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Assume that the marginal propensity to consume is 0.8. If the government increases its purchases of goods and services by $200 and exports decline by $50, at most the equilibrium level of income will
[image: ]
3
[image: ]
4
[image: ]
5
[image: ]
6
[image: ]
7
[image: ]
[image: ] [image: ] [image: ]
8
[image: ]
9
[image: ]
[image: ] [image: ]
10
[image: ]

11
[image: ]

12
[image: ]
13
[image: ]
The economy of a country is currently in equilibrium at point A in the diagram above. If the government does nothing and wages are flexible, which of the following will most likely occur in the long run?
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According to the graph above and starting with equilibrium point R, which of the following shifts identifies the short-run and the long-run impact of a demand-pull inflation?
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Faced with a large federal budget deficit, the government decides to decrease expenditures and tax revenues by the same amount. This action will affect output and interest rates in which of the following ways?
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Assume that the marginal propensity to consume out of disposable income is 0.8 and that the government taxes all income at a constant rate of 30 percent. If gross income increases by $100, consumption will initially increase by
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Assume that Jane’s marginal propensity to consume equals 0.8, and that in 2004 Jane spent $36,000 from her disposable income of $40,000. If her disposable income in 2005 increased to $50,000, her consumption spending increased by
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Suppose that in an economy with lump-sum taxes and no international trade, autonomous investment spending increases by $2 million. If the marginal propensity to consume is 0.75, equilibrium gross domestic product will change by a maximum of
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If the marginal propensity to consume is 0.75, then a $100 increase in investment will result in a maximum increase in equilibrium real gross domestic product of
[image: ]
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Suppose that the economy is in the midst of a recession and government policy makers want to increase aggregate demand by $600 billion. If the economy’s marginal propensity to consume is 0.75 and there is no crowding out, the government should do which of the following?
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Suppose that autonomous consumption is $400 and that the marginal propensity to consume is 0.8. If disposable income increases by $1,200, consumption spending will increase by
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Include correctly labeled diagrams, if useful or required, in explaining your answers. A correctly labeled diagram must have all axes and curves clearly labeled and must show directional changes. If the question prompts you to "Calculate," you must show how you arrived at your final answer.
 
Canada is an open economy that is currently in a recessionary output gap.
(a) Draw a correctly labeled graph of the long-run aggregate supply, short-run aggregate supply, and aggregate demand curves, and show each of the following.
(i) The current equilibrium real output and price level, labeled as Y1Y1 and PL1PL1, respectively
(ii) Full-employment output, labeled YfYf
(b) The central bank and the government do not take any policy actions to close the output gap.
(i) Explain how the economy will adjust to full employment in the long run.
(ii) On your graph in part (a), show how the economy adjusts to full employment in the long run.
(c) Suppose the Canadian government is unwilling to wait for the long-run adjustment process. The marginal propensity to consume is 0.8. The equilibrium real output is $500 billion and the full-employment output is $540 billion.
(i) Calculate the minimum change and indicate the direction of change in government spending required to shift the aggregate demand curve by the amount of the output gap.
(ii) Calculate the minimum change and indicate the direction of change in taxes required to shift the aggregate demand curve by the amount of the output gap.
(d) Assume instead that the Canadian central bank takes actions to restore the economy to full-employment output by influencing investment spending. Draw a correctly labeled graph of the money market, and show the effect of the actions taken by the central bank on the equilibrium interest rate.
(e) Canada and Mexico are trading partners. Draw a correctly labeled graph of the foreign exchange market of the Canadian dollar, and show the effect of the change in the interest rate in part (d) on the value of the Canadian dollar with respect to the Mexican peso.
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In answering the question, you should emphasize the line of reasoning that generated your results; it is not enough to list the results of your analysis. Include correctly labeled diagrams, if useful or required, in explaining your answers. A correctly labeled diagram must have all axes and curves clearly labeled and must show directional changes.
Assume that the economy of Meekland is in a long-run equilibrium with a balanced government budget.
a. Using a correctly labeled graph of aggregate supply and aggregate demand, show each of the following.
i. Long-run aggregate supply
ii. The output level, labeled YE, and the price level, labeled PLE
b. Assume consumer confidence falls. Show on your graph in part (a) the short-run impact of the change in consumer confidence and label the new equilibrium price level and output Y1 and PL1, respectively.
c. Using a correctly labeled graph of the short-run and long-run Phillips curves, show the effect of the fall in consumer confidence on inflation. Label the initial long-run equilibrium point A and the new short-run equilibrium point B.
d. If the government and the central bank do not pursue any discretionary policy change, how does the fall in consumer confidence affect government transfer payments in Meekland? Explain.
e. Draw a correctly labeled graph of the loanable funds market in Meekland and show the effect of the change in government transfer payments you identified in part (d) on the real interest rate.
f. In the absence of any changes in fiscal and monetary policies, in the long run will the short-run aggregate supply curve shift to the left, shift to the right, or remain unchanged as a result of the fall in consumer confidence? Explain.
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Answers
1 E
E
2 D
D
3
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Part B
1 point is earned for: stating that the central bank can sell bonds.
[image: ]
Part D
1 point is earned for: stating that real output will decrease and for explaining that interest-sensitive spending will decrease, resulting in a decrease in aggregate demand and real output.
1 point is earned for: stating that the natural rate of unemployment will remain unchanged.
Part E
1 point is earned for: stating that the short-run aggregate supply (SRAS) curve will shift to the left in the long run and for explaining that nominal wages will increase.
1 point is earned for: stating that employment will decrease.

4 D
5 D
6 C
7 E
8 C
9 E
10 E
11
One point is earned for calculating the spending multiplier: M=∆GDP/∆G) = (400/100) = 4

One point is earned for stating that a larger decrease in income taxes will be needed because part of the increase in disposable income will be saved.

One point is earned for stating that the spending multiplier will increase.

One point is earned for stating that the change in real gross domestic product would be smaller.
2 points
· One point is earned for stating that real GDP remains unchanged.
· One point is earned for explaining that input prices adjust to the long-run equilibrium immediately.

12 E
13 E
14 A
15 A
16
[image: ]
One point is earned for showing a rightward shift of the aggregate demand curve and showing Y2 and PL2.

One point is earned for stating that real wages will fall because the price level has increased and the nominal wages are fixed in the short run.

One point is earned for stating that the investment component of AD will change.
One point is earned for stating that the long-run aggregate supply curve will shift to the right because the capital stock has increased.

17 E
18 B
19 C
20
· One point is earned for stating that the government should either increase its expenditures (or purchases) or decrease taxes.
[image: ]
Part C
· One point is earned for drawing a correctly labeled graph of the foreign exchange market of the Australian dollar.
· One point is earned for showing a rightward shift in the supply curve for Australian dollars and a depreciation in the Australian dollar.
art D
One point is earned for stating that Australian exports will increase.
Part E
One point is earned for stating that Australian unemployment decreases.

21 D
22 D
23 B
24 E
25 D
26 B
27 B
28 D
29 D
30 C
31 D
32 D
33
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34 D
35 B
36 C
37 D
38 D
39 D
40 A
41 B
42 
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1 point
One point is earned for showing a leftward shift of the AD curve and showing the new equilibrium price level, PL1, and output, Y1.

[image: ]
1 point
One point is earned for stating that transfer payments will increase because more people will apply for government benefits.

[image: ]

1 point
One point is earned for stating that the short-run aggregate supply curve will shift to the right because wages and other input costs will fall.
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In the long run, if aggregate demand decreases, real gross domestic product (GDP) and the price level will change n which of the following ways?
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1f a change in aggregate demand results in a recession, the price level and real output will change in which of th following ways in the short run?
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‘Aggregate demand may be measured by adding
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‘consumption, investment, savings, and imports

savings, govemment spending, and business inventories

‘consumption, investment, goverment spending, and net exports.

‘Gomestic pivate expenditures and government spending

‘Gomestic expenditures and imports.
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‘According to the graph above, an increase in aggregate supply will most ikely cause income and employment to change in which of the following ways?
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‘According to the graph above, which of the following s true about the long-run equilirium of the economy depicted?
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“The economy i inlong-run equilibrium.

“The agaregate demand curve will shift o the left 10 estore long-fun equilibrium.

“The long-run aggregate supply curve willshift 1o the right to estore long-fun equilibrium.

Without a iscal policy stimulus, the economy willemain n a recession

s wages increase, the shortrun aggregate supply curve willshif o the left 1o estore long:un equilbrium.
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“The graph above shows the agaregate supply (AS) and aggregate demand (AD) curves for an economy.
(s) Calculate the spending muttiplie if AD shifis 0 AD'as  resul of a increase in government spending of S100.

(5) Wil decrease in income taves have 1o be larger, smaller, or equal o $100 n rder to shif he AD by the same amount as the $100 increase in government spending? Explin.
(6)1Fthe marcinalpropensiyto save decreases,wil he spending multplie increase,dectesse, or femain unchanged?

(d) Now assume instead that the AS curve is upward sloping. Would the change in real gross domestic product resulting from the $100 increase in goverment spending be.
greater than, less than, or equal to the change shown in the graph above?

(2) Now assume that wages and prices are perfecly flexible. As 3 result of $100 increase in govemment spending, il real GDP increase, decresse, o remain unchanged?
Explain
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Falling wages willshift the aggregate demand curve to the right, producing ful employment

Rising wages willshift the aggregate demand curve to the right, producing full employment.

“The economy willremain at point A

Rising wages will shift the aggregate supply curve 1o the righ, producing full employmen.

Falling wages willshift the aggregate supply curve to the right, producing full employment
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‘Assume that the economy i at fulkemployment equilibrium i the diagram shown above. Which of the following would lead to stagflation?

®  Alefuusra it of he shortrun sogregate susply curve oy

Arightuward shiftof the short-run aggregate supply curve only

Aleftward shiftof the aggregate demand curve only

Arightuward shiftof the aggregate demand curve only

® ® O ©

Arightward shift n both the shortrun aggregate supply curve and the aggregate demand curve.
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leftward shift i the short-run aggregate supply curve only

fightward shift i the short-run aggregate supply curve only.

leftward shift i the aggregate demand curve only

fightward shift i the aggregate demand curve only.

rightuward shiftin both the shortrun aggregate supply and aggregate demand curves
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In answering the question, you should emphasize the line of reasoning that generated your resuls; tis not enough tolst the results of your analysis. Include correctly labeled
ciagrams, f useful or required,in explaining your answer. A correctly labeled diagram must have all axes and curves clearly labeled and must show directional changes

‘Assume the economy of Andersonland i in along-run equiibrium withfull employment. In he short un, nominal wages are fxed.
2. Draw 2 corectly labeled graph of shortrun aggregate supply, long-1un agaregate supply, and aggregate demand. Show each ofth following.
1. Equiibrium outpus, abeled V1
i, Equiibrium price leve,labeled PLy

b. Assume that there is an increase in exports from Andersonland. O your graph in part (a), show the effect of higher exports on the equilibrium in the short run, labeling the
new equiibrium output and price level Y and PLy, respectively.

 Based on your answer i part(5), whatis the impact of higher exports on real wages in the short run? Explain.
. As  result of the increase in exports, export-oriented industries in Andersonland increase expenditures on new container ships and equipment.
. What component of aggregate demand will change?

il What s the impact on the long-run aggregate supply? Explain.
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‘An aggregate supply curve may be horizontal over some fange because within that range

® @ higher pricefevel lads o higher ineres e, which teuce he money supply and consumer spending

changes in the aggregate price level do not induce subsitution

output cannot be incressed unless prices and interest rates increase

figid prices prevent employment from flctuating

® ® © 6

resources are underemployed and an increase in demand will be satisfied without any pressure on the price evel
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“The intersection of the agaregate supply curve and the aggregate demand curve occurs at the economy s equilibrium level of

®  reslinvesiment andthe merest rate

real disposable income and unemployment

real national output and the price level

Govemment expenditures and tares

® ® © 6

imports and exports
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Directions: You are advised o spend the first 10 minutes reacing alof the questions and planning your answers. You wil then have S0 minutes 1o answer allthree of th following
uestions. You may begin wriing your responses before the reading period is over. I1is suggested that you spend approximately half your ime on the first question and divide the
remining time equally betueen the next two uesiions.

Include correctly labeled diagrams, if useful o required, in explaining your answers. A correctly labeled diagram must have al axes and curves clearly labeled and must show
directionl changes.

The exchangs rate between the Australian collar and the Indian rupee is Getermined in a lexible foreign exchange market
a. Assume India is currently in recession. What fscal policy action could the Indian goverment take to eiminate the recession?
b. What would be the effect o the fiscal policy action identified in part (s) on inerest rates i Incia?

. Draw a correctly labeled graph of the foreign exchange market for the Australian dolar. Show on your graph the impact of the change i interest rates identified in part (5) on
‘each of the following

i. The supply of Australian dollars
ii The equilibrium exchange rate of the Australan dollar
. What would be the effect of the change i the exchange rate igentifed in part (c)i) on Austalian exports?

. What would be the effect of the change in Austalian exports identified in part (d) on Australian unemployment?




image30.png
Automati stabilizers can do which of the following?

®  offserthe destabilzing infience of changes intax revenues

Aid the economy to move away from the fulkemployment output evel

Allow policymakers to formulate » set of rules flexible and comrehensive enough to eliminate discretionary actions

Cause tax revenues o decrease when oross domestic product (GDF) decreases and o incresse when GDP increases.

® ® © 6

Allow policymakers to prescribe public works programs uring inflationary periods because expenditures for unemployment and welfare have correspondingly decreased
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Amajor advantage of automatic stabilizers n fscal policyis that they.

®  recuse e puslic et

increase the possibilty of a balanced budget

stabilize the unemployment rate

gointo effect without passage of new legislation

® ® © 6

automatically reduce the inflation rate
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If the government increases expenditures on goods and services and increases taxation by the same amoun, which of the following will oceur?

®  Acoregete demand vill e unchanged

‘Aggregate demand vill increase

Iterest rates will decrease.

‘The money supply will decrease.

“The money supply willncrease.

® ® © 6
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Which of the following will most likely occur if a goverment adopts an annualy balanced budget rule that requires the govemment to eliminate any deficts or surpluses?”

®  unemployment il e eliminsted and prices il be steble

“The national debi willincrease.

Business cycles wil become more stable

“The automatic stabilizing effect of fiscal policy will be eiiminated.

® ® © 6

“The government will be forced to spend less when there are surpluses
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Increase spending by $2,400 billon.

Increase spending by $600 billion.

Increase spending by $150 billion.

Decresse taxes by $150 billion

Decresse taxes by $600 billion
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Arightward shift n the short-un aggregate supply curve will occur when
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‘exports exceed imports

the money supply increases

the prices of imported raw materisls incresse.

the stock of physical capital incresses

unions have negotiated a wage increase for their members
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Which of the following will cause an increase i aggregate demand?

®
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Anincrease in the price level

Adecrease in income taxes

An increase in the demand for money

A decrease inthe supply of money

A decresse in goverment transfer payments




image1.png
How does the automatic adjustment mechanism move the economy to potential real ross domestic product (GDP) in the long run when current real GDP is above potential GOP?

®  Nominal wages ol shifing he shortun aggregate supply curv to he it

Nominal wages fal, shifting the short-run aggregate supply curve o the left.

Nominal wages do not change, shifting the short-run aggregate supply curve 1o the right

Nominal wages fise, shifting the short-run aggregate supply curve o the ight.

Nominal wages fise, shifting the shortrun aggregate supply curve o the lef.

® ® © 6
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A change in which of the following willcause the short-run aggregate supply curve to shift?
1. The price evel
1L Government spending

11 The cost of allinpus
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‘Automatic stabiizers can do which of the following?

®  offserthe destabilzing infience of changes intax revenues

Aid the economy to move away from the fulkemployment output evel

Allow policymakers to formulate » set of rules flexible and comrehensive enough to eliminate discretionary actions

Cause tax revenues o decrease when oross domestic product (GDF) decreases and o incresse when GDP increases.

® ® © 6

Allow policymakers to prescribe public works programs uring inflationary periods because expenditures for unemployment and welfare have correspondingly decreased
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Amajor advantage of automatic stabilizers n fscal policyis that they.

®  recuse e puslic et

increase the possibilty of a balanced budget

stabilize the unemployment rate

gointo effect without passage of new legislation
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automatically reduce the inflation rate
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Which of the following will most likely occur if a goverment adopts an annualy balanced budget rule that requires the govemment to eliminate any deficts or surpluses?”

®  unemployment il e eliminsted and prices il be steble

“The national debi willincrease.

Business cycles wil become more stable

“The automatic stabilizing effect of fiscal policy will be eiiminated.

® ® © 6

“The government will be forced to spend less when there are surpluses
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Which of the following statements best describes the concept of an automatic stabilizer?

®  risnondscretonaryfscal polcy that mitgates business cyces by increasing aggregate demand duing recessions and decreasing aggregate demand during expansions.

Itis discretionary fiscal policy that increases government spending during recessions and decreases government spending during expansions.

Itis ameasure of the effect that a change in govemment spending and investment has on the gross domesiic product

Itis a description of how total income s ahways equal o total expenditures as a measure of gross domestic product.

Itis the process whereby surpluses lead to falling prices and shortages lead torising prces to stabilize market equilibrium.
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Which of the following is an example of an automatic stabiizer?
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Discretionery fiscal policy

Progressive income taxes

Autonomous consumption

‘The spending mulipler

Cyclical unemployment
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Recessions will most ikely beless severe i tax revenues and transfer payments automatically change in which of the following ways?

®  Toxreenues ncresse, s transter payments nresse.

Tax revenues decresse, and transfer payments decresse

Tax revenues increase, and transfer payments decrease.

Tax revenues decresse, and transfer payments ncrease.

® ® © 6

Tax revenues do not change, and transfer payments decrease
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PartA

Price Level

15

Y Y, Real GDP

1 point is eamed for:drawing a correctly labeled graph showing 2 downward:sloping AD curve, an upward-sloping SRAS curve, equilibrium price level, PLy, and output level, V1

1 point is eamed for: showing a vertcs! LRAS curve at Y to the let of the equiibrium output level.
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1 point is eamed for:arawing a correctly labeled graph of the money market.

1 point is eamed for: showing a leftward shift in the money supply curve,resulting i a higher nominal nterest rate.
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One point is eamed for drawing a correctly labeled graph and showing the AD and SRAS curves and PL

(One point is earmed for showing a vertcal LRAS curve at the output Y1 through the intersection of the SRAS and AD curves.
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The response incluges both crtera below.

[0 A corecty labeled graph of the agaregate demand (ADD) and shortun aggregate supply (SRAS) curves, showing PLa and Y at the intersection of AD and SRAS

0] Avertical LRAS curve and showing Y to the ightof Y,

Solution

LRAS

Price Level

SRAS,

AD,
Real GDP
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The response includes both crteri below.

00 Explain that nominal wages, input prces, or expected inflation il decrease, causing the SRAS curve to shift o the right unti resl GDP reaches full employment at Y.

(0 Show s gt st in the shortrun agaregate susly urve ersecting he sggregate demsnd (AD) n longun sggregate susply (LILAS) curves st Vi (32 belo).

LRAS

Price Level

o]
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The response accurately ncludes both crteria below.

O3 Calculate the minimum change in government spending required 1o change aggregate demand by the amount of the outpt gap as an increase of $8 billion

03 Calulote the minimum change intaes et f change agregate demand by he amourt f th aput 5 s a decreaseof §10 billion (= $425m)
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The response accurately ncludes both crteria below.

D0 A correctly labeledt graph of the money market.

D1 A ightward shift of the money supply curve and a lower nominal nterest rate.

Solution

MS, MS,

Nominal
Interest Rate

-
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5
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The response accurately ncludes both crteria below.

0 A correctlyIsbeled graph of tne foreign exchange market of the Canasian dollr

] A leftward shift of the demand curve for Canadian dolars (or & rightward shift of the supply curve of Canadian dollars) and a decrease in te value of the Canadian dollr against the Mexican peso.

Mexican Pesos /
Canadian Dollar
Mexican Pesos /
Canadian Dollar

5 o

Quantity of N Quantity of
Canadian Dollars Canadian Dollars
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Parta.[0-2]

2points

£ rmceeven

Vi Gor

One point is earmed for arawing a correctly labeled graph of AD and SRAS and showing PLE.

One point is eamed for showing a vertcal long run aggregate supply curve (LRAS) at Ve
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3 points

INFLATION RATE (%)

UNEMPLOYMENT RATE ()
One point is eamed for a correctly labeled graph of a downward-sloping short-run Phillps curve.
One point is eamed for arawing a vertcal long-run Phillips curve and showing point A at the intersection of LRPC and SRPC.

One point is eamed for showing point B to th right of point A on the SRPC.
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(One pointis eamed for arawing a correctlylabeled graph of the loanable funds market

One point is eamed for showing a rightward shift of the demand curve and)/or a leftward shift of the supply curve and for showing an ncrease in the real interest rate




image3.png
‘Assume that a countrys economy is i a shortrun equiibrium and the actual unemployment rate islower than the natural ate of unemployment.
2. Using a corrctlyabeled graph of the fong-1un agaregate supply curve, shortun aggregate supply curve, and aggregate demand curve, show each of the following.
i, Current prce level labeled PLy, and current output level labeled Yy
i The full employmen outpt lvel,labeled V.
. What open-market operation can the country's central bark use to move the economy toward s leng un equilbrium?

 Use a correctly labeled money-market graph to show how the country's central bank action to move the economy toward s long-run equilibrium affects the equilirium
nominal interest rate n the short run.

. Based on the interest r3te change from part (c), will sach of the following increase, decrease, o remain the same in the short run?
1. Real output. Explain.
il Natural rate of unemployment

e. Assume instead that the central bank does not pursue the monetary policy action from part (b) and there was no other government ntervention. Will ach of the following
incresse, decrease, of remain the same inthe long run?

1. Shortun aggregate supply. Explain.

il Employment
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‘Assume that the marginal propensity to consume is 0.90. As a resultof an increase i the tax rates, the government collects an additional $20 millon. What will be the impact on gross domestic product (GDP) 7
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GOP vl decrease by a maximum of $20 milion.
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The aggregate demand curve assumes that
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