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Part I: Multiple Choice Questions

1.
The speed with which an economy adjusts to eliminate an income gap depends on:
A) The indirect tax rate
B) The size of the capital stock
C) The flexibility of wage rates and prices in the economy
D) The size of potential GDP
2.
In the short run, the outcome of higher energy prices and lowering interest rates is that
A) Output will always increase
B) The price level will always decrease
C) Output may increase or decrease or remain the same
D) The price level may increase, decrease or remain the same
3.
The United Kingdom 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 the United Kingdom’s GDP?
A) Their marginal propensity to import is very low
B) Their crowding-in or crowding-out effect is very strong
C) Their marginal propensity to consume is very high
D) Their income tax system is a lump sum or constant tax system
4.
In the short run, if the central bank increases interest rates, then consumption and investment will ______, and the aggregate ______ will shift ______. Eventually the rate of growth of wages will _______, and potential output is ________.
A) Decrease; supply; left; decrease; decreased
B) Increase; supply; right; increase; unchanged
C) Increase; demand; right; increase; increased
D) Decrease; demand; left; decrease; unchanged
5.
In 2009 to 2010, Canada went through a recession. If neither the government nor the central bank intervened in the economy, what will happen in the long run?
A) Input prices, such as wages, will fall, and the AD curve shifts to the right
B) Input prices, such as wages, will rise, and the AS curve shifts upward.
C) Input prices, such as wages, will fall, and the AS curve shifts downward.
D) Goods and services prices will fall, and the AD curve will shift back to its original pre-recession position
6.
If equilibrium output is less than potential output, eventually the short run aggregate supply curve will shift:
A) Downward and eliminate the recessionary gap
B) Upward and eliminate the inflationary gap
C) Downward and eliminate the inflationary gap
D) Upward and eliminate the recessionary gap
7.
Suppose in an economy C = 100 + 0.8Y, I = 300 – 500i, Ms = 500 and Md = 900 – 5000i. For simplicity, there is no government or net export. What is the equilibrium interest rate?
A) 10%
B) 9%
C) 8%
D) 11%
8.
Which of the following will shift the LAS curve to the right?
A) An increase in investment confidence
B) An improvement in technological levels
C) A lower mandatory retirement age
D) All of the answers are correct
9.
The crowding-out or crowding-in effects can be minimize if
A) The government raise taxes and raise government spending simultaneously
B) Investment expenditure is very sensitive to interest rate changes
C) Expansionary fiscal policies are accompanied with expansionary monetary policies
D) Expansionary fiscal policies are accompanied with contractionary monetary policies
10.
If both the central bank and the government pursue contractionary monetary and fiscal policies, then:
A) AD shifts to the left
B) AS shifts upward.
C) Yp shifts to the left
D) All of the answers are correct
11.
How does a central bank influence the economy?
A) By being a banker for the federal government
B) By setting currency ratios for the public
C) By changing the money supply, interest rates and the availability of credit to the public
D) All of the answers are correct
12.
The AD/AS model predicts that a negative AD shock will cause inflation to _____ from the initial equilibrium level. The actual unemployment rate will be ____ than the natural rate.
A) Stay the same; higher
B) Fall; lower
C) Rise; higher
D) Rise; lower
13.
Which of the following will shift the AS upward?
A) An increase in the rate of growth of wages
B) A law that changes the definition of full-time employment from 35 hours a week to 30 hours a week, which affects the number of workers who will qualify for health benefits
C) An increase in the price of crude oil
D) All of the answers are correct
14.
Which of the following equations implies that a change in government expenditure will give rise to crowding-out effects?
A) Md = 550 – 0.02i + 0.2Y
B) I = 950 – 0.03i
C) C = 100 + 0.75 (Y-T)
D) S = Y – C – T
15.
If Y < Yp, what monetary policies should be adopted?
A) Cutting income taxes
B) Sale of bonds in the open market
C) Increasing monetary base
D) All of the answers are correct
II. Short Questions.

1. Taylor Rule for Monetary Policies:

The Taylor rule states that a central bank can monitor inflation and GDP by following the equation given by i = i0 + (π - π*) + (Y - Yp). In reality, the Bank of Canada does seem to follow this rule, and set a targeted inflation rate π*. For this question, suppose π* = 2%. Suppose the current inflation π = π*, and yet Y = Yp, Let i0 = 9%
Note: Please round your answers to 2 decimal places.

(i) Find the value of i.

(ii) Now suppose a drop in investment confidence leads to Y - Yp = -5%. Let us put aside inflation rates for now. According to the Taylor rule, what interest rate should the Bank of Canada now set?

(iii) How would you expect π to change when i drops? Explain what happens to AE and AD.

(iv) Suppose π = π* - 1.5Δi. Find the new π. 


(v) Suppose the Bank knew that the new π would be higher. In order to balance between inflation and GDP targets, it has to set a new interest rate weighting both of these effects. Now find the new i that the Bank should set knowing that π = π* - 1.5Δi 


(vi) Find the corresponding inflation rate. 


(vii) Discuss intuitively why this interest is higher/lower than the one you would have wanted to set in part (ii) .
2. In this question we analyze the goods and money markets of a closed economy under the assumption that investment depends on the interest rate. The economy is specified as follows: 

Goods market:

- Consumption:  C  = 100 + 0.8Yd
- Investment: I  = 120 – 500i
- Government spending: G = 200

- Lump-sum constant taxes: T = 150

Money market:

- Money supply: Ms = 100

- Money demand: Md = 200 – 2000i
Given the above information, solve for the following:

(i) The equilibrium Y, interest rate and I;

(ii) Saving and consumption;

(iii) Use the relevant GDP equations to find how T<G is paid for.

(iv) Suppose G increases from 200 to 250. Find the new equilibrium Y and the (Y.

Now let us use the model to illustrate the “crowing-out” effects of expansionary fiscal policies.

(v) Now suppose Md = 200 – 2000i +0.1Y. Find Y and i when G=200. Also find I.

(vi) Now suppose Md = 200 – 2000i +0.1Y. Find Y and i when G=250. Also find I.

(vii) 
Compare the (Y values as a result of (G=50 with our two different ways of specifying money demand. Are fiscal policies more or less effective given that now money demand depends on Y? Find how much private investments have been “crowded-out” by (G=50, and explain intuitively why investments have decreased. 

(viii)   With money demand depending on Y, link the values of (G, (I and the G and I multipliers to explain the   (Y.
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