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Winter Quarter 2005 - 2006

Answer Sheet and Short Answer Questions -- Final Exam - - Exam Booklet #______

PART I. TRUE (T) or FALSE (F)


PART II. MULTIPLE CHOICE

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

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

1. __F____
11. __F____


1. D______
11. C______
21. D______
31. C______
2. __T____
12. __T____


2. B______
12. E______
22. A______
32. D______

3. __F____
13. ___T___


3. C______
13. D______
23. B ______
33. B______

4. __T___
14. __T____


4. B______
14. C______
24. C______
34. C______

5. __F___
15. ___F___


5. D______
15. D______
25. B______
35. B______

6. __F____
16. __T____


6. B______
16. D______
26. E______
36. D______

7. __F____
17. __T____


7. D______
17. B______
27. D______
37. D______

8. __F____
18. __F____


8. B______
18. A______
28. D______
38. D______

9. __F____
19. __F____


9. C______
19. E______
29. D______
39. C______

10. _T____
20. __F____


10. D_____
20. C______
30. E______
40. E______

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.
Assume a profit-maximizing monopolist is earning economic profits in the short run.  Illustrate and explain what happens to the monopolist’s price and output if the government imposes a $1 per unit excise tax on the monopolist.  (10 points)
2.
During the past year, the growing economies of China and India resulted in increased demand for crude oil while the political and military uncertainties of the Middle East and the hurricanes in the Gulf of Mexico decreased the supply of crude.  Using two supply and demand curves, one showing the world market for crude and the other showing the U.S. market for gasoline, illustrate and explain how the shocks to the world crude market affected the U.S. gasoline market.  (10 points)
3.
Assume a constant-cost, perfectly competitive industry produces an inferior good.  Using two graphs, one showing the market demand and supply curves of the good and the other showing the average cost curves of t he typical firm, illustrate and describe how a prolonged recession affects the industry and the typical firm, both in the short and long run.  (10 points)
4.
Using the aggregate demand-aggregate supply model, illustrate and describe the short-run and the long-run effects of a decrease in taxes.  Explain what happens to consumption, investment, net exports, the price level, employment, the interest rate, and output, both in the short and long run.  (10 points) 
5.
Using the AD-SRAS-LRAS model, illustrate and describe the short-run effect of an increase in crude oil prices, a negative supply shock.  Policymakers can either use accommodating policy or let the self-correcting mechanism return the economy to full employment.  Use your graph to illustrate and describe how these two approaches differ.  (10 points)
6.
Use the simple money multiplier model to answer the following questions.  Assume that there is no change in currency, no change in time deposits, and banks don’t hold excess reserves.  (10 points)
A.
Fill in the blanks below, indicating whether the given variable increases (↑) or decreases (↓) after an open market purchase.  (4 points)
open market purchase → ___ reserves → ___ loans → ___ deposits → ___ money supply

B.
Below are two consolidated balance sheets for all depository institutions.  The balance on the left is the initial balance sheet.  The required reserve ratio is 5%.  All numbers are in billions of dollars.  Now assume the government conducts an open market purchase, buying $5 billion of government securities from depository institutions.  Fill in the blanks in the balance sheet on the right to show what happens to reserves, loans, and deposits after the deposit expansion (or contraction) process is over and there are no positive (or negative) excess reserves.  (6 points)
	Consolidated Balance Sheet of Depository Institutions

Before Open Market Purchase
	
	Consolidated Balance Sheet of Depository Institutions

After the Deposit Expansion (or Contraction)

 Process Is Over

	Assets
	Liabilities & Net Worth
	
	Assets
	Liabilities & Net Worth

	Reserves
	10
	Deposits
	200
	
	Reserves
	_____
	Deposits
	_____

	Gov’t Securities
	30
	
	
	
	Gov’t Securities
	25
	
	

	Loans
	160
	
	
	
	Loans
	_____
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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.
A simultaneous increase in supply and demand must lead to an increase in equilibrium price and an increase in equilibrium quantity.

2.
A positive cross price elasticity of demand indicates that the two goods are substitutes.

3.
Referring to Figure 1, a technological advance in the production of food would cause the production possibilities curve to shift from curve
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4.
Referring to Figure 1, the production possibilities curve will shift from
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 if the natural resources are being depleted.

5.
If the price elasticity of demand for good X equals 1.34, then as the price of X falls, firms’ total revenue also falls.

6.
Referring to Figure 2, if the price ceiling is set at price 0B, then a shortage equal to LG occurs.

7.
When marginal product of the variable input begins to decrease, total product (or total output) also begins to decrease.

8.
If a lump sum tax of $100 is imposed on a firm, its ATC curve will shift up by a vertical distance equal to $100.

9.
Diseconomies of scale are caused by diminishing marginal returns.

10.
When firms leave the perfectly competitive industry depicted in Figure 3, input prices decrease.

11.
In the short run, a profit-maximizing, perfectly competitive firm will not produce if price is less than ATC.

12.
If the price elasticity of demand for a monopolist’s product is equal to one, then the monopolist’s marginal revenue equals 0 and the firm is maximizing total revenue.

13.
Without regulation, monopolists will produce at an output level where the marginal benefit is greater than the marginal cost.

14.
If an economy is characterized by persistent inflation, then nominal GDP will usually be greater than real GDP.

15.
Unanticipated inflation benefits creditors and savers.

16.
In the long-run, classical macroeconomic model, if the money supply doubles, the price level doubles, but the real wage remains constant.

17.
Holding everything else constant, the demand for loanable funds decreases during a recession and the interest rate falls.

18.
According to the self-correcting mechanism if there is an inflationary or expansionary gap, the short-run aggregate supply curve shifts to the right.

19.
If the Fed fears inflation, it will decrease aggregate demand by buying government securities.

20.
The case for activist policy is stronger when the self-correcting mechanism occurs promptly and there are long policy lags.

Part II.  Multiple Choice Questions (3 points each).  Indicate the best answer for each question on the answer sheet provided.

1.
Which of the following statements is true about the production possibilities curve shown in Figure 4?

A.
Given current resources and technology, the bundle of goods at point D is currently unobtainable for this society.

B.
Given current resources and technology, the bundle of goods at point E can be produced, but to do so involves the inefficient use of resources.

C.
Society will always prefer the bundle of goods at point B over the bundle of goods at point A or point C.

D.
The opportunity cost of producing capital goods increases as society moves from point B to point A.

E.
This economy uses unspecialized resources that can freely and easily move between production of consumer or capital goods.

2.
Referring to Figure 5, which of the following would cause the production possibilities curve to shift outwards from PP1 to PP2?

A.
A decrease in capital.

B.
An improvement in the technology used in the production of both Good Y and Good Z.








C.
A fall in the level of human capital attained by each worker.

D.
The unemployment rate falls, approaching the natural rate of unemployment, which has remained constant.

E.
Both B and D.

3.
Figure 6 shows the production possibilities curve of country Alpha and the production possibilities curve of country Beta.  According to Figure 6:

A.
both countries have specialized resources and exhibit the law of increasing costs.

D.
Both A and B.

B.
Beta has a comparative advantage in the production of food.





E.
Both A and C.

C.
Beta has a comparative advantage in the production of shelter.

Table 1 lists the production possibilities curves for two countries, Country I and Country II.

	Table 1

	Country I’s Production Possibilities Curve
	
	Country II’s Production Possibilities Curve

	Product
	A
	B
	C
	D
	E
	F
	
	Product
	A
	B
	C
	D
	E
	F

	Rice
	75
	60
	45
	30
	15
	0
	
	Rice
	25
	20
	15
	10
	5
	0

	Corn
	0
	5
	10
	15
	20
	25
	
	Corn
	0
	10
	20
	30
	40
	50


4.
According to the data in Table 1:
A.
the opportunity cost of producing one more unit of corn in Country I equals one-third a unit of rice.

B.
free trade is mutually beneficial and one possible terms of trade is 1 unit of rice = 1 unit of corn.

C.
Country I has a comparative advantage in corn.

D.
the opportunity cost of producing one more unit of corn in Country II equals 2 units of rice.

E.
Country I exhibits increasing opportunity costs while Country II exhibits constant opportunity costs.

Figure 7 shows the demand and the supply curves for good X.
5.
In Figure 7, the shift in the demand curve from D0 to D1 might be caused by:

A.
a decrease in income if good X is inferior.






B.
an increase in the price of good Y, where goods X and Y are substitutes.






C.
an increase in the price of good X.

D.
an increase in the price of good Z, where goods X and Z are complements.

E.
an increase in income if good X has a positive income elasticity of demand.

6.
Referring to Figure 7, a shift in the supply curve from S0 to S1 might be explained by:

A.
a decrease in the price of good X.

B.
an increase in the wage rates paid to laborers in the production of good X.

C.
an increase in the number of firms producing good X.

D.
an improvement in the technology for producing good X.

E.
a decline in the price of a raw material used in producing good X.

7.
According Figure 7, if the current supply curve was S1 and the current demand curve was D0, then:

A.
at any price above 0G, a shortage would occur.

B.
0F represents a price which would result in a surplus of AC.

C.
a surplus of GH would occur.

D.
a price ceiling equal to 0F would be binding and result in a shortage equal to AC.

E.
None of the above.

8.
Given a negatively sloped, linear demand curve, as price increases:

A.
the price elasticity of demand decreases.


D.
the firms’ total revenue never changes.

B.
the price elasticity of demand increases.


E.
the firms’ total revenue always decreases.

C.
the price elasticity of demand doesn’t change.

9.
Assume the demand for a product is perfectly inelastic.  If government establishes a price floor which is $2 above the equilibrium price:

A.
the resulting shortage will be greater the more elastic supply.

 

B.
the resulting shortage will be greater the less elastic supply.

C.
the resulting surplus will be greater the more elastic the supply.

D.
the resulting surplus will be greater the less elastic the supply.

E.
it won’t be binding.

10.
Which of the following statements is correct?
A.
Demand is more elastic in the short run than in the long run.

B.
Demand is more elastic when a small number of substitutes are available.

C.
Demand is more elastic if the good is a necessity rather than a luxury.

D.
Demand is more elastic the greater the proportion of one’s income that is spent on the product.

E.
If the supply curve cuts the vertical axis, at every price, supply is inelastic.

Figure 8 shows the demand and supply for a product before and after the government imposes a per unit tax on every firm. In Figure 8, S is the before-tax supply curve and St is the supply curve after the imposition of an excise tax.
11.
Which of the following statements about Figure 8 is false?

A.
The tax causes a fall in consumer surplus equal to area A + B + F.
D.
The tax burden on consumers equals area A + B.

B.
The deadweight loss of the tax is equal to area E + F.



E.
The tax burden on firms equals area C.

C.
The government’s tax revenue equals area A + B.

12.
If the United States were to impose a quota on wristwatches imported from Switzerland, the:

A.
United States would reduce its export of watches.

B.
price of watches in Switzerland would rise.

C.
price of watches in the United States would remain the same, but the quantity will fall.

D.
the quantity of watches produced in the United States would decline.

E.
total quantity of watches purchased by U.S. consumers would decline. 

13.
Figure 9 shows the average product and the marginal product of a variable input.  Referring to Figure 9, you can correctly conclude that:

A.
ATC is minimized when C workers are hired.

B.
diminishing returns initially sets in when D workers are hired.

C.
total output or total product is maximized when C workers are hired.

D.
MC = AVC when C workers are hired.

E.
None of the above.

14.
The vertical distance between a firm’s ATC and AVC curves represents:

A.
FC which remains constant as output increases.

D.
AFC which increases as output increases.

B.
AFC which remains constant as output increases.

E.
MC which increases as output increases.

C.
AFC which decreases as output increases.

15.
If marginal cost is:

A.
falling, then average total cost must be rising.
D.
rising, then average total cost could be either falling or rising.

B.
falling, then marginal product must be falling.
E.
falling, then average total cost could be either falling or rising.

C.
rising, then average total cost must be rising.

16.
If the price of a variable input increases:
A.
then the ATC, AVC, MC, and AFC curves all shift upward.

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

C.
the ATC and AVC curves shift upwards, but the MC and AFC curves remain unchanged.

D.
the ATC, AVC, and MC curves shift upwards, but the AFC curve remains unchanged.

E.
the market supply curve of the product would shift to the right.

17.
Curve AC in Figure 10 is the firm’s long-run average cost curve.  Which of the following statements about Figure 10 is true?

A.
The plant associated with point C is being used under capacity.



B.
The movement from B to C reflects diseconomies of scale 

C.
The plant associated with point A is being used over capacity.

D.
Along curve AC, at least one input must be fixed.

E.
Curve AC is U-shaped because of the law of diminishing marginal returns.

18.
Diseconomies of scale primarily arise because:

A.
of the difficulties involved in managing and coordinating a large business enterprise.

B.
beyond some point the marginal product declines as additional units of a variable input (e.g., labor) are added to a fixed input (e.g., capital).

C.
of increased labor, capital, and managerial specialization.

D.
by-products of production are used more efficiently and firms receive volume discounts because they are purchasing more inputs in bulk.

E.
Both C and D.

19.
Figure 11 shows a perfectly competitive firm in the short run.  According to Figure 11, in the short run, if the current market price was:

A.
P4, the profit-maximizing firm would produce 30 units and incur a loss that is less than fixed cost in absolute value.

B.
P3, the profit-maximizing firm would produce 62 units and incur a loss equal to fixed cost in absolute value.

C.
P2, the profit-maximizing firm would produce 44 units, but it would leave the industry in the long run.

D.
P3, the profit-maximizing firm would shut down and incur a loss equal to fixed cost in absolute value.

E.
P1, the profit-maximizing firm would produce 47 units and earn economic profits.

20.
If a purely competitive industry is in long-run equilibrium and property taxes (a fixed cost) increase, which of the following will happen in the short run?
A.
Both market price and market output will fall.

D.
Market price will increase and market output will fall.

B.
Both market price and market output will increase.
E.
Market price will decrease and market output will increase.

C.
Both market price and market output will not change.

21.
If a purely competitive industry is in long-run equilibrium and property taxes (a fixed cost) increases which of the following will happen in the long run?
A.
Both market price and market output will fall.

D.
Market price will increase and market output will fall.

B.
Both market price and market output will increase.
E.
Market price will decrease and market output will increase.

C.
Both market price and market output will not change.

22.
Figure 12 shows a perfectly competitive, constant-cost industry in short-run equilibrium.  In the long run:

A.
firms would leave the industry and the market supply curve, S, would shift to the left.

B.
firms would enter the industry and the market supply curve, S, would shift to the right.

C.
the market demand curve, D, shifts right until the market price equals that price where the ATC and MC curves intersect.

D.
the market demand curve, D, shifts left until the market price equals that price where the AVC and MC curves intersect.

E.
as firms exit, input prices increase and the ATC, AVC, and MC all shift upwards.

23.
If the price of variable input increases, in the short run a profit-maximizing monopolist will:

A.
increase price and increase output.





D.
decrease price and increase output.

B.
increase price and decrease output.





E.
decrease price and decrease output.

C.
charge the same price and produce the same output.

Figure 13 shows a profit-maximizing monopolist.   The curve labeled as “AC” in Figure 13 is the ATC curve.

24.
In the short run, the profit-maximizing monopolist in Figure 13 will:

A.
produce output 0M, charge price 0C, and incur a loss equal to area CBGH.

B.
produce output 0M, charge price 0B, and earn only normal profits.

C.
produce output 0M, charge price 0A, and earn economic profits equal to area BAFG.

D.
shut down and incur a loss equal to fixed cost in absolute value.

25.
Suppose a regulatory commission is created to determine the legal price for the monopolist in Figure 13.   If the commission wants the monopolist to:

A.
earn only a fair return, it would require the firm to produce output 0M.

B.
earn only a fair return, it would require the firm to produce output 0R.

C.
earn only a fair return, it would require the firm to produce output 0Q.

D.
produce the socially optimal output, it would require the firm to produce output 0Q; but, the firm would incur a loss and would leave the industry unless it received a subsidy.

E.
Both B and D.

26.
Which of the following would shift the aggregate demand curve to the right?

A.
A decrease in stock prices.




D.
An increase in taxes.

B.
The Fed conducts an open market sale.

E.
A decrease in the price of capital.

C.
A decline in the price level.

27.
In calculating GDP, investment (I) would include:

A.
household purchases of durable goods.

B.
government construction of new highways and dams.

C.
household purchases of stocks and bonds.

D.
changes in business inventories and new residential home construction.

E.
None of the above.

28.
The best example of a “frictionally unemployed” worker is one who:

A.
is discouraged and not actively seeking work.

B.
is laid off during a recessionary period in the economy.

C.
loses his or her job because of increase automation and the use of robotics on the assembly line.

D.
has employable skills and is in the process of voluntarily switching jobs.

29.
According to the long-run, classical macroeconomic model, if human capital increases, then:

A.
the long-run aggregate supply curve shifts to the right causing a decrease in the price level and an increase in real GDP.

B.
the production function shifts upward and real GDP is greater for every level of employment.

C.
the labor demand curve shifts to the right and real wages increase.

D.
All of the above.

E.
Only A and B.

30.
Which of the following would cause the SRAS curve to shift to the left?

A.
A loose labor market.






D.
A decrease in the price level.

B.
A decrease in expected future inflation.


E.
None of these answers.

C.
A decrease in crude oil prices. 

31.
In the loanable funds model, which of the following would lead to an increase in the equilibrium interest rate?

A.
A decrease in the federal government budget deficit.

D.
A decrease in the riskiness of bonds.

B.
An increase in the price level.






E.
An increase in household wealth.

C.
A decrease in expected inflation.

32.
If the equilibrium interest rate decreases, then:
A.
bond prices increase, households feel wealthier and consumption increases.

B.
net present values of marginal investment projects increase and business spending on goods and services increases.

C.
U.S. bonds are less attractive, exchange rates fall, and net exports increase as domestic goods are now relatively cheaper than foreign goods.

D.
All of the above.

E.
None of the above.

33.
The inflation rate measures the:

A.
average price of the goods and services consumed by urban consumers.

B.
the percentage change in the price level from one year to the next year.

C.
cost of a basket of goods at current prices divided by the cost of the same basket valued at prices in the base year.

D.
percentage change in the quantity of good and services purchased by urban consumers.

E.
difference between nominal and real GDP.

34.
Which one of the following statements about the components of aggregate demand is true?

A.
If households expect the future price level to increase, current consumption will decline.

B.
During the beginning of a business expansion, firms expect profits to fall and investment declines.

C.
As the price level increases, domestic goods are relatively more expensive than foreign goods and net exports fall.

D.
If capacity utilization is relatively high, investment falls.

E.
If a country’s foreign trading partners experience a recession, the country’s net exports increase.

Figure14 shows the AD-SRAS-LRAS model. The curve labeled ASLR is the long-run aggregate supply curve while AS1 and AS2 are short-run aggregate supply curves.  Curves AD1 and AD2 are aggregate demand curves.

35.
Referring to Figure 14, assume AD1 is the initial aggregate demand curve and AS1 is the initial short-run aggregate supply curve.  The initial effect of an increase in the consumer confidence is illustrated as a movement from:

A.
point d to point b.


C.
point c to point a.

B.
point d to point c.


D.
point b to point a.

36.
Referring to Figure 14, assume AD1 was the initial aggregate demand curve and AS1 was the initial short-run aggregate supply curve.  Now assume consumer confidence increased and the economy moved to its new short-run equilibrium.  In the long-run, Monetarists argue that the economy would move from:

A.
point b to point a.


C.
point b to point a.

B.
point c to point d.


D.
point c to point a.

37.
Of the five time lags that prevent an activist policy from returning aggregate output to full employment instantaneously, two do not slow the effectiveness of monetary policy - - the:

A.
implementation and effectiveness lag.

D.
legislative and implementation lag.

B.
legislative and effectiveness lags.


E.
recognition and effectiveness lag.

C.
data and recognition lags.

38.
Which of the following Federal Reserve banks carries out the decisions of the FOMC?

A.
The Kansas City Federal Reserve bank

D.
The New York Federal Reserve bank

B.
The Chicago Federal Reserve bank


E.
The Philadelphia Federal Reserve bank

C.
The St. Louis Federal Reserve Bank

39.
If a bank clears a check for $18,000 drawn on its checkable deposits, the bank’s assets ___ and the bank’s liabilities ____ .

A.
fall by $18,000 ; do not change

C.
fall by $18,000 ; fall by $18,000

B.
do not change ; fall by $18,000
D.
rise by $18,000 ; fall by $18,000

40.
If a Keynesian wanted to remove a recessionary gap with monetary policy, he or she would recommend:

A.
that the Fed should sell some of the government securities that it owns.

B.
that the Fed should raise the discount rate.

C.
that the Fed should raise the required reserve ratio.

D.
All of the above.

E.
None of the above. 
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