Introductory Macroeconomics
M. Finkler

Winter 2008

Final Exam

This exam consists of three parts; in each part, you may choose which questions to answer.  If not obvious, please indicate which questions you would like me to grade.  You have three hours to complete the exam under the same rules as employed for the two midterms:  closed books, closed notes, closed computers, and no assistance from anyone.  Please reaffirm the Honor Code.

“A defining characteristic of this economy…is that no one is ‘incontrol.’  Indeed, no one could possibly be ‘in control.’  A far greater danger to Americans’ prosperity than a President with a poor speaking style and a penchant for standard-fare political shenanigans is the spread of the belief that economic salvation lies in having someone ‘in control.” – Don Boudreaux

Part I.  Define and give an example for 7 of the following 10 concepts (5 points each.)

1. Comparative advantage

2. Inferior good

3. Producer surplus


4. Human capital

5. Present value

6. Frictional unemployment

7. Monetary neutrality

8. Natural rate of output

9. Crowding out

10. Sacrifice ratio

Part II.  Complete 4 of the following 6 questions. (20 points each)  Show all relevant graphics and calculations.

1. Use data from the following table to answer parts a and b.
	Variable
	Year  1
	Year 2

	Gallons consumed
	300
	200

	Income
	$50,000
	$60,000

	Price per gallon
	$2.00
	$3.00


a. Use the mid-point method to calculate the price elasticity of demand for gasoline.

b. Use the mid-point method to calculate the income elasticity of expenditures on gasoline.

2. Assume that the following information characterizes the market for housing

· Demand is given by the equation:  Qd = 200 – P

· Supply is given by the equation: Qs = 100 + P

· A competitive equilibrium exists

a. Determine the equilibrium price and quantity of housing, given the above information.
b. Assume a tax on housing of 10 units ($10,000 if you like) is introduced.  Determine the new quantity of housing exchanged and the new price received by producers.
c. Determine the deadweight loss that results from this tax.

3. Assume that the data from the following table describe an economy.   
	Year
	2006
	2007

	Good
	Price $
	Quantity
	Price $
	Quantity

	T Shirts
	5
	3,000
	4
	4,000

	Computer Chips
	10
	3,000
	12
	2,000

	Security Services
	20
	5,000
	22
	6,000


a. Determine how much real GDP increased from 2006 and 2007.
b. Based on calculation of the GDP deflator, how much inflation was generated between 2006 and 2007?

4. The Board of Governors of the Federal Reserve just announced a decline in their target interest rate to 2 1/4 percent.

a. Use the Short-run Model to show the effects of this change on prices and output.

b. Use the Long run Model to show the effects of this change on prices and output.

5. The price of a barrel of oil has risen to $110.  Assume oil is a raw material used in production of various goods and services.

a. Use the Short-run Model to show the effects of this change on the average level of prices and GDP.
b. Use the same model to address how either monetary policy or fiscal policy might be used to reduce the impact of these changes.  Be sure to explain why policy makers have to indicate which effect concerns them the most.

6. Use the market for loanable funds to address parts a and b.
a. As a result of a perceived increase in riskiness, households and businesses decide not to put their earnings into lending institutions.  What would be the effect on real interest rates and the quantity of lending?

b. In order to assist investment banks that hold debt instruments that they cannot sell, assume the Federal government borrows money to provide tax subsidies to enable these firms to continue lending.  What would be the effect on real interest rates and quantity of lending?
Part III.  Answer 4 of the following 6 questions (15 points each). Show relevant graphics.
1. What is meant by the Phillips Curve?  Why is sloped the way it is?  Under what conditions can the Central Bank “exploit” the Phillips curve to expand the economy?  Under what conditions will such efforts be unproductive?
2. Why does the Labor Department publish six alternative measures of unemployment?  How do these measures help us to understand the job creating capacity of the economy?  Explain what would happen to the primary measure of unemployment if Congress mandated that all firms must provide health insurance coverage to their employees. (Be sure to illustrate and explain the last part.)
3. In a recent U.S. poll by Fortune magazine, 78% of respondents said that trade makes American worse off. In contrast, almost all economists argue that increased trade adds to general economic welfare.  Carefully explain and illustrate why economists strongly disagree with this public perception.  In your explanation show how restrictions on trade generate a loss in general economic welfare.

4. As we all know, Hurricane Katrina had both economic and human costs.  How can one use the Short-run Model to explain the aggregate economic consequences of this tragic storm?  What would the consequences be according to the Long-run Model? 
5. Define inflation.  Briefly explain three reasons why inflation is costly.  Why do few economists support zero inflation as a target for policy?
6. Explain and illustrate how activist monetary (or fiscal) policy can yield macroeconomic stability.   Be sure to indicate what assumptions about the short run aggregate supply are required to obtain this result.  Explain how those who believe in rational expectations view activist macroeconomic stabilization policy.
