FR Question: Ample Reserves AD/AS
1. Assume a country’s economy is operating above full employment.
(a) Draw a correctly labeled graph of aggregate demand, short-run aggregate supply, and long-run aggregate supply, and show:
(i) The current equilibrium real output and price level, labeled as Y and PL1, respectively.
(ii) The full-employment output, labeled as YF.
(b) Identify one fiscal policy action the country’s government can take to restore full employment.
(c) Assume no fiscal policy action is taken. Suppose a change in investment spending causes real GDP to decrease by $200 billion. Calculate the minimum change in investment spending that could have caused this decrease in real GDP if the marginal propensity to save is 0.25. Show your work.
(d) Assume the output gap was initially $800 billion. On your graph in part (a), show the short-run effect of the change in investment spending identified in part (c), labeling the new equilibrium real output as Y2 and the new equilibrium price level as PL2.
(e) Given your answer to part (d), is the actual rate of unemployment greater than, less than, or equal to the natural rate of unemployment? Explain.
(f) Assume instead that the government wishes to correct the output gap using monetary policy. Due to a very large amount of reserves already held by banks, what kind of policy action should the central bank use? How will this affect AD? Explain.
(g) Based on your answer to the previous question, draw a graph of the market for reserves and show the equilibrium before and after the central bank’s monetary policy. 
(h) In the long run, what will be the effect on investment and long run economic growth as a result of the policy implemented in part (f). 


Free Response Question Practice: Supply Shock
1. Assume Smithland is in short-run equilibrium at a level of output that exceeds the full-employment level of output.
(a) Draw a correctly labeled graph of the aggregate demand, short-run aggregate supply, and long-run aggregate supply curves, and show each of the following.
(i) The current equilibrium real output and price level, labeled Y₁ and PL₁, respectively (ii) The full-employment output, labeled Y_F
(b) Assume there is an increase in the price of oil. What is the effect on equilibrium real output, labeling the new short-run equilibrium real output Y₂.
(c) Based solely on the change in real output on your graph in part (b), what will happen to each of the following in the short run?
(i) The natural rate of unemployment 
(ii) Nominal interest rates. Explain.
(d) Assume instead the central bank intervenes to bring the economy closer to Yf. What policy should the central bank take in an ample reserves economy?
e) Assume that the government takes no action. What would occur in the long run to return the economy back to a long run equilibrium? 


MC Questions
1. An economy is currently operating at the full-employment level of output. Which of the following would result in an inflationary gap in the short run?
A. An increase in the costs of production
B. An improvement in the productivity of labor
C.  A decrease in the administered interest rates.
D. A decrease in the money supply
E. An increase in income tax rates
2. A monetary policy action to reduce inflationary pressure would be to increase which of the following?
A. A decrease of the required reserve ratio
B. The Interest on Reserves
C. Transfer payments
D. Government spending
E. Decrease tax rates
3. If the government decreases spending while the country’s central bank targets a lower policy rate, which of the following will definitely occur?
A. The aggregate demand curve will shift to the right.
B. The aggregate demand curve will shift to the left.
C. The short-run aggregate supply curve will shift to the right.
D. Interest rates will fall.
E. Interest rates will rise.
4. Which of the following is an action that can be used to move an economy away from an ample reserves situation?
A. Buying bonds in the open market
B. Decreasing the discount rate
C. Decreasing the required reserve ratio
D. Selling bonds on the open market
E. Increasing government spending

5. Which of the following monetary and fiscal policy mixes will reduce unemployment? 
(A)  Buying government bonds in the open market and increasing taxes 
(B)  Buying government bonds in the open market and decreasing taxes 
(C) Increasing the administered interest rates and increasing government spending 
(D)  Selling government bonds in the open market and decreasing government spending 
(E Increasing the administered interest rates and increasing taxes 
6. With an increase of the administered interest rates, what will most likely happen to the real gross domestic product (GDP) and the nominal interest rate in the short run?

	
	Real GDP
	Nominal Interest Rate

	A
	Increase
	Decrease

	B
	Increase
	Increase

	C
	No Change
	No Change

	D
	Decrease
	Increase

	E
	Decrease
	Decrease


7. Which of the following results when the Federal Reserve sells bonds to commercial banks?
(A) The total assets held by commercial banks will eventually increase.
B) The money supply decreases.
(C) The discount rate increases.
(D) The public increases its cash holdings.
(E) The required reserve ratio increases because of decreasing excess reserves.
8. In the short run, a tight monetary policy tends to cause
(A) a decrease in the interest rate and a decrease in prices
(B) a decrease in the interest rate and an increase in private investment
(C) a decrease in prices and an increase in private investment
(D) an increase in the interest rate and an increase in private investment
(E an increase in interest rate and a decrease In Private investment

9. Which of the following is a monetary policy that can be used to counteract a recession?
A. Lowering the administered interest rates
B. Increasing the discount rate
C. Increasing the administered interest rates
D. Lowering tax rates
E. Increasing government spending
10. Which of the following mixes of fiscal and monetary policy would reduce inflation?
Fiscal Policy Monetary Policy
(A) Decrease spending lower federal funds rate
(B) Decrease taxes lower federal funds rate
(C) Increase taxes increase IOR
(D) Increase spending lower federal funds rate
(E) Increase spending increase administered interest rates
11. An increase in the administered interest rates will affect the price level and real gross domestic product (GDP)in which of the following ways in the short run?
Price Level Real GDP
(A) Decrease No change
(B) Increase Decrease
(C) Increase No change
(D) Decrease Decrease
(E) No change No change
12. Which of the following is a monetary policy that can be used to maintain an ample reserves economy?
A. Buying bonds in the open market[bookmark: _GoBack]1
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B. Increasing the discount rate
C. Increasing the required reserve ratio
D. Lowering tax rates
E. Increasing government spending


