FINAL EXAM
ECON 2010 — Macroeconomics
Spring 2018

To be completed in-class on Wednesday, May 2, 2018. You will have 2.5 hours to complete the
exam (5:30-8:00pm).

Name:

Final exam instructions:

1. There are two problems on the exam, each with multiple parts.
2. Read each problem carefully. Just because it looks like a problem you’ve seen before doesn’t
mean that the exam asks you to do exactly what you’ve done before.

3. Pay particular attention to when a question asks you to explain your answer in words. Your
explanations will be worth the most points of any type of question on the exam.

4. Write your final answers as legibly as possible, and make clear what your final answer is.

5. Show your work. Even if your answer is not exactly correct, you will receive credit for setting
up the problem correctly, or describing in words how you're thinking through it. The better
that I understand what you’ve done and why, the more likely you receive partial credit.

6. You may not use notes, the textbook, any other materials on the exam, or confer with anyone
about the exam while you're taking it. To say it differently, this is a “closed book” exam.

7. If you think that a question is ambiguous, come up to the front of the room and ask me. If
I agree that the question is ambiguous, I will clarify. If I don’t agree that the question is
ambiguous and you still think that there is room for interpretation, make a choice in how you
interpret the question so that you can answer the question. Then explain your interpretive
choice in your answer. I may take into account your interpretation when grading.

8. Take a deep breath, remember how much you’ve learned in class, and do your best!
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This exam is designed to show otherwise!
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Problem 1 — Teaching Your Friend Economics (50 points)

You have a friend who thinks that they know a lot about economics. We all know someone like
that, right? Unfortunately, they’ve never taken a class in economics. So, some of the things that
they know are correct, but they're also mistaken about many other things. Now that you ve taken
an economics class, you know when what they're saying is right and when it’s wrong.

Consider the following statements that your friend makes. For each statement, do two things.
First, indicate whether the statement is true or false, and second, briefly explain why the
statement is true or false.

If any part of the statement about economics is factually false, then you should choose false and
explain why. If the statement is true, you need to do more than just re-state the true statement
— you need to draw on what you know beyond the statement to offer more depth and explanation
about why it’s true. Your explanations will be assessed in part on whether you discuss concepts
(with associated terms) relevant to the statement, and discuss those concepts correctly.

Indicating true or false correctly is worth 1 point for each statement, while the explanation is
worth 4 points for each statement.

Suggestions: If I were answering these questions, I might list out a few relevant concepts and
terms for each statement before you fully craft your answer since you’ll need to mention relevant
terms and use them correctly. Because the explanation is worth a significant number of the points,
you may want to sketch out a draft of your explanation on scratch paper before you write it as
your final answer. But, of course, you do not have to. And the purpose of drafting isn’t to write
out perfect sentences (this is a timed exam, not an essay!). But you may find it useful to draft in
order to gather and organize your thoughts. That way you can make sure you are thorough and
precise and say exactly what you want to say.



(a) “Economics is just the study of money.” (5 points)

(b) “I recently read that the unemployment rate has fallen, but that could be good news in terms
of people having jobs or actually bad news. You can’t tell whether more people have jobs just
from the unemployment rate.” (5 points)



(¢) “Yeah, I've heard of the Federal Reserve — they use policies related to bonds to keep inflation
stable/low.” |And also to keep unemployment low, but we haven’t really talked about that,

so you don’t need to mention it.| (5 points)

(d) “I've been looking for a job as a checkout clerk at a grocery store and the wages are just really
terrible. The wages [in the market for grocery store checkout clerks| are determined by just
whatever the grocery stores decide to pay their workers, and they don’t want to pay them very
much, so they don’t.” (5 points)



(e) “Someone was telling me about how India has been experiencing a lot of [nominal] GDP growth
recently. But that might not be as much growth as it seems because their population has been
growing a lot too, and they’ve also had a lot of inflation.” (5 points)

(f) “The economy would be better — we’d produce a lot more stuff [i.e. output| — if each person
were self-sufficient and made everything they needed for themselves instead of this system
where people only really do one thing at their jobs (like, they just know how to put one screw
into one part of one product and they just do that every day.)” (5 points)



(g) “The reason that the U.S. dollar functions as money is because of the government’s gold re-
serves. You can always take your dollar to the government and get a fized quantity of gold in
return.” (5 points)

(h) “Banks don’t increase or decrease the amount of money in the economy, they just store people’s
money.” (5 points)



(i) “In the long run, if we want our economy to grow [i.e. produce GDP growth/, we just need to
have people [i.e. consumers and firms| buy more stuff [i.e. demand more output]. It’s really
jJust that simple.” (5 points)

(j) “There’s no such thing as a market for money because you can’t put a price on money. Money
is money.” (5 points)



Problem 2 — The Consequences of a Balanced Budget Amendment for
Fiscal Policy and the Macroeconomy (50 points)

In recent years there have been frequent calls for a national balanced budget amendment to the
U.S. Constitution. A balanced budget amendment (as typically proposed) says that the Federal
government can run budget surpluses — a surplus is defined as a situation in which tax rev-
enues exceed expenditures in a given budget year — but that the Federal government cannot run
a budget deficit — a deficit is defined as a situation in which expenditures exceed tax revenues
in a given budget year. If the government is projected to run a deficit, it must either increase tax
revenues or cut expenditures to balance the budget, according to the amendment. A balanced
budget is when tax revenues equal expenditures.

Just a few weeks ago, in early April, an amendment to require the Federal Government to main-
tain a balanced budget failed in the U.S. Congress. Despite failing, the bill was supported by 233
Congressmen.

The New York Times quoted Robert W. Goodlatte, Republican of Virginia and supporter of the
amendment, as making the following argument in favor of the amendment: “It’s time for Congress
to stop saddling future generations with the burden of crushing debts to pay for current spending.
We should not pass on to our children and grandchildren the bleak fiscal future that our unsus-
tainable spending is creating.”

But is this thinking correct? Would a balanced budget amendment be a good thing for the U.S.
economy? Or are there tradeoffs that politicians must also consider? In this question you’ll
consider (just) some of the costs and benefits that such an amendment would impose on the
mMacroeconomy.

IMPORTANT: Make the following assumptions as you consider the questions in this problem:
e Assume that the tax component of fiscal policy is only personal income taxes (nothing
related at all to firms/businesses in any way).
e Assume that the expenditure component of fiscal policy is only the salaries of government
employees (i.e. paying for those employees’ productive output doing their jobs).
e Apply the principle of ceteris parabis and hold all else fixed when you are drawing your
curves and considering the consequence of a given change described in the problem.



(a) Consider our standard model of Aggregate Supply-Aggregate Demand (AS-AD). Consider
the U.S. economy around 2008 when we were in the throes of the Great Recession. As
we've discovered in a previous homework assignment, many economists believe that the Great
Recession was triggered by a contraction (i.e. reduction) in Aggregate Demand (AD) brought
about by — among other things — a reduction in consumer stock market wealth, a reduction
in consumer housing wealth, and a decline in consumer confidence.

Given this information about the Great Recession and its causes, draw a plot of the AS-AD
model that shows the U.S. economy in a short run equilibrium that corresponds to this
interpretation of the what led to the Great Recession (i.e. this interpretation of which curve
shifted and in which direction to put the economy in a recession). Label your short run
equilibrium with an A. Be sure to label the axes of your plot appropriately and draw all
of the curves necessary for your plot to be a plot of AS-AD as we typically do in class and
in homeworks. You do not need to draw the starting long run equilibrium.

(Note: This question asks you to start from the place that all of our in-class and homework
problems end. If you're not sure how to draw this plot, you could get to the right place by the
usual process that I walk you through in a homework assignment. Start from the economy in
a long run equilibrium, figure out which curve has shifted, figure out which way it has shifted
according to the information in the problem, draw the long run equilibrium, and then the
curve shift. Finally, label your new short run equilibrium resulting from the curve shift with
an A as instructed in the problem. You do not need to do all of this work, I only suggest it if
you're unclear about how start with the plot that represents the short run equilibrium of the
Great Recession.) (5 points)

(b) Is the short-run equilibrium output indicated by point A that you drew in part (a) above or
below the economy’s potential output? (1 point)



()

Consider that we are in the short run equilibrium indicated by point A on your plot in
part (a) above. And consider the following two assumptions. Assume, first, that the
government is subject to a balanced budget amendment as described in the beginning
of this problem (and that it adheres to it). That is, government expenditures may not exceed
government tax revenue.

Assume, second, that if the economy has moved into a recessionary phrase (output less than
potential output) that the government collects less tax revenue than expenditure (because
more workers are unemployed, wages are lower, and so there is less personal income to tax);
and if the economy has moved into an expansionary phase (output above potential output)
that the government collects more tax revenue than expenditure (because unemployment is
low, wages are high, and so there is more personal income to tax). At potential output, assume
that tax revenue equals expenditure and so the budget is always balanced.

Given the location of point A in your part (a) plot, does the government need to change any
aspect of its fiscal policy to be in compliance with the balanced budget amendment? Yes
or no? If yes, what two specific actions can the government take in terms of adjusting
fiscal policy so that it is in compliance with the balanced budget amendment (i.e. what can
the government do to each component of fiscal policy to comply with the amendment)? (3
points)

Consider the AS-AD model and the short run equilibrium A that you drew in part (a) above.
Which curve(s) in the model shift when the government makes either of the above changes to
fiscal policy indicated in part (c) to be in compliance with the balanced budget amendment?
If the government does not need to make a change, simply indicate no curves shift. (2 points)
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(e) Indicate the direction that the curve(s) you said would shift in part (d) shift, if any. For each
curve, you can say left, right, or you can say none shift. (2 points)

(f) In just a few sentences, briefly explain why the curve(s) you indicated would shift have shifted.
If no curves shift, you can say none shift. (5 points)
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(g) Re-draw the short-run equilibrium plot from part (a) here. Label the starting short-run
equilibrium A (as in your plot from part (a)). Draw any curve(s) that you indicated would
shift in part (d) with a dashed line. Label the new short run equilibrium that results from
the shifted curves with a B. I have not given you specific information about how much the
curve(s) have shifted, so simply draw a generic shift in the direction you indicated the curve
would shift. If no curves shift, simply re-draw your plot from part (a) above. (5 points)

(h) What happens to each price levels and output (GDP) as a result of a shift to the equilibrium
from point A to point B in your plot for part (g)? (2 points)
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(i)

If we assume that the Federal government would like the economy to operate at or close
to full employment (i.e. potential output), has the balanced budget amendment helped or
hindered the economy in attaining full employment relative to our starting equilibrium, point
A? Briefly, in just a few sentences, explain why the balanced budget amendment has helped
or hindered the economy in operating at full employment. (4 points)

Now assume that the Federal government is no longer subject to a balanced budget
amendment. That is, it can run deficits if it wants. What does the U.S. government do to
finance (i.e. pay for) a deficit when one occurs?

(Note: There are two things in theory that governments can do. One of them, that we’ve
barely talked about in class, is that the government can just print money, thereby creating
inflation while it eliminates its deficits. I'm asking you about the other way that we’ve talked
about in class. Hint: It’s the government equivalent of what you might do if you were short
on cash one month and needed to cover your expenses.) (2 points)
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(k) “Capital is a factor of production.” In just a few sentences, explain what capital is in
economic terms, and what that statement in quotations means.

(Note: You need to say more than “capital can shift the LRAS” or “capital can generate
economic growth” because the next part of the problem (1) already tells you that. You need
to explain what it means for capital to shift the LRAS. How does it do it?) (2 points)

(1) One of the ways a balanced budget could matter for the macroeconomy has to do with the
long run. In the long run, capital is one factor of production that determines potential output
(i.e. the location of the Long Run Aggregate Supply (LRAS) curve). List two other factors
that determine potential output. Another (equivalent) way of asking this question is: Give
two other factors besides capital that can shift the LRAS curve (thereby generating economic
growth). (2 points)
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(m)

Consider the LRAS curve. In a few sentences, briefly explain how consumer savings can in-
crease potential output. Another equivalent way of asking this question is: How can consumer
savings shift the LRAS to the right? A further equivalent way of asking this question is: How
can consumer savings contribute to economic growth?

(Note: You may want to think back to our in-class exercise with the wheat producers and
the ploughs as you formulate your answer. Furthermore, there’s a reason I asked you to list
factors that can shift the LRAS curve in part (1) above. Think about the connection between
savings and those factors that you listed, as well as capital.) (4 points)

Consider that consumers have a choice between saving their money by buying a government
bond, or saving their money in a bank that uses its liabilities to make loans to firms. Given
what the beginning of the problem said about what comprises government expenditures, and
given your explanation for how consumer savings is related to shifts in the LRAS in part (m)
above, which method of saving (buying government bonds or saving money in a bank) is
more likely to increase potential output? In just a few sentences, briefly explain why. (5
points)
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(0)

Now assume that the Federal government would like to generate economic growth (i.e. increase
potential output, i.e. shift LRAS to the right). Consider your answers to parts (j)-(n) of
this problem. If the government is running a deficit (i.e. is not subject to a balanced budget
amendment), does that help or hinder the economy in generating economic growth? Briefly,
in just a few sentences, explain why the lack of a balanced budget amendment (i.e. the fact
that the government has run a deficit) has helped or hindered the economy in generating
economic growth. (4 points)

Now that you’ve considered some of the consequences of a balanced budget amendment, you
can formulate a normative statement about this amendment. Write a normative statement
about the balanced budget amendment and fiscal policy. Your statement must include the
word “because”, followed by some sort of explanation. You aren’t being judged on whether
I agree or disagree with your normative statement (you don’t even have to agree with your
normative statement!); only on whether what you write successfully qualifies as normative.

However, any factual (i.e. positive) components of your statement need to be accurate. (2
points)
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