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ECON 1000 Section C (Macro Winter 2013)

Due date: Monday, 25th February at 4:00 pm
Assignment # 3 
Chapters 5 to 11
Part A -- Multiple Choice


50 marks (2 marks for each question)

Part B -- Short Answers


40 marks (8 marks for each question)

Part C -- Long Answer



10 marks (1 question)

Total





100 marks

Part A: Multiple Choice  (25 questions, 2 marks each)

Answer on attached answer sheet (last page)

1.

A firm produces consumer goods and adds some to inventory in the third quarter. In the fourth quarter the firm sells the goods at a retail outlet, leaving the firm’s inventory diminished. As a result of these actions, what component(s) of GDP change in the fourth quarter?

	a.
	only investment and it decreases

	b.
	only consumption and it increases

	c.
	investment decreases and consumption increases

	d.
	neither investment nor consumption changes


2.

Which of the following best describes real GDP?

	a.
	Real GDP evaluates current production at current prices.

	b.
	Real GDP evaluates current production at the prices that prevailed in some specific year in the past.

	c.
	Real GDP is not a valid measure of the economy's performance, since prices change from year to year.

	d.
	Real GDP is a measure of the value of goods only; hence, it excludes the value of services.


3.

Consider the following table for the country of Ophir:

	Year
	Nominal GDP
	GDP Deflator

	2004
	$4000
	100

	2005
	$4100
	105

	2006
	$4200
	110


From this information we can conclude that real GDP was higher in

	a.
	2006 than in 2005, and real GDP in 2005 was higher than in 2004.

	b.
	2005 than in 2004, and real GDP in 2005 was higher than in 2006.

	c.
	2004 than in 2005, and real GDP in 2005 was higher than in 2006.

	d.
	2004 than in 2006, and real GDP in 2005 was higher than in 2004.


4.

The market basket used to calculate the CPI in Aquilonia is 4 loaves of bread, 6 gallons of milk, 2 shirts and 2 pairs of pants. In 2005 the price of bread was $1.00 per loaf, the price of milk was $1.50 per gallon, the price of a shirt was $6.00 each and the price of a pair of pants was $10.00. In 2006 the price of bread was $1.75 per loaf, the price of milk was $2.25 per gallon, the price of a shirt was $7.50 and the price of a pair of pants was $13.00. What was the inflation rate, as measured by the CPI, for Aquilonia between 2005 and 2006?

	a.
	36.67 percent

	b.
	30 percent

	c.
	24.4 percent

	d.
	20 percent

	e.
	It is impossible to determine the inflation rate without knowing the base year.


5.

Suppose the price of a quart of milk rises from $1 to $1.25 and the price of a T-shirt rises from $8 to $10. If the CPI rises from 150 to 175 people will likely buy

	a.
	more milk and more T-shirts.

	b.
	more milk and fewer T-shirts.

	c.
	less milk and more T-shirts.

	d.
	less milk and fewer T-shirts.


6.

In 1972 in Sarnia, Ontario, one could buy a bag of chips, a pound of hamburger, a package of buns, and a small bag of charcoal for about $2.50. If the same goods today cost about $6.00, which set of CPI's would make the cost in today's dollars the same for both years?

	a.
	60 in 1972 and 150 today

	b.
	65 in 1972 and 156 today

	c.
	90 in 1972 and 145.8 today

	d.
	None of the above are correct.


7.

Suppose that the real interest rate was 3 percent and the inflation rate was 1 percent.

	a.
	The dollar value of savings increased at 2 percent, and the value of savings measured in goods increased at 3 percent.

	b.
	The dollar value of savings increased at 1 percent, and the value of savings measured in goods increased at 2 percent.

	c.
	The dollar value of savings increased at 3 percent, and the value of savings measured in goods increased at 1 percent.

	d.
	The dollar value of savings increased at 4 percent, and the value of savings measured in goods increased at 3 percent.


8.

If the prices of Australian-made shoes imported into Canada increase, what happens to the GDP deflator and the consumer price index?

	a.
	Both the GDP deflator and the consumer price index will increase.

	b.
	Neither the GDP deflator nor the consumer price index will increase.

	c.
	The GDP deflator will increase, but the consumer price index will not increase.

	d.
	The consumer price index will increase, but the GDP deflator will not increase.


9.

Suppose that dairy products have risen in price less than prices in general over the past several years. Which of the following problems in the construction of the CPI is this price increase most relevant to?

	a.
	substitution bias

	b.
	introduction of new goods

	c.
	unmeasured quality change

	d.
	income bias


10.

If a country's saving rate increases, which of the following happens in the long run?

	a.
	Its productivity is higher, but real GDP per person is not higher.

	b.
	Its real GDP per person is higher, but productivity is not higher.

	c.
	Its productivity and real GDP per person are both higher.

	d.
	Neither its productivity nor real GDP per person are higher.


11.

The president of a poor country has announced that he will implement the following measures which he claims are de  signed to increase growth: 1. Reduce corruption in the legal system; 2. Reduce reliance on market forces because they allocate goods and services in an unfair manner; 3. Restrict investment in domestic industries by foreigners because they take some of the profits out of the country; 4. Encourage trade with neighboring countries; and 5. Increase the fraction of GDP devoted to consumption. How many of these measures will have a positive effect on growth?

	a.
	1

	b.
	2

	c.
	3

	d.
	4


12.

The country of Nemedia does not trade with any other country. Its GDP is $20 billion. Its government collects $4 billion in taxes and pays out $3 billion to households in the form of transfer payments. Consumption equals $15 billion and investment equals $2 billion. What is public saving in Nemedia, and what is the value of the goods and services purchased by the government of Nemedia?

	a.
	-$2 billion and $3 billion

	b.
	$1 billion and $3 billion

	c.
	-$1 billion and $4 billion

	d.
	There is not enough information to answer the question.


13.

If there is shortage of loanable funds, then

	a.
	the supply for loanable funds shifts right and the demand shifts left.

	b.
	the supply for loanable funds shifts left and the demand shifts right.

	c.
	neither curve shifts, but the quantity of loanable funds supplied increases and the quantity demanded decreases as the interest rate rises to equilibrium.

	d.
	neither curve shifts, but the quantity of loanable funds supplied decreases and the quantity demanded increases as the interest rate falls to equilibrium.


14.

Suppose Parliament instituted an investment tax credit. Which of the following would most likely happen in the market for loanable funds?

	a.
	The interest rate and investment would both fall.

	b.
	The interest rate and investment would both rise.

	c.
	The interest rate would rise, and investment would fall.

	d.
	The interest rate would fall; therefore, investment would rise.


15.

Tom is looking for work after school, but everywhere he fills out an application he is told that so have lots of others. Simon has a law degree. Several firms have made him offers, but he thinks he might be able to find a firm where his talents could be put to better use.

	a.
	Tom and Simon are both frictionally unemployed.

	b.
	Tom and Simon are both structurally unemployed.

	c.
	Tom is frictionally unemployed, and Simon is structurally unemployed.

	d.
	Tom is structurally unemployed, and Simon is frictionally unemployed.


The following questions are based on the figure below which shows the effect of a minimum-wage law.

Figure 1
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16.

Refer to Figure 1. If there was no minimum wage and then the government instituted a minimum wage of $6, in this market

	a.
	employment would rise by 10.

	b.
	employment would fall by 20.

	c.
	unemployment would increase by 10.

	d.
	unemployment would increase by 20.

	e.
	None of the above are correct


17.

Refer to Figure 1. If there was a minimum wage of $4 and then the government instituted a minimum wage of $5,

	a.
	unemployment would be unchanged.

	b.
	unemployment would drop by 10.

	c.
	unemployment would rise by 10.

	d.
	unemployment would rise by 20.


18.

A central bank raised the reserve requirement ratio from 10 percent to 12 percent. Other things the same this should have

	a.
	increased both the money multiplier and the money supply.

	b.
	decreased both the money multiplier and the money supply.

	c.
	increased the money multiplier and decreased the money supply.

	d.
	decreased the money multiplier and increased the money supply.


Table1
	Last Bank of Cedar Bend

	Assets
	
	Liabilities
	

	Reserves
	$25,000
	Deposits
	$180,000

	Loans
	$155,000
	
	


19.

Refer to Table 1. If the reserve requirement is 10 percent and then someone deposits $50,000 into the bank, it will

	a.
	have $57,000 in excess reserves.

	b.
	have $52,000 in excess reserves.

	c.
	need to raise reserves by $5,000.

	d.
	None of the above are correct.


20.

At one time, the country of Freedonia had no banks, but had currency of $40 million. Then a banking system was established with a reserve requirement of one-third. The people of Freedonia now keep half their money in the form of currency and half in the form of bank deposits. If banks do not hold excess reserves, how much currency do the people of Freedonia now hold?

	a.
	$13.33 million

	b.
	$20 million

	c.
	$30 million

	d.
	$36.36 million


21.

If the reserve ratio is 10 percent, and banks do not hold excess reserves, when Bank of Canada sells $10 million dollars of bonds to the public, bank reserves

	a.
	increase by $1 million and the money supply eventually increases by $10 million.

	b.
	increase by $10 million and the money supply eventually increases by $100 million.

	c.
	decrease by $1 million and the money supply eventually increases by $10 million.

	d.
	decrease by $10 million and the money supply eventually decreases by $100 million.


22.

During recessions, banks typically choose to hold more excess reserves relative to their deposits. Which of the following best describes the effects of the increase in reserves?

	a.
	The money multiplier increases, and the money supply increases.

	b.
	The money multiplier decreases, and the money supply decreases.

	c.
	The money multiplier does not change, but the money supply increases.

	d.
	The money multiplier does not change, but the money supply decreases.


23.

Samantha deposits $2,000 in a saving account that pays an annual interest rate of 5 percent. Over the course of a year the inflation rate is 2 percent. At the end of the year Samantha has

	a.
	$100 more in her account and her purchasing power has increased by about $40

	b.
	$100 more in her account and her purchasing power has increased by about $60


	c.
	$140 more in her account, and her purchasing power has increased about $100.

	d.
	$140 more in her account, and her purchasing power has increased about $40.

	e.
	$140 more in her account and her purchasing power has increased about $60.


24.

The velocity of money in the country of Aquilonia is always stable. In 2010, the money supply was $100 billion, nominal GDP was $500 billion, and the real interest rate was 3 percent. In 2011, the money supply was $105 billion and real GDP did not change from its level in 2010. The nominal interest rate in 2011 was approximately

	a.
	3 percent.

	b.
	5 percent.

	c.
	8 percent.

	d.
	11 percent.

	e.
	14 percent


25.

Casimir purchased one share of Norcet stock for $200 in year 1 and sold that share in year 2 for $400. The inflation rate between year 1 and year 2 was 50%. If the capital gains tax is imposed at a rate of 50%, what is Casimir’s after tax real capital gain if the tax is on nominal gains? If the tax is on real capital gains, what is his after tax real capital gain?

	a.
	$0, $50

	b.
	$50, $0

	c.
	$50, $100

	d.
	$100, $50

	e.
	$100, $200


Part B: Short Answer Questions (5 questions, 8 marks each)

1.
Below are some data from the land of Burgers and Magazines.
Table 1.
Prices and Quantities

	Year
	Price of Burgers
	Quantity of Burgers
	Price of Magazines
	Quantity of Magazines

	2006
	$4.00
	100
	$2.00
	180

	2007
	$5.00
	120
	$2.50
	200

	2008
	$6.00
	150
	$3.50
	200




(a) What is nominal GDP for 2006, 2007 and 2008? Show your work (calculations).


(b) What is the real GDP for 2006, 2007 and 2008 using 2006 as base year? Show your work (calculations).



(c) What is the GDP deflator for 2006, 2007 and 2008 using 2006 as base year? Show your work (calculations).



(d) Using the GDP deflator to measure the average level of prices, what is the inflation rate in 2007 and 2008?

2.
Suppose that people consume only three goods, as shown in the table:

	
	Tennis Balls
	Tennis Racquets
	Gatorade

	2005 price
	$2
	$40
	$1

	2005 quantity
	100
	10
	200

	
	
	
	

	2006 price
	$2
	$60
	$2

	2006 quantity
	100
	10
	200




(a)  What is the percentage change in the price of each of the three goods? What is the percentage change in the overall price level?



(b) In real terms, are tennis balls, tennis racquets and Gatorade more or less expensive?  Explain. 


3.
Suppose that there is an excess supply of economics professors. Should universities necessarily reduce salaries? What does standard economic theory suggest? What does efficiency-wage theory suggest?
Standard economic theory suggests that if universities are interested in maximizing profits or minimizing 
costs, they should reduce salaries until the quantity supplied of workers is equal to the quantity demanded.  

The reduction in wages would reduce the costs of production and raise profits while still allowing 

Universities to fill positions. 
Efficiency-wage theory suggests that it might be profitable for universities to keep wages above the 
Equilibrium level in order to reduce worker turnover, increase worker quality, increase worker effort 

 and therefore worker productivity.
4.

(a) Explain why banks can influence the money supply if the required reserve ratio is less than 100 percent.
When the reserve requirement is less than 100 percent, banks can lend out deposits. The money they lend out is re-deposited. In this way, deposits can be greater than reserves. Since deposits are greater under fractional-reserve banking and since deposits are part of the money supply, the money supply will be greater under fractional-reserve banking.


(b) If the Bank of Canada wants to increase the money supply with open-market operations, what does it do? 
          Open market operations are the purchase or sale of government bonds by the Bank of Canada. If the Bank of Canada buys bonds, it pays for them with money. So there is more money. It increases the money supply.
 (c) If the reserve ratio is 20 percent, how much money can be created from $1000 of reserves? Show your work.

If reserve ratio, R = 20%
Money multiplier = 1/R = 1/0.2 = 5
$1000  x  5 = $5000 
$1000 of reserves creates $ 5000 of money supply

5. (a) Suppose the Bank of Canada sells government bonds. Use a graph of the money market to show what this does to the value of money and the price level.
(b) According to the classical dichotomy, what changes nominal variables? What changes real variables?


 (c) Suppose that velocity and output are constant and that the quantity theory and the Fisher effect both hold. What happens to inflation, real interest rates, and nominal interest rates when the money supply growth rate increases from 5 percent to 10 percent?
6. Suppose the government borrows $20 billion more next year than this year without raising taxes.


(a) Use a supply-and- demand diagram to analyze this policy. Does the interest rate rise or fall?
            Figure 2 illustrates the effect of the $20 billion increase in government borrowing. Initially, the supply of loanable funds is curve S1, the equilibrium real interest rate is i1, and the quantity of loanable funds is L1. The increase in government borrowing by $20 billion reduces the supply of loanable funds at each interest rate by $20 billion, so the new supply curve, S2, is shown by a shift to the left of S1 by exactly $20 billion. As a result of the shift, the new equilibrium real interest rate is i2. The interest rate has increased as a result of the increase in government borrowing. 
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(b) What happens to investment? To private saving? Compare the size of the changes to the $20 billion of extra government borrowing.
            Because the interest rate has increased, investment and national saving decline and private saving increases. The increase in government borrowing reduces public saving. From the figure you can see that total loanable funds (and thus both investment and national saving) decline by less than $20 billion, while public saving declines by $20 billion and private saving rises by less than $20 billion. 
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