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The exam consists of two parts.  Part I contains 15 multiple choice questions.  Circle the letter of the correct answer.  Each is worth 2 points for a total of 30% of the exam.  Part II contains short answers.  Answer all four questions in this section.  It is worth 70% of the exam.

Part I. Multiple Choice.  2 point each.  Circle the correct answer.

1.
The Federal Government spends the most money on which of the following?

a. defense

b. foreign aid

c. transfers to the elderly (social security, medicare, etc.)

d. education

2.
The Federal Government receives the most revenue from which of the following sources?


a.   individual income taxes.  


b.   corporate profits taxes.

c. social insurance (social security) taxes. 

d.   campaign contributions.

3. 
After high Federal Government budget deficits in the 1980s,

deficits fell in the 1990s (resulting in a budget surplus in 1998).  Which of the following was a cause of the reduction in Federal Government budget deficits in the 1990s?

    
a.   Reductions in income tax rates.              

b.   Reductions in defense spending. 


c.   Reductions in Welfare ("income security") spending.

c. Reductions in Social Security payments to retirees.

4.
If people expect prices to rise next week,

a. consumption will increase next week

b. consumption will increase this week.

c. consumption will not change either this week or next week.

d. consumption will decrease both this week and next week.

5. 
Which of the following is an example of an automatic stabilizer?

a. Defense spending

b. Social Security payments to the elderly

c. Unemployment compensation payments

d. A cut in the capital gains tax.

6.
The economy is experiencing widespread unemployment.  A Keynesian economist might suggest that the government

a. increase taxes.

b. decrease government spending.

c. increase the government deficit.

d. decrease investment spending.

7. If all unemployment is either frictional or structural,

a. expansionary Keynesian (Aggregate Demand) policies will work well.

b. expansionary Keynesian (Aggregate Demand) policies will not work well.

c. the unemployment rate will be zero because we are at Afull-employment.@
d. none of the above. 

8. The amount of money you wish to hold, or your demand for money, depends on:

            a. how much income you would like to have.

            b. how much wealth you would like to have.

            c. how much of your financial assets you wish to hold in the form of money.

            d. all of the above.

9. According to the Philips Curve,

a. high inflation rates are associated with high unemployment rates.

b. high inflation rates are associated with low unemployment rates.

c. high inflation rates may be associated with either high or low unemployment rates.

d. a decrease in the tax rate can lead to higher tax revenues.

10. Which of the following would shift the Aggregate Demand curve to the right?

a. A decrease in the price level.

b. An increase in the government budget deficit.

c. A decrease in the money supply.

d. A decrease in wages.

11. Which of the following policies is most likely to increase the rate of growth of the GDP in the long run?

a. A cut in consumption (sales) taxes.

b. An increase in the number of people graduating from universities.

c. An increase in government spending on Social Security.

d. An increase in capital gains taxes.

12. A cut in income tax rates is likely to

a. increase Aggregate Supply.

b. increase Aggregate Demand.

c. both a and b,

d. have not effect on either Aggregate Demand or Aggregate Supply.

13.  When expectations are rational, disequilibrium in any market


a. is only a temporary phenomenon resulting from random, unpredictable shocks.


b. is a permanent condition resulting from institutional rigidities in the economy.


c. is only a temporary phenomenon resulting from the tendency of prices to adjust


downward quickly but upward slowly.


d. is a permanent condition resulting from random, unpredictable shocks.

14.
Marley and Scrooge find that the costs of screening, hiring, and training workers is substantial.  To reduce labor turnover, they pay higher-than-average wages.  Their behavior is consistent with the                        explanation of unemployment.


a. minimum wage


b. efficiency wage and labor hoarding


c. imperfect information


d. cost effectiveness

15. Which of the following is most likely to lead to an increase in the price of automobiles?

a. A decrease in tariffs on imported automobiles.

b. A technological advance in the manufacture of automobiles.

c. The Japanese government limits the export of Japanese automobiles to the United States,

d. Lower sales taxes on automobiles.

Part II. Answer all questions.  17.5 point each.

1. a.  How will an improvement in lemonade-making technology affect demand for lemonade?  How will an improvement in lemonade-making technology affect quantity demanded of lemonade?  Explain

b. Draw a graph showing an initial equilibrium in the market for lemonade.  Assume that the price of lemons decreases and that the price of orange juice (a substitute for lemonade) increases.  How will the equilibrium price and quantity of lemonade change?  Explain.

c. Many State governments support the price of milk by setting a price floor above the equilibrium price.  What must the State government do to maintain the price of milk above its equilibrium level? Explain.

d. In 2001 the GDP per capita of the United States was $34,879, while the GDP per capita of Japan was $35,990 (the Japanese GDP was translated into U.S. dollars using official exchange rates).  Despite this, why might it be true that production per capita in the United States was actually higher than production per capita in Japan in 2001?

2.


a.
Can the Federal Government print money to finance the Federal Government budget deficit?  Explain.

b.
What is the Discount Rate? Will a decrease in the Discount Rate increase or decrease the money supply?

c.
Explain how a decrease in the Discount Rate would affect interest rates, consumption, and equilibrium aggregate demand (equilibrium national income).  Use graphs where appropriate.

3.
Suppose that France and England have the following production relationships for one worker.  Each country has 1000 workers.  Assume that opportunity costs are constant.

Wine 

Bread

England

  2

 3

France

  
  2

 1

a.
Which country has the comparative advantage in wine production?  Explain.

b.
Draw the Production Possibilities Frontier (PPF) for France (assume no trade).

c.
Assume that France and England trade at a price of 1 Bread to 1 Wine.  Using the PPF that you drew in b, show how France can be made better off with trade.

d.
Using graphs, describe the effects that a tariff on imported wine into France.  What effect will this action have on the domestic price, domestic consumption and domestic production of wine in France?

4.

a
Draw the Aggregate Supply Curve for the long run.  Explain the assumptions needed to draw the long run Aggregate Supply Curve.

b. According to an article in the Washington Post, the Bush administration will propose partially replacing the income tax with a consumption (sales) tax.  Assuming that total tax revenues stay the same, how will replacing the income tax with a consumption tax affect real GDP and inflation (a) in the Short Run, and (b) in the Long Run?  Explain.

c. How will a decrease in the Discount Rate affect the value of the U.S. dollar relative to the Japanese Yen?  Explain.  Use a graph in your explanation. 

