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Part I.  True-False Questions (1 point each).  Indicate on the answer sheet provided whether each of the following statements is true (T) or false (F).

1.
Referring to Figure 1, if the economy is currently on production possibilities curve PP3, the bundle of goods at point E is unobtainable given society’s current resources and technology.
2.
According to Figure 1, if the economy is operating on production possibilities curve PP1, then the opportunity cost of one unit of consumer good is greater at point C than it is at point B.

3.
According to the demand and supply model, a surplus causes price to increase while a shortage causes price to fall.

4.
Referring to Figure 2, if a price ceiling of $2 was removed, producers’ revenues would increase by $70.

5.
The price elasticity of demand is lower for goods with few close substitutes.
6.
If the price elasticity of demand equals 1.25, an increase in price will cause consumer expenditures on the product to increase.

7.
Given demand, the more inelastic the supply of a product, the larger the portion of an excise tax which is borne by producers.

8.
Rising long-run average costs are explained by the law of diminishing marginal returns.

9.
If the marginal product of labor was positive, but falling, the firm’s output is increasing at a decreasing rate.

10.
In Figure 3, at output Q2, ATC and MC are the same.
11.
According to Figure 4, in the short-run, the loss-minimizing competitive firm will shut down and incur a loss of area FIKJ.
12.
Referring to the competitive industry shown in Figure 5, in the long run, firms will exit, the market price will increase, the market output would decrease, and the profits of the typical firm will increase.
13.
The long-run industry supply curve for a perfectly competitive, decreasing-cost industry is downward sloping.

14.
Holing everything else constant, the profit-maximizing monopolist shown in Figure 6 will produce output Q and incur a loss equal to area BADE in the short run; however, in the long run the monopolist would leave the industry.

15.
People who are unemployed because they have no marketable skil1s are said to be cyclically unemployed.

16.
GDP includes the federal government’s transfer payments and interest the federal government pays on the national debt.
17.
An increase in the price level causes a decrease in the supply of loanable funds, resulting in an increase in the nominal interest rate and less funds being lent to borrowers.
18.
A decrease in stock prices implies household spending on goods and service to fall, which results in a decrease in aggregate demand, causing both the price level and real GDP to fall in the short run.
19.
If the economy is experiencing an inflationary gap, the self-correcting mechanism will use inflation - - both rising nominal wages and a rising price level - - to return the economy to long-run equilibrium at full employment.
20.
To combat a recession caused by a decrease in aggregate demand, the Federal reserve would increase the money supply by either conducting an open market sale, raising the discount rate or increasing the required reserve ratio.
Part II.  Multiple Choice Questions (3 points each).  Indicate the best answer for each question on the answer sheet provided.

1.
Referring to the production possibilities curve in Figure 7, which of the following statements is false?
A.
Given production possibilities curve PP1, point D represents a bundle of goods that society could produce, but it would entail inefficient use of resources with unemployed factors of production.

B.
Given production possibilities curve PP2, point F shows a bundle of goods that society cannot produce given current resources and technology.
C.
Given production possibilities curve PP2, with free international trade, society may be able to consume the bundle of goods at point F.
D.
Resources in the economy are not specialized as they can be freely moved between the production of Goods X and Y with constant opportunity cost.
E.
An increase in technology could shift the production possibilities curve from PP1 to PP2.
2.
Referring to Figure 7, which of the following would shift the production possibilities curve from PP2 to PP1?
A.
An increase in capital.

B.
An increase in labor.

C.
A decrease in the educational attainment of the labor force.

D.
All of the above.

E.
None of the above.

3.
If a production possibilities curve exhibits the law of increasing cost, this means:
A.
the production possibilities curve bows outwards from the origin.

B.
resources in the economy are specialized as some inputs are not equally suited to produce alternative goods.

C.
that to produce more of one good, society must sacrifice larger and larger amounts of the alternative good.

D.
All of the above.

E.
None of the above.

Answer the next three questions using Table1 which shows the production possibilities curves of two countries, Nation A and Nation B.
	Table 1

	Production Possibilities Curve for Nation A
	
	Production Possibilities Curve for Nation B

	
	A
	B
	C
	D
	E
	
	
	A
	B
	C
	D
	E

	Tea
	12
	9
	6
	3
	0
	
	Tea
	4
	3
	2
	1
	0

	Pots
	0
	3
	6
	9
	12
	
	Pots
	0
	3
	6
	9
	12


4.
According to the data in Table 1, you can correctly conclude:
A.
that resources in both countries are not specialized.

B.
that both countries have straight-line production possibilities curves that exhibit constant cost.

C.
that the production possibilities curves for both countries exhibits the law of increasing cost.

D.
that Nation A has a comparative advantage in both tea and pots.

E.
Both A and B.

5.
On the basis of the information in Table 1, you can correctly conclude that:
A.
the opportunity cost of one unit of tea in Nation A is 3 units of pots.

B.
Nation A should export pots.

C.
the opportunity cost of one more pot in Nation B equals one unit of tea.
D.
Nation B should export tea.

E.
Nation B has a comparative advantage in the production of pots.

6.
Given the information in Table 1, what are the limits of the terms of trade between Nations A and B?

A.
Between 1 tea = 2 pots and 1 tea = 6 pots.

D.
Between 1 tea = 1 pot and 1 tea = 3 pots.
B.
Between 1 tea = 3 pots and 1 tea = 6 pots.

E.
Between 1 tea = 2 pots and 1 tea = 3.5 pots.
C.
Between 1 tea = 1/3 pot and 1 tea = 1 pot.

7.
If a straight line, positively sloped supply curve cuts the origin, then the price elasticity of supply:
A.
equal one for every unit of output.



D.
decreases as output increases.
B.
is less than one for every unit of output.


E.
increases as output increases.
C.
is greater than one of every unit of output.
8.
If demand is perfectly elastic, a decrease in supply means:

A.
the market price will increase while the market quantity will decrease.

B.
the market quantity will fall, but the market price remains constant.

C.
the market quantity will increase, but the market price remains constant.

D.
the market price will increase, but the market quantity remains constant.
E.
the market price will fall, but the market quantity remains constant.
9.
The demand for a product is said to be inelastic with respect to price if:
A.
the price elasticity of demand is greater than 1.

B.
consumers are relatively unresponsive to a change in the price of the good.
C.
if the absolute value of the percentage change in quantity demanded is greater than the absolute value of the percentage change in price.

D.
a decrease in price is means an increase in producers’ revenues.

E.
an increase in price means a decrease in producers’ revenues.

10.
Figure 8 shows demand and supply curves for Good X.  Which of the following would cause the demand curve in Figure 8 to shift from D1 to D2?
A.
A decrease in the price of Good X.
B.
A decrease in the price of Good S, a substitute for Good X.
C.
A fall in consumer incomes, assuming Good X is a normal good.

D.
A decrease in the price of Good K, a complement with Good X.

E.
None of the above.

11.
Referring to Figure 8, which of the following would cause the supply curve of Good X to shift from S1 to S2?
A.
An increase in the price of Good X.

B.
A decrease in the number of firms that produce Good X.

C.
A decrease in the wage paid to workers who produce Good X.

D.
The government imposes a $1 per unit excise tax on producers of Good X.

E.
A series of hurricanes that destroyed several factories that produce Good X.

12.
If both producers and consumers expect the price of Good Y to increases in the future, then:
A.
the current price of Good Y will decrease, but the change in the current market output of Good Y is indeterminate.

B.
the current price of Good Y will increase, but the change in the current market output of Good Y is indeterminate.

C.
the current market output of Good Y will increase, but the change in the current market price of Good Y is indeterminate.
D.
the current market output of Good Y will decrease, but the change in the current market price of Good Y is indeterminate.

E.
both the current market price and the current market quantity of Good Y will increase.

Table 2 shows the domestic demand and supply curves for Good X.  The world price for Good X is equal to $1, which the country would take as given if it were open to free international trade.
	Table 2

	Quantity Supplied (domestic)
	Price
	Quantity Demanded Domestic

	12
	$5
	2

	10
	4
	4

	7
	3
	7

	4
	2
	11

	1
	1
	16


13.
According to the information in Table 2, which of the following statements is false?
A.
If this nation was closed to international trade, the equilibrium price would be $3 and the equilibrium quantity would be 7 units.
B.
If there was free trade but the government imposed a $1 per unit tariff on foreign goods, domestic producers’ revenue would increase from $1 to $8 and the after-tax revenues of foreign producers falls from $15 to $7.
C.
If there was free trade, establishing a quota of 7 imported units will generate $7 of revenue for the domestic country’s government.
D.
If there was free trade, imposing a $1 per unit tariff on foreign imports would generate $7 of revenue for the domestic country’s government.
E.
If there was free trade, establishing a quota of 7 imported units would cause the revenues of foreign producers to fall from $15 to $14.
14. 
Figure 9 shows the short-run, before-tax and after-tax equilibria of a market where the government imposed a per unit excise tax on producers.  Referring to Figure 9, which of the following statements are true?
A.
The excise tax equal $4 per unit.
B.
The government’s tax receipts equal $160.
C.
Demand must be relatively less elastic than supply because the $160 tax burden on consumers is greater than the $80 tax burden on firms.

D.
The price elasticity of demand must be equal to 0 because consumers pay all of the tax.
E.
Answers A, B, and D are all true.

15.
Assume that the supply curve of Good X is perfectly inelastic while the demand curve for Good X is downward sloping.  If the government imposes a $2 per unit excise tax on producers of Good X:
A.
the market price of Good X will increase by $2.



D.
the market price of Good X doesn’t change.
B.
the market price of Good X will increase by less than $2.

E.
the market price of Good X falls by $2.
C.
the market price of Good X will increase by more than $2.
16.
Which of the following statements concerning the relationships between total product or output (Q), average product (AP), and marginal product (MP) is not correct?

A.
MP cuts AP at the maximum MP.

B.
AP reaches a maximum before Q reaches a maximum.

C.
Q reaches a maximum when the MP of the variable input becomes zero.

D.
AP continues to rise as long as Q is increasing.
E.
When Q is falling, MP is negative.
17.
Figure 10 shows the short-run cost curves of a firm.  Referring to Figure 10, which of the following statements is true when the firm produces Q1?

A.
Fixed cost is equal to line segment DE.









B.
The total cost of producing Q1 is equal to area 0BEQ1.

C.
At output Q1, the average product of the variable input is falling.

D.
The firm is experiencing diminishing marginal returns.

E.
Variable cost equals area 0ADQ1.
18.
When the price of a variable input increases:

A.
the firm’s ATC, AVC, AFC, and MC curves all shift up.

B.
the firm’s ATC and AFC curves shift upwards, but the firm’s AVC and MC curves are not affected.

C.
the firm’s ATC, AVC, and MC curves shift upwards, but the firm’s AFC remains constant.

D.
the firm’s ATC and AVC curves shift upwards, but the firm’s AFC and MC curves don’t shift.

E.
the firm’s ATC, AVC, and MC curves shifted downwards, but the firm’s AFC is unaffected.

19.
Which of the following would contribute most to a firm experiencing “economies of scale”?

A.
The law of diminishing marginal returns.

B.
Rising long-run average cost.

C.
Deterioration of information and control within a firm as the size of its plant increases.

D.
The firm experiences increased labor, capital, and managerial specialization as plant size increases.

E.
The presence of fixed inputs.

20.
Both a profit-maximizing competitive firm and a profit-maximizing pure monopolist will shut down in the short run if:
A.
P < AVC.
B.
ATC > P > AVC.

C.
P < ATC.
D.
MC < ATC.

E.
P = ATC.
21.
Both a competitive firm and a pure monopolist will maximize profits by producing that output where:

A.
P = MC.


B.
MR = MC.

C.
P = minimum ATC.

D.
P = minimum AVC.

22.
The short-run supply curve for a firm in a perfectly competitive industry is:
A.
the upward sloping section of the firm’s AVC curve.

B.
the upward sloping section of the firm’s ATC curve.

C.
the section of the MC curve above the ATC curve.

D.
the entire MC curve.

E.
the section of the MC curve above the AVC curve.
23.
Assume a perfectly competitive industry making Good X is in long-run equilibrium.  If the demand for Good X increases, what happens to the market price, the market output, and profits of a Good X producer in the short run?
A.
Price decreases, output increases, and profits decrease.

D.
Price increases, output increases, and profits increase.
B.
Price increases, output decreases, and profits increase.

E.
Price decreases, output decreases, and profits increase.
C.
Price decreases, output decreases, and profits decrease.

24.
Assume a perfectly competitive industry making Good X was initially in long-run equilibrium, but demand increased and the industry moved to its new short-run equilibrium.  As the industry further adjusts to its new long-run equilibrium, what happens to the market price, the market output, and the profits of a Good X producer?

A.
Price decreases, output increases, and profits decrease.

D.
Price increases, output increases, and profits increase.
B.
Price increases, output decreases, and profits increase.

E.
Price decreases, output increases, and profits increase.
C.
Price decreases, output decreases, and profits decrease.

25.
If a purely competitive, constant-cost industry is in long-run equilibrium and the price of a variable input falls, which of the following will happen in the short run?
A.
The market price will increase, the market output will increase, and the profits of the typical firm will increase.

B.
The market price will decrease, the market output will decrease, and the profits of the typical firm will decrease.

C.
The market price will increase, the market output will decrease, and the profits of the typical firm will decrease.

D.
The market price will decrease, the market output will increase, and the profits of the typical firm will increase.

E.
Both market price and market output will not change, but the profits of the typical firm will increase.

26.
If a purely competitive, constant-cost industry is in long-run equilibrium and the price of a variable input falls, which of the following will happen in the long-run?
A.
Market price and market output will not change.


D.
Market price will increase and market quantity will fall.
B.
Both market price and market output will fall.


E.
Both market price and output will increase.
C.
Market price will fall and market output will rise.
27.
If the price of a variable input decreases, a profit-maximizing monopolist will:
A.
increase price and increase output.


D.
decrease price and increase output.
B.
decrease price and decrease output.


E.
not change price and will not change output.
C.
increase price and decrease output.

28.
Figure 11 shows the demand and marginal revenue curves for a pure monopolist.  Referring to Figure 11, which of the following statements is false?
A.
The price elasticity of demand is greater at price P1 than it is at price P2.

B.
If variable cost and marginal cost always equal to zero, the profit-maximizing price is P3, the profit-maximizing output is Q3, and profits would equal P3Q3 minus fixed cost.

C.
If price equals P4 and output is Q4, consumers are relatively more responsive to a change in price.
D.
A profit-maximizing monopolist would never sell output greater than Q3.
E.
At P3, demand is unitary elastic and P3Q3 is the maximum revenue the firm can earn for the given demand curve.
29.
Figure 12 shows a profit-maximizing, pure monopolist.  According to Figure 12:
A.
the profit-maximizing monopoly will charge price P1, produce output Q3, and earn only normal profits.

B.
if price is P2 and output is Q2, then society welfare is maximized; but, the monopoly would have to raise price and lower output to maximize profits.

C.
the profit-maximizing monopoly exhibits productive efficiency as it produces at lowest cost per unit.

D.
All of the above.

E.
Only B and C are true.

30.
Which of the following statements about GDP is true?
A.
The largest component of GDP is government spending on goods and services.
B.
When calculating GDP, investment includes the money spent purchasing stocks and bonds.

C.
If real GDP declines in a given year, nominal GDP may have either increased or decreased.

D.
Consumption includes household expenditures on used cars.

E.
GDP includes both the price of the final good ultimately bought by the consumer and the prices of intermediate goods used to make the final good.
31.
Suppose there are 5 million unemployed workers seeking jobs.  After a period of time, 1 million of them become discouraged over their job prospects and cease to look for work.  As a result of this, the official unemployment rate would:
A.
increase in the short run but eventually decline.

D.
decrease.
B.
increase.










E.
remain unchanged.
C.
decrease in the short run but eventually increase.

32.
Which of the following statements is about inflation is correct?
A.
Inflation means that all prices are increasing by the same rate.

B.
Unexpected inflation benefits creditors and those on fixed incomes, but it hurts debtors.

C.
If the price level increases from 110 to 115, then the inflation rate was 5%.

D.
The consumer price index is a measure of the overall cost of the goods and services bought by a typical consumer.

E.
None of the above statements are true.

33.
According to the loanable funds model, which of the following would cause the nominal interest rate to increase?
A.
An increase in expected inflation.

B.
An increase in the government budget deficit.

C.
A decrease in the money supply.

D.
All of the above.
E.
None of the above.

34.
Using the AD-LRAS-SRAS model, assume the economy was initially at full-employment, long-run equilibrium.  If business become more pessimistic and they expect future profits to fall, which of the following would describe the economy’s move to its new short-run equilibrium?
A.
The SRAS will shift to the left, causing the price level to increase and real GDP to fall as the economy experiences a recessionary gap.

B.
The SRAS will shift to the right, causing the price level to decrease and real GDP to increase as the economy experiences an inflationary gap.

C.
The AD curve will shift to the right, causing both the price level and real GDP to increase as the economy experiences an inflationary gap.

D.
The AD curve will shift to the left, causing both the price level and real GDP to decrease as the economy experiences a recessionary gap.
E.
None of the above.

35.
Assume the economy was initially at full-employment, long-run equilibrium, but there was a fall in the profits expected by businesses, and the economy moved to its new short-run equilibrium.  According to the self-correcting mechanism, in the long run:
A.
a loose labor market causes wages to fall, the SRAS shifts to the right, the price level will fall, and output will increase to the full-employment level.

B.
a tight labor market causes wages to increase, the SRAS shifts to the left, the price level will increase, and output will decrease to the full-employment level.

C.
the economy will return to full-employment output because the government will shift the AD curve to the right by either increasing government spending on goods and services, decreasing taxes, or increasing the money supply.

D.
the economy will return to full-employment output because the government will shift the AD curve to the left by either decreasing government spending on goods and services, increasing taxes, or decreasing the money supply.

E.
None of the above.

36.
Assume the economy was initially at full-employment, long-run equilibrium, but there was a fall in the profits expected by businesses, and the economy moved to its new short-run equilibrium.  Unlike Monetarists, Keynesians would argue that:

A.
the self-correcting mechanism takes too long and the government should return the economy to full employment output by shifting the AD to the right by running a larger deficit or by increasing the money supply.

B.
the self-correcting mechanism implies inflation and the government can avoid future price increases by returning the economy to full-employment output by shifting the AD curve to the left by running bigger surpluses or decreasing the money supply.

C.
markets work and the self-correcting mechanism will promptly return the economy to full employment.

D.
policy lags take longer than the self-correcting mechanism and demand-side policy results in a price level and real GDP that are less stable.
37.
Stagflation occurs in the short run when:
A.
a decrease in the SRAS curve causes an increase in the price level and a decrease in real GDP.

B.
an increase in the SRAS curve causes a decrease in the price level and an increase in real GDP.

C.
an increase in the AD curve causes an increase in both the price level and real GDP.

D.
a decrease in the AD curve causes a decrease in both the price level and real GDP.

38.
Assuming that the government doesn’t resort to accommodating demand-side policy, in the long run the economy will adjust to a temporary decrease in the SRAS curve with:
A.
an increase in aggregate demand.

D.
a decrease in the SRAS curve.
B.
a decrease in aggregate demand.

E.
an increase in the SRAS curve.
C.
an increase in the LRAS curve.

39.
When banks borrow from the Federal Reserve, the interest rate they pay on the loan is called:
A.
the federal funds rate.


D.
the three-month Treasury bill rate.
B.
the prime interest rate.


E.
the required reserve ratio.
C.
the discount rate.

40.
Which of the following actions by the Federal Reserve would shift the AD curve to the left?
A.
An open market purchase.

B.
Reducing the discount rate.

C.
Lowering the required reserve ratio.

D.
All of the above.

E.
None of the above.
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PART I. TRUE (T) or FALSE (F)


PART II. MULTIPLE CHOICE

--------------------------------------------

-------------------------------------------------------------

1. ______
11. ______


1. ______
11. ______
21. ______
31. ______
2. ______
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32. ______
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7. ______
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27. ______
37. ______
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9. ______
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19. ______
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Part III. Short Answer Questions (60 points).  Give a complete, but concise answer for each of the following questions.  Answer each question with complete sentences.  Use math, graphs, or equations to help explain each answer.  If you require more space, write on the back, indicating that you have done so and clearly labeling each answer.
1.
Describe how a tariff on Japanese steel affects the U.S. steel market and the U.S. car market.  Explain whether the tariff on Japanese steel protects U.S. jobs.  (10 points)
2.
Using a graph showing the firm’s short-run average cost curves, prove that a profit-maximizing, perfectly competitive firm would minimize losses by shutting down in the short run if the current market price was less than the firm’s average variable cost.  (10 points)
3.
Using a graph depicting demand, marginal revenue, marginal cost, and average cost curves, illustrate and describe the special case where a profit-maximizing monopolist earns only a normal profit in the short run.  Be sure to indicate the short-run, profit-maximizing price and output.  Given this case, suppose fixed cost increase.  What happens to the monopolist’s profit-maximizing price and output in the short run?  Explain.  What does the monopolist do in the long run?  Explain.  (10 points)
4.
Assume the economy is at full employment.  Using the aggregate demand-aggregate supply model, illustrate and explain the short-run effects of a decrease in consumer confidence.  Using your graph, illustrate and explain how the self-correcting mechanism will return the economy to full-employment output in the long-run.  Given a short-run decline in consumer confidence, illustrate and explain how fiscal and monetary policy be used to return the economy to full employment.  (10 points)
5.
Using the AD-LRAS-SRAS model, assume the economy was at full-employment in long-run equilibrium.  Now suppose there was a short-run supply shock caused by an increase crude oil prices. First, illustrate and describe how the increase in oil prices affect the price level and real GDP in the short-run.  Next, compare and contrast what would happen if the government did nothing or if the government used accommodating policy.  Illustrate and describe the differences.  (10 points)

6.
 Use the AD-SRAS-LRAS model to answer the following questions.  (10 points)
A.
Assume the economy is initially in long-run equilibrium at full-employment output.  Illustrate and describe how a decrease in the money supply affects the price level and real GDP in the short run.

B.
There are three tools of monetary policy.  List three ways the Federal Reserve can decrease the money supply.

C.
Holding everything else constant, use your graph in part (A) to illustrate and describe the long-run effects of the decrease in the money supply.

D.
Explain how your results in part (C) agree with the Classical Quantity Theory of Money.
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