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Part I: Multiple Choice Questions

1.
The Canadian government directly buys around what portion of Canada’s GDP?
A) 20-25%
B) 10-15%
C) 80-90%
D) 40-50%
2.
Which of the following is INCORRECT?
A) YD = Y – NT
B) Y = C+ I + G + X – M
C) X – M = (S – I) + (G – T)
D) AE = C + I + G + X – M
3.
Suppose the MPC is 0.75, the net income tax rate is 0.2, and the marginal propensity to import is 0.1. What is the value of the goods market multiplier?
A) 4
B) 2
C) 2.5
D) 3.33
4.
We cannot look at the direction of discretionary fiscal policy by looking at the changes in the actual fiscal budget. What is the reason?
A) Those changes may reflect the changes in consumption habits
B) Those changes may reflect changes in the tax revenues as a result of the change in GDP
C) Those changes may reflect the changes in investment confidence
D) Those changes may reflect changes in the tax revenues as a result of the change in potential GDP
5.
If Canada’s structural budget balance changes from -$20 billion to -$25 billion, then which of the following is CORRECT?
A) The economy is currently in a temporary boom
B) The government has conducted expansionary fiscal policies
C) The government has conducted contractionary fiscal policies
D) The economy is currently in a temporary recession
6.
A positive relationship between total tax revenue and real GDP
A) Makes a recession deeper if investment confidence falls
B) Reduces the effect of a change in autonomous consumption spending on GDP
C) Automatically produces budget surpluses during a recession
D) Makes it harder to maintain full employment in a recession
7.
During the 2008-2010 recession, the Canadian government introduced its fiscal expansionary “Economic Action Plan” to stimulate the Canadian economy. For this time period, we can conclude that the budget balance (BB) of Canada will ____ and the structural budget balance (SBB) of Canada will ___. For simplicity, assume that BB=SBB=0 before 2008.
A) Decrease; decrease
B) Increase; decrease
C) Decrease; stay constant
D) Increase; stay constant
8.
Greece has recently introduced austerity plans into its economy in an effort to reign in its public debts by cutting government expenditure on education, health care and the hiring of public servants. Which of the following observation(s) will lessen the negative impact of these spending cuts on Greece’s GDP?
A) Their marginal propensity to import is very high
B) Their income tax system is a lump sum or constant tax system
C) Their marginal propensity to save is very low
D) All of the answers are correct
9.
The US has been running sizeable trade deficits (NX<0) for the years 1998-2008. Which of the following is (are) the reason(s) for such rising trade deficits?
A) Its tax cut for high-income earners
B) Its increase in fiscal spending on military programs
C) Its low private savings rates
D) All of the answers are correct
10.
Which of the following best describe(s) automatic built-in stabilizers in Canada?
A) The size of the autonomous goods market multiplier varies inversely with the level of GDP
B) Autonomous government spending automatically rises as GDP falls
C) The higher our income tax rates, the stronger are the automatic stabilizers, and the more stable is our GDP
D) The lower our income tax rates, the stronger are the automatic stabilizers, and the more stable is our GDP
11.
Consider the budget balance (BB) equation of BB = tY – G. Assume that t is 0.2, potential output is 1000 and G is 180. Which of the following statements is (are) INCORRECT?
A) With negative GDP gap, the structural budget balance will be larger than 20
B) There will be zero budget balance when Y is 900
C) With negative GDP gap of 20%, the budget balance is -20
D) The structural budget balance is 20
12.
Suppose households spend $50 billion in autonomous spending and 80% of after-tax income. Taxes equal 10% of income. If income is $500 billion, what is the total tax revenue for the government?
A) $400 billion
B) $100 billion
C) $50 billion
D) None of the answers is correct
13.
If the goods market multiplier is 4 and government expenditure rises by 25, this will shift the AE upward by ___ and the AD rightward by _____.
A) 4; 25
B) 25; 400
C) 25; 100
D) 4; 100
14.
Which of the following is an example of discretionary fiscal policy? (DISCRETIONARY=REACTIONARY BY GOVERMNET)
A) Interest rates are cut during economic boom
B) Income tax revenues rise during economic boom
C) Income tax rates are cut during economic recession
D) More people receive employment insurance during economic recession
15.
For a given fluctuation in autonomous expenditure, economies with flatter AE functions will:
A) Experience larger business cycle fluctuations in real GDP and employment
B) Experience no business cycle fluctuations in real GDP and employment
C) Experience smaller business cycle fluctuations in real GDP and employment
D) Experience some business cycle fluctuations but the size of the fluctuations is independent of the slope of the AE curve
Part II: Short Questions

1. Consider the following information on the economy of Pluto: 

C = 150 + 0.8 Y

I = 350

(i) Find the equilibrium national income Y.   

(ii)    Find the multiplier and the value of savings (S).

(iii) Suppose I increases to 450. Find the new Y and C. 
(iv) A government is now put in place in Pluto, with I still equal to 450.  The government spends an amount G=150 and imposes a tax T=150. Only consumers pay the tax. What is the new equilibrium Y? 

(v) Do you like the way how T is modelled? Explain. 

(vi) Now suppose T=0.2Y. Only consumers pay the tax. Find the new multiplier. Explain intuitively why this new multiplier is larger/smaller than the one you found in part (ii). 

(vii) Use the relevant accounting identities to find the relationship amongst the variables S, I, T and G. Provide an intuitive explanation for your answer. What variables are leakages and what variables are injections? Why do they have to be equal? Explain.

2. 
Suppose the Canadian economy can be described as follows:


C = 200 + 0.8 Yd 
(Yd is disposable income)


I = 165 

(investment spending)

G = 410 

(government purchases)

T = 0.25Y 

(proportional taxes)

X=45

(exports are constant)

Z=0.1Y

(imports depend positively on our own Y)

(i) Calculate the equilibrium Y.

(ii) Find the autonomous multiplier.

(iii) Find the government budget balance BB=tY-G, given your Y in (i). Is the government running a surplus or deficit or neither? 

Consider the following article:

Crude closes above $80 a barrel

JOHN WILEN 

Associated Press 

September 13, 2007 at 3:44 PM EDT

NEW YORK — Oil prices finished above $80 (U.S.) a barrel for the first time Thursday as refiners reported production problems after hurricane Humberto hit Texas.

Oil first traded over $80 a barrel on Wednesday after the U.S. Energy Department reported declines in crude and gasoline inventories and a drop in refinery activity, but ended Wednesday below that psychologically important mark. On Thursday, the October contract for light, sweet crude finished at a record $80.09, up 18 cents on the New York Mercantile Exchange and above the previous record close set Wednesday of $79.91.

Despite the gains, oil is still well below inflation-adjusted highs hit in early 1980. Depending on the adjustment, a $38 barrel of oil in 1980 would be worth $96 to $101 or more today. On Thursday, Humberto added to the supply concerns by cutting power to several refineries in the Port Arthur, Tex., area. Humberto later lost strength and was downgraded to a tropical storm. Another tropical system gaining strength in the Atlantic also supported prices.

Traders appear more concerned about the Atlantic storm, which the National Hurricane Center is calling Tropical Depression Eight. While the storm's course remains unclear, energy investors get worried any time a tropical storm or hurricane threatens key oil and gas infrastructure in the Gulf of Mexico. Oil's run-up has come despite OPEC's decision on Tuesday to boost output by 500,000 barrels, a move driven in part by concerns that high oil prices are hurting the global economy. 

“The world economy in the last few years has shown to be quite resilient to strong oil pricing, but this is certainly a new territory for crude oil and if sustained there is bound to be some impact on the economy,” said Victor Shum, an energy analyst at Purvin & Gertz in Singapore.

(iv) Based on the news excerpts before, we know that high oil prices will affect consumer confidence. Suppose consumer confidence drops from 200 to 150. Find the new Y.

(v) Using three rounds, explain how the drop in consumer confidence affects Y. Let the first round be related to autos, second round related to clothing, and the third round be related to electronics.

(vi) Find the government budget balance, given your Y in (iv). Is the government running a surplus or deficit or neither? 

(vii) Suppose the government wants to push the economy back to the Y level in (i) but with consumer confidence still at 150. Find the new G necessary. Also find the new budget balance.

(viii) Without further calculations, argue whether you would support the government’s action in (vi). Name one benefit of the government’s action and also one cost arising from its action.
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