Sample Final Exam

Intro. Macroeconomics

May 12, 2008

(chapters 7-11, partial 12)

 Section 1 includes short answer questions regarding terms, associated schools of thought and the application of concepts and theories. Each question is worth five points. Section 2 consists of four essay questions out of a possible six. This section is worth 50 points (or half the exam total). In these essays I’m looking for answers that are comprehensive and demonstrate a certain mastery of macroeconomic theory. 

Section 1

1. What school of thought believes there is a natural rate of unemployment? There are three kinds of unemployment categorized according to what causes them. Which two causes are included in the natural rate of unemployment? Explain why this school believes there is such a “natural rate”. 

2. Which school of thought believes that economic downturns and inflationary cycles are principally caused by changes in aggregate demand (excessive or insufficient)?  What is the principal cause (of the three alluded to above) of unemployment according to this school of thought? 

3. The Keynesian School of Thought believes that unspent income must be offset by equal injections of spending back into the income-consumption stream. Why is this offset necessary and in the simple Keynesian economy (no government or trade sector) what is the source of that new injection of spending?

4. Inflation can also be caused on the supply side. For example, what was the cause of the rise in the price of gasoline at the pumps in the late 1070s. Explain why your answer might be consistent with rising joblessness and the onset of a recession. 

5. Write the equation for the full Keynesian model. Name each of the components of the equation.

6. Which school of thought believes there is only voluntary unemployment and which believes there can be involuntary unemployment as well? What causes involuntary unemployment?

                                                                                                _             _

7. Assume the Keynesian consumption function is C = C + bY.  C = 40, and b = .80. What is the level of Y at which C is equal to Y? For extra credit draw the consumption function (two-dimensional diagram) and label the axes, vertical intercept and value of equilibrium between C and Y. (Hint: Set Y equal to the right-hand side of the C equation and solve for Y). 

8. If the full employment level of income is 100 billion dollars above the equilibrium level of income (Y) and the multiplier is 5, how much must intended investment rise to close the gap? Explain why your answer is not 100 billion dollars.

9. If the marginal propensity to consume (b) is .75, then what is the value of the multiplier? Show your work.

10.  Draw the diagram for aggregate demand (C + II + G) with the 45 degree line on the diagram as well. Assume a given increase in G raises aggregate demand. Explain how your diagram illustrates the multiplier effect. (Hint: the answer relates to the relative increase in aggregate demand (the vertical rise of AD) compared to the change in equilibrium Y along the horizontal axis.

11. Both the Classical Monetary Theory and Monetarism are fundamentally different than Keynesianism regarding the equation MV = PQ. Explain.

12.  How do the proponents of the three theories regard the usefulness of monetary policy?

13. The diagram of ADE and ASR depicts a situation in which an expansionary economic policy by the government would cause little or no inflation and one in which an expansionary policy would lead to explosive inflation. Explain how the graph illustrates this and relate it to the MV = PY equation.

Section II  Essays

1. If the government wants to undertake expansionary fiscal and monetary policy, what can it do? What is the likely condition of the economy that would require an expansionary economic policy? Explain what the government would do to undertake expansionary fiscal and monetary policy. Explain why it is difficult to determine the right economic policy under the present economic conditions.

