Mock Final Exam, Fall 1999
Definitions--one sentence on each (1/5 of exam)
1. What is the rate of inflation?

2. Why is real GDP per worker a better index of economic well-being than real GDP?

3. Why is the stock market an important leading indicator?

4. What is the natural rate of unemployment, or NAIRU?

5. Suppose that the marginal propensity to consume is 0.75, and there are no imports or taxes in the economy. What is the value of the multiplier?
6. What is the monetary base?
7. What is Gross Domestic Product?

8. What are intermediate goods?
9. Are investment goods intermediate goods or final goods?

Short answers--one paragraph on each (1/5 of exam):
1. What are the key differences between microeconomics and macroeconomics?


2. Why are real GDP and the unemployment rate important macroeconomic variables?

3. What macroeconomic issues are in the newspaper headlines this morning? Has chapter one of this textbook been any use in understanding them?

4. Why are the interest rate and the level of the stock market important economic variables?

5. Roughly, what was the highest level that the U.S. inflation rate reached in the twentieth century? What was the highest peacetime unemployment rate?

The Money Market (1/5 of exam):

Suppose that (a) the public holds no currency (only bank deposits); (b) the central bank requires that commercial banks hold $1 in reserve deposits at the central bank for every $5 in total deposits that they hold, and (c) the demand for money is:


M = Y(0.2 - .8i)

Suppose further that, initially, the monetary base (the total of reserve deposits at the central bank) is $100 billion and that the level of nominal income Y is $5,000 billion.

(i) What is the money supply equation?

(ii) What is the equilibrium interest rate, at which money supply equals money demand?

(iii) What would happen to the interest rate if the central bank were to increase the monetary base to $150 billion?

(iv) What would happen to the interest rate if—with the monetary base fixed at $100 billion—total nominal income Y increased from $5,000 billion to $6,250 billion?
Inflation and Unemployment (1/5 of exam):

Suppose that the economy can be modelled as:


(a) ut - ut-1 = -.4(gyt - .03)

(Okun’s Law)


(b) πt - πt-1 = -(ut - .06)


(Phillips’ Curve)


(c) gyt = gmt - πt


(Aggregate Demand)

Where “u” is the unemployment rate, “π” is the inflation rate, “gy” is the annual growth rate of real output, and “gm” is the annual growth rate of the money stock.

(i) What is the natural rate of unemployment in this economy?

(ii) Suppose that inflation is ten percent per year, and the economy is operating at the natural rate of unemployment. What must the growth rate of output be to keep the economy at the natural rate of unemployment? What must the growth of the money stock be to keep the economy at the natural rate of unemployment?

(iii) Suppose the central bank reduces the money growth rate to 8% per year in year t, and keeps it at 5% per year thereafter. What will happen to unemployment and output growth in years t, t+1, and t+2?

Macroeconomic Shocks (1/5 of exam):

A. In a full-employment economy, what do you think would be the qualitative effect on the equilibrium distribution of GDP between consumption, investment, government purchases, the and net exports, and on the real exchange rate and the real interest rate, of each of the following shifts in the economic environment?

· A decrease in current consumption spending (holding all other aspects of the economic environment constant).

· A decrease in foreign real interest rates (holding all other aspects of the economic environment constant).

· Larger budget deficits in foreign countries (holding all other aspects of the economic environment constant).

· Higher taxes in foreign countries (holding all other aspects of the economic environment constant).

B. How would your answers differ if the economy was a sticky-price, unemployment economy instead?
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