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The exam has two parts, multiple choice questions in part 1, and longer questions in part 2. 

 

The exam has 12 pages.  

 

Write your name and Net ID on every page.  

 

Each multiple choice question is worth 1 point. 

 

Each sub-point of the long questions is worth 3 points. 

 

The total number of points you can get for the exam is 54. 

 

Write clearly, when you draw a graph, name all its components (e.g. if you draw a simple supply 

and demand model, tell me what the horizontal axis is, what the vertical axis is and what the two 

curves depict). 

 

Show your calculations. You may use a simple calculator. 

 

Multiple Choice  

Please clearly circle your answers. 

 

1.  A B C D  

2.   A B C D  

3.   A B C D  

4.   A B C D  

5.   A B C D  

6.   A B C D  

7.   A B C D  

8.   A B C D  

9.   A B C D  

10.  A B C D  

11.  A B C D  

12.  A B C D  

13.  A B C D  

14.  A B C D  

15.  A B C D  
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I. Multiple Choice  

 

1. The uses-of-saving identity shows that if the government budget deficit rises, then one of 

the following must happen. 

A) Private saving must rise, investment must fall, and/or the current account must fall. 

B) Private saving must rise, investment must fall, and/or the current account must rise. 

C) Private saving must rise, investment must rise, and/or the current account must fall. 

D) Private saving must fall, investment must rise, and/or the current account must rise. 

 

2. The aggregate supply of labor is the 

A) total amount of time a person works over his or her lifetime. 

B) total amount of time a person spends in the labor force over his or her lifetime. 

C) unemployment rate. 

D) sum of the labor supplied by everyone in the economy. 

 

3. Which of the factors listed below might cause the Ricardian equivalence proposition to 

be violated? 

A) There may be international capital inflows and outflows. 

B) Consumers may not understand that an increase in government borrowing today is likely to 

lead to higher future taxes. 

C) There may be constraints on the level of government spending. 

D) There may be constraints on the level of government taxation. 

 

4. Suppose your company is in equilibrium, with its capital stock at its desired level. A 

permanent decline in the expected real interest rate now has what effect on your desired 

capital stock? 

A) Raises it, because the future marginal productivity of capital is higher 

B) Lowers it, because the future marginal productivity of capital is lower 

C) Raises it, because the user cost of capital is now lower 

D) Lowers it, because the user cost of capital is now higher 

 

5. A temporary supply shock, such as a drought, would 

A) increase the marginal product of capital and increase desired investment. 

B) decrease the marginal product of capital and decrease desired investment. 

C) have little or no effect on desired investment. 

D) decrease both the marginal product of capital and the marginal product of labor in the long-

term future. 
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6. Which of these variables is not a variable in the equation for the asset market equilibrium 

condition? 

A) Saving 

B) Expected rate of inflation  

C) Real interest rate 

D) Real income 

 

7. Frictional unemployment arises when 

A) unskilled or low-skilled workers find it difficult to obtain desirable, long-term jobs. 

B) labor must be reallocated from industries that are shrinking to areas that are growing. 

C) workers must search for suitable jobs and firms must search for suitable workers. 

D) output and employment are below full-employment levels. 

 

8. The key difference between classical and Keynesian macroeconomists is their differing 

beliefs about 

A) the slope of the aggregate demand curve. 

B) the speed at which prices adjust. 

C) the natural rate of unemployment. 

D) the full-employment level of output. 

 

9. The FE line is vertical because the level of output at full employment doesn't depend on 

the 

A) real wage rate. 

B) level of employment. 

C) marginal product of labor. 

D) real interest rate. 

 

10. Assuming money neutrality in the classical model, a 10% increase in the nominal money 

supply would cause 

A) a 10% increase in the real money supply. 

B) a 10% decrease in the real money supply. 

C) no change in the real money supply. 

D) a less-than-10% change in the price level due to a shift in the aggregate supply curve. 
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11. According to Keynesians, the primary reason money is not neutral is 

A) rational expectations. 

B) price stickiness. 

C) reverse causation. 

D) misperceptions over the aggregate price level. 

 

12. The costs of disinflation would be low if 

A) expected inflation falls as inflation falls. 

B) wage and price controls were used. 

C) the Phillips curve were nearly horizontal. 

D) the Phillips curve adjusted slowly to changes in inflation. 

 

13. If the money multiplier is 10, the sale of $1 billion of securities by the Fed on the open 

market causes a 

A) $10 billion decrease in the money supply. 

B) $1 billion decrease in the money supply. 

C) $1 billion increase in the money supply. 

D) $10 billion increase in the money supply. 

 

14. The amount the government budget deficit would be if the economy were at full 

employment is known as the 

A) primary deficit. 

B) full-employment deficit. 

C) natural deficit. 

D) current deficit. 

 

15. In a steady state in the Solow model without technology 

A) both consumption per worker and the capital-labor ratio are constant. 

B) consumption per worker is constant, but the capital-labor ratio can change. 

C) capital and labor, by definition, are inversely related to one another. 

D) consumption per worker can change, but the capital-labor ratio is constant. 
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II. Long Questions 

 

1. The Solow Growth Model 

 

Using the Solow Growth Model, briefly explain why the relative share of World GDP for some 

countries increased dramatically over the past 300 years. 
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2. What is the theory of efficiency wages? Provide two reasons that employers might pay 

efficiency wages. What will be the effect of efficiency wages on unemployment? 
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3. Demographers predict that the fraction of the population that is elderly will increase over 

the next 20 years. As a result, the labor force participation rate is going to decrease. The 

economy is otherwise unchanged. 

a. Explain in words what will happen to the aggregate labor supply curve due to this 

demographic change? 

 

b. Assume that the real wage in the economy is held above equilibrium level due to 

wage rigidity. Graphically illustrate how the change of aggregate labor supply 

curve affects the quantity of hired labor and unemployment? Be sure to label the 

axes and the quantities of labor hired before and after the demographic change. 
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4. Use a saving-investment diagram to explain what happens to saving, investment, and the 

real interest rate in each of the following scenarios in a closed economy. 

 

a. Current output rises due to a temporary productivity increase. 

 

b. The tax code changes so that business firms face higher tax rates on their revenue (offset 

by other lump-sum tax changes so there's no overall change in tax revenue). 
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5. Asset Market 

 

a. Define asset market equilibrium and state the asset market equilibrium condition. 

Draw the graph. 

 

  

b. If interest rates are above the equilibrium interest rate, by what mechanism will 

the asset market fall back into equilibrium? Explain. 

 

 

c. What happens if expected inflation increases? Draw the graph. 
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6. Analyze the following statement, and show what would happen in the long run if such 

advice were followed by the Fed: "The increase in the stock market has increased 

people's wealth. As a result, their consumption has increased, increasing aggregate 

demand and output. So the Fed needs to increase the money supply, since with higher 

income, people's demand for real money balances will be higher." 
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7. Paul Volcker disinflation 

Assume that short run aggregate supply curve (SRAS) is upward-sloping. Suppose you are an 

economist working for the Federal Reserve when an oil price shock increases the price level for 

each fixed production level (i.e., the SRAS is shifted up and to the left). This question focuses on 

the short-run and not on the long-run. There is no long-run AS curve. 

a. Use the aggregate demand–aggregate supply model to illustrate graphically your 

policy recommendation to accommodate the oil price shock, assuming that your 

top priority is maintaining price at the level before the policy shock. Draw the 

graphs you need to explain your recommendation. State in words what happens to 

prices and output as a combined result of the supply shock and the recommended 

Fed accommodation. 

 

b. Explain two instruments that the Fed can use to implement the recommended 

policy. 

 

 

 

c. Suppose the Fed cannot agree on a strategy and does nothing. What could the 

government do to stabilize the output level (the government is concerned about 

employment and not inflation)? Draw the graphs you need to explain your 

recommendation. State in words what happens to prices and output as a combined 

result of the supply shock and the recommended government accommodation.  
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