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Part I: Multiply Choice. (3 points each.)  Circle the correct answer.

1. Aggregate consumption will certainly increase if

a. income increases and wealth (assets) decreases.

b. income increases and interest rates decrease.

c. interest rates increase and wealth increases.

d. interest rates increase and consumer confidence about the future strengthens.
2. In the United States


a. the higher your taxable income, the higher your federal income tax rates.


b. the higher your taxable income, the lower your federal income tax rates.


c. your federal income tax rate depends on the state in which you live.

d. your federal income tax rate depends on your age.

3.
The change in inventories is
a. production minus sales. 

b. sales minus production.
c. a value equal to or greater than zero, but cannot be negative.
d. consumption minus savings.

4. Which of the following is not included in the money supply  (M2)?

a. $100 in legal tender.


b. $100 in a 5-year certificate of deposit at a bank.


c. $100 in a savings account.


d. $100 in a checking account.

5. The Open Market Operations Committee
a. regulates open market transactions.
b. sets monetary policy.
c. reports to the President of the United States.
d. is part of the New York Stock Exchange.

6. Federal Reserve Notes


a. are a liability on the balance sheet of the Federal Reserve Bank.


b. are legal tender.


c. is the name of the published report of the minutes of the Open Market 
Operations Committee.


d. a and b.
7. When the Treasury department sells a Treasury bond,

a. the money received by the Treasury is invested.


b. the Treasury uses the money received to finance government spending.


c. the money supply decreases.


d. both b and c.

8. Keynesian (Aggregate Demand) policies will work best to pull the economy out of a recession if

a. most workers have signed a contract with their employer that requires employers to pay a specific wage.


b. legal minimum wages are reduced.


c. workers and employers have rational expectations.

d. labor markets move very quickly to the new equilibrium wage when the demand for labor changes.

9. During a recession, a local construction company laid off workers with the unspoken agreement that, if the company needs workers in the future, they will hire the laid off workers back at the same wage they were paid before.  This is consistent with the ________ explanation for sticky wages and unemployment.


a. explicit contract


b. imperfect information


c. implicit (or social) contract


d. equilibrium

10. Replacing the income tax with a consumption tax is likely to


a. cause investment to increase.


b. cause more capital to be produced.


c. increase the savings rate.


d. all of the above.

Part II: Answer All Questions (69 points, 23 points each)
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Assume there are no taxes.  Investment and Government Spending are exogenous.


a.Using the above table, what is the marginal propensity to consume (MPC)?


b.What is the equilibrium level of national income (or equilibrium planned expenditures)?  Explain.


c.Assume that Government spending increases by 50 (to 180), what will be the new equilibrium level of national income?  Explain.


d.Draw a simple (household-firm) circular flow diagram.  Use the circular flow diagram to explain why an increase in government spending of 50 will change equilibrium national income by more than 50.

2.a.
Describe two functions of the Federal Reserve Banking 



System.


b.Describe the three methods the Federal Reserve Bank can use to change the money supply.  Explain.


c.Explain how an increase in the money supply would affect interest rates, investment, consumption, aggregate expenditures and (nominal) equilibrium national income.  Use graphs where appropriate.

3. a. President Bush has proposed that taxes on dividends be eliminated.  Describe the reasons why President Bush believes that the elimination of the tax on dividends will lead to faster long-run economic growth.

b. Using the concept of the production function, explain why increased subsidies for student loans might increase the rate of economic growth in the long run.

c.

This year, the U.S. Congress must decide whether to make the 2002 tax rate cuts permanent, or to let tax rates return (increase) to 2001 levels.  Based on your knowledge of Keynesian macroeconomic policy, would you recommend that Congress make the tax cuts permanent or let tax rates increase?  Explain.

d. Define "diminishing marginal returns."  Using the concept of diminishing marginal returns, explain why some believe that an economy can grow too fast.

