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This exam has 10 multiple choice questions in Part A and 4 short questions in Part B. Complete all the questions. Good luck.
Part A. 

Multiple choice questions. Each question is worth 1 point.

1) Of the following items, which one would be considered as investment in the calculation of GDP?

A) The purchase of a new van by a potter who packs it with his wares and travels to art shows on weekends.

B) The purchase of 100 shares of Bell Canada stock on the Toronto Stock Exchange.

C) The purchase of a 100-year-old house that was put on the protected historic sites list.

D) The purchase of a Canadian government bond.

E) All of the above.

2) Which of the following adds to Canadian GDP?

A) I shovel my own driveway.

B) I sell my used Honda.

C) The production and sale of flour to a bakery.

D) The purchase of a CD made in China.

E) None of the above.

3) If the economy is at full employment, then
A) the entire population is employed. 

B) the entire labour force is employed. 

C) the only unemployment is frictional unemployment plus discouraged workers. 

D) the unemployment rate is less than 3 percent. 

E) all unemployment arises from normal frictions and structural change. 

Use the table below to answer the following questions.
Table 21.3.1
Suppose a simple economy produces three goods only. 

The price and output data for some selected years are shown below. 

	
	Price

(dollars)
	Price

(dollars)
	Quantity

(number)
	Quantity

(number)

	
	1998
	2008
	1998
	2008

	Pop

Crackers

Cucumbers
	0.75

1.25

2.00
	1.10

2.10

3.00
	100

300

200
	120

280

190


4) Refer to Table 21.3.1. The reference base period is 2008. The CPI in 1998 is

A) 100. 

B) 157. 

C) 129. 

D) 64. 

E) 152. 

5) Which one of the following newspaper quotations describes a movement along an LRAS curve?

A) "The decrease in consumer spending may lead to a recession."

B) "The increase in consumer spending is expected to lead to inflation, without any increase in real GDP."

C) "Recent higher wage settlements are expected to cause higher inflation this year."

D) "Growth has been unusually high the last few years due to more women entering the labour force."

E) "The recent tornadoes destroyed many factories in Calgary and Edmonton."

6) Which one of the following newspaper quotations describes a shift of only the SRAS curve?

A) "The decrease in consumer spending may lead to a recession."

B) "The increase in consumer spending is expected to lead to inflation, without any increase in real GDP."

C) "Growth has been unusually high the last few years due to more women entering the work force."

D) "The recent tornadoes destroyed many factories in Calgary and Edmonton."

E) "Recent higher wage settlements are expected to cause higher inflation this year."

7) We observe an increase in the price level and an increase in real GDP. Which of the following is a possible explanation? 

A) A decrease in the quantity of money.

B) A decrease in expected future income.

C) An increase in factor prices.

D) An increase in the quantity of capital.

E) An increase in expected future profits.

Use the table below to answer the following questions.
Table 26.3.1

[image: image1.jpg]Price Aggregate Short-Run Long-Run

Level Demand Aggregate Supply Aggregate Supply
(2002=100) (billions of 2002 dollars) (billions of 2002 dollars) (billions of 2002 dollars)

100 800 300 600

110 700 400 600

120 600 500 600

130 500 600 600

140 400 700 600




8) Refer to Table 26.3.1. Consider the economy represented in the table. In short-run macroeconomic equilibrium, the price level is ________ and the level of real GDP is ________ billion.

A) 120; $600 

B) 120; $500 

C) 125; $550

D) 130; $600 

E) 130; $500 

9) Refer to Table 26.3.1. Consider the economy represented in the table. The economy is in

A) a long-run equilibrium, and resource prices will not change. 

B) an above full-employment equilibrium, and factor prices will increase. 

C) an above full-employment equilibrium, and factor prices will decrease. 

D) a below full-employment equilibrium, and factor prices will decrease. 

E) a below full-employment equilibrium, and factor prices will increase. 

10) If a household's disposable income increases from $12,000 to $22,000 and at the same time its consumption expenditure increases from $4,000 to $9,000, then 

A) the household is dissaving. 

B) the slope of the consumption function is 0.6. 

C) the slope of the consumption function is 0.5. 

D) the marginal propensity to consume over this range is negative. 

E) the marginal propensity to save over this range is negative. 

Part B. 
Short questions. 
Question 1.

The economy of Beverly Hills has a consumption function of C = 10 + 0.8Y, investment equal to 6, government purchases equal to 10, exports equal to 10, and an import function of M = 0.1Y. Net tax rate is zero in this economy.

a. What is the equation for the aggregate expenditure curve for this economy? (0.5 point)
AE = 36 + 0.7Y

b. What is equilibrium real GDP in this economy? (0.5 point)
120

c. What is consumption expenditure in equilibrium in this economy? (0.5 point)
106

d. What is the multiplier for this economy? (0.5 point)
3.33

e. Suppose the potential real GDP of Beverly Hills is 150, and the government of Beverly Hills would like make the actual output equal to the level of the potential by changing the amount of government purchases, how much would the change need to be? (0.5 point)
Change in output = Change in G * multiplier

30 = Change in G * 3.33

Change in G = 9.009
f. Use a well-labeled diagram to show the equilibrium before and after the change in government purchases. (0.5 point)
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In this case, the increase in G makes the AE curve shift up from AE0 to AE1. Y1 is the equilibrium before the change and Y0 is the one after. 
Question 2.

Explain why the aggregate demand curve is downward sloping. (2 points)

The four components of GDP (consumer spending, investment spending, government purchases and net exports) contribute to the aggregate demand for goods and services. A download sloping AD means the lower the price level the greater the quantity of goods and services demanded. Changes in the price level affect the two components of GDP: C and NX (investment will also be affected but will be discussed later in the term). 

When prices fall this makes consumers wealthier and encourages them to spend more. Higher consumer spending means a larger quantity of goods and services demanded.

When the price level falls domestic outputs become relatively cheaper to foreign outputs. This would raise exports and reduce imports and therefore increase the quantity of goods and services demanded.
Question 3.

a. What is the difference between GDP and GNP? Which one is a better indicator of a country’s standard of living? Explain. (1 point)

GDP measures the value of total output produced in Canada and the total income generated as a result of that production. Those incomes do not necessarily go to Canadians. 

GNP measures the total amount of income received by Canadians. 

Usually higher income means a higher standard of living. Therefore, GNP is a better measure of standard of living because it measures the total amount of income received and can be spent by Canadians.

b. Briefly discuss why GDP may not be a good indicator of a country’s standard of living. (1 point)

GDP does not consider the value of leisure and home production and the impact of economic “bads”. When workers enjoy more leisure, our GDP would decrease but workers might be happier. Parents who stay home and look after their own children might provide higher benefits to their families but those benefits are not included in GDP. Environmental damages caused by production are not deducted from GDP.  

Question 4.
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The above diagram shows two economies, A and B. Each are in short-run equilibrium at point E, where the AD and AS curves intersect. 

a) Explain why in Economy A wages and other factor prices will begin to rise, and why this will increase firms’ unit costs. Show the effect on the AS curve. Explain what happens to real GDP and the price level. (1.5 points)
b) Explain why in Economy B wages and other factor prices will begin to fall, and why this will decrease firms’ unit costs. Show the effect on the AS curve. Explain what happens to real GDP and the price level. (1.5 points)
a) In Economy A, the short-run equilibrium level of real GDP is greater than potential GDP, Y*. The only way firms can produce more than Y* is to work their factors of production more intensively. Workers work longer shifts or overtime. Capital is used for longer periods before being maintained. Land is used more intensively. This means that factor markets are in excess demand, and this excess demand puts upward pressure on factor prices. As factor prices rise, firms’ unit costs start to increase. As firms’ unit costs start to rise in Economy A, the AS curve starts to shift upward and to the left. This shift indicates that firms are only prepared to supply the same level of output at higher prices (to offset their higher costs). As the AS curve shifts up, the equilibrium level of GDP falls and the equilibrium price level rises. This process continues until Y = Y*, at which point factor markets are clearing and factor prices stop rising. 
b) In Economy B, the short-run equilibrium level of real GDP is less than potential GDP, Y*. Firms produce less than Y* by working their factors of production less intensively than normal. Workers are laid off or work short shifts. Some capital equipment is idle. Some land is unused. This means that factor markets are in excess supply, and this excess supply puts downward pressure on factor prices. As factor prices fall, firms’ unit costs start to decrease. As firms’ unit costs start to fall in Economy B, the AS curve starts to shift downward and to the right. This shift indicates that firms are prepared to supply the same level of output at lower prices (because their costs have fallen). As the AS curve shifts down, the equilibrium level of GDP rises and the equilibrium price level falls. This process continues until Y = Y*, at which point factor markets are clearing and factor prices stop falling.
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