery in a short essay by explaining the assumptions, circumstance and economic theory behind each of these statements. (+4 pts)
H. Everybody loves a bargain.  The market clearing prices of milk is $1.25.  If we offer farmers a high enough subsidy from taxpayers to produce all the milk that consumers want to buy at 40 cent per gallon,  it has been argued by some (the milk lobby) that society is better off, because wholesome milk is sold for a much lower price to the consumer, while the farmers get a high price.  Evaluate precisely the economic efficiency of this policy (Hint: SMC & SMB). (8 pts)
I. Explain precisely the circumstances under which an attempt by all households to save more could actually cause a decline or drop in actual savings at the new equilibrium Ya.. (4 pts)

J.  Explain how the discovery and plunder of gold in the Americas caused inflation in Spain in the 16th century? (4 pts)
K. If households started to hold more of their assets in the form of “currency” (nice new ugly Ben Franklin’s) hidden under the bed, what would happen, ceteris paribus, to the money supply. (4 pts)
L. Why, mathematically, does the Multiplier = 1/(1-MPC). (4 pts)
M. Why is the tax multiplier smaller than the multiplier for government spending?  That is, explain the “balanced budget multiplier. (4 pts)

N. The government must sell bonds to finance any deficit. If the Federal Reserve insists on holding the supply of money constant, then interest rates might rise, which, in turn, might reduce private investment.  What is the name of this “effect” and why does it occur. ____________________. (4 pts).
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