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I. Multiple Choice Questions

1. Suppose that nominal wages fall and productivity rises in a particular economy. Other things equal, the aggregate:

A) demand curve will shift leftward.

B) supply curve will shift rightward.

C) supply curve will shift leftward.

D) expenditures curve will shift downward
2.    Which of the following would lead to a downward movement along the aggregate demand curve? 

A) A decrease in government purchases.

B) An increase in the money supply.

C) A decrease in the price level.

D) d.    A decrease in taxes.

3.   Which of the following would not cause the AD curve to shift? 
A) A change in government expenditure.

B) The publics’ expectations of a fall in the interest rate.

C) A change in aggregate expenditure caused by a change in the price level.

D) A change in autonomous consumption spending.

4. An economy’s AD function is Y = 1000 – 2P and AS function is P = 20 + 0.1Y.


The short-run equilibrium Y is:

A) 1000

B) 800

C) 600

D) None of the above

5. An inflationary gap is characterized by:

A) constant prices.

B) AD greater than AS at potential real GDP.

C) falling prices.

D) amount by which price level should increase to increase the total output level.

6. The elimination of an inflationary gap through the self adjusting properties of the AD/AS model would cause:

A) falling prices and falling employment.

B) rising prices and falling employment.

C) falling prices and rising employment.

D) rising prices and rising employment.

7. Assume that the economy is currently in a recession phase. The self-adjustment mechanisms will lead to:

A) lower wages, lower factor prices, rightward shift of the AS curve and eventual rightward shift of the AD curve until recessionary gaps are removed.

B) lower wages, lower factor prices, rightward shift of the AS curve and downward movements across the given AD curve until recessionary gaps are removed.

C) higher GDP gap, lower wages and lower prices until potential GDP is reached.

D) lower prices, increases in the aggregate demand leading to the rightward shift of the AD curve until
recessionary gaps are removed.
8.
The interest rate effect states that a higher price level will increase the demand for money, which will then ____ interest rates and ___ planned consumption spending.
A) Increase; increase
B) Decrease; decrease
C) Increase; decrease
D) Decrease; increase
9.
The wealth effect states that a higher price level will lead to a(n) ______ in our real wealth and a(n) _____ in our planned consumption expenditure.
A) Increase; decrease
B) Increase; increase
C) Decrease; increase
D) Decrease; decrease
10.
Which of the following always correspond(s) to a fall in the short run output?
A) The AD shifts up
B) The resulting price level falls
C) The AS shifts down
D) None of the answers is correct
11.
In the short run, how is it possible that actual GDP can be higher than potential GDP?
A) By having workers work over-time
B) By attracting people to enter the labour force
C) By running machines for longer than regular hours
D) All of the answers are correct
12.
When does potential output Y<sub>p</sub> change?
A) When central bank policy changes
B) When the price level changes
C) When the size of the labour force changes
D) When government policy changes
13.
If Canada’s actual unemployment rate is 9%, we can conclude that we are currently under a(n) _____ gap and the price level _______.
A) Recessionary; has fallen
B) Inflationary; has risen
C) Recessionary; has risen
D) None of the answers is correct
14.
If Y equals 1,200 and Yp is 1000, then what is the output gap equal to?
A) -20%
B) +20%
C) -8.33%
D) +8.33%
15.
Which of the following is (are) CORRECT about the natural rate of unemployment?
A) It is dependent on economic cycles
B) It is the cyclical unemployment rate in the economy
C) It is equal to around 6-7% for Canada
D) All of the answers are correct
Part II: Short Questions

1. Use the AS and AD curves to illustrate your points and discuss the effects of the following events on the price level and on the equilibrium GDP (Y) in the short run.

(i) Government passes a legislation that increases the minimum wage.

(ii) Massive floods brought on by global warming.

(iii) Consider the following news excerpt:

Consumer confidence wanes on gas-price hikes
Date : Monday, June 02, 2008
Canadian consumer confidence stumbled in May, when gasoline prices shot to record highs, the Conference Board said Monday. The Ottawa-based research group said its consumer confidence index fell seven points to 85.8 in May, the lowest level since the Conference Board of Canada said it switched to a monthly survey in December 2001.

(iv) Consider the following news excerpt:

Recession not real, but U.S. consumers still hurting
Date : Tuesday, July 22, 2008
The U.S. economy isn't technically in a recession, but many Americans feel like it is, says  Conference Board of Canada researcher Kip Beckman.

"With gas prices surging above $4 US per gallon, it is not surprising that consumer confidence is at its lowest level since the early 1990s," he said in a news release Tuesday.

2. Consider the following table. Leave all decimals to two places.

[image: image1.png]Tabor U-Rate | Potential| Real | Output
Year | force | Unemployed |Employed| % | GDP | GDP | Gap (%)
2003 | 7506 6416 515.00 | 51500 | NA
2004 | 7675 6635 | 1355 | 518.00

2005 1142 6630 | 1469 | 519.00

2006 | 7822 1088 527.00





(i) Fill in the columns for labour force, unemployed, employed and unemployment rates.

(ii) Assume the relationship between the change in unemployment and the change in the output gap is given by: ∆Ut = –  0.5 [ Y %gr – Yp %gr]. Using this relationship, fill in the column for Real GDP and Potential GDP.  (Hint: You need to take into account the implied growth rates for Real and Potential GDP as well as the changes in the Unemployment Rate from one year to the next).

(iii) Given your answers in (ii), fill in the column for output gap..

(iv) Explain intuitively how an economy will adjust from a short run inflationary gap back to the long run Yp.
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