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SAMPLE FIRST EXAM

ECON 302








Please write yours answers directly on this exam sheet in the spaces provided (use the backs of pages if you need more room).  Please read directions carefully and pay attention to points assigned.  






TOTAL POINTS =104.

1.
Suppose that an economy produces three goods: peaches (grown by Farmer Jones), peach ice cream (made by Ben and Jerry’s), and potatoes (grown by Farmer O’Brien).  Consider the information on production in 2007.
	Farmer Jones

(peaches)
	Ben and Jerry’s

(peach ice cream)
	Farmer O’Brien

(potatoes)

	Revenues

 From sales to government     $900

 From sales to Ben & Jerry’s  $100
	Revenues

 From sales to households   $1000
	Revenues

From sales to households $600

	Expenses (wages)                    $800             
	Expenses

     Wages                               $200

     Peaches                            $100
	Expenses (wages)               $300

	Profits                                      $200
	Profits                                    $700
	Profits                                 $300


a.
What is the difference between an intermediate good and a final good?  Which goods produced by the economy above are intermediate goods and which are final goods?  Explain how you can tell.  








(10 points)
b.
Calculate GDP for this economy using the VALUE-ADDED APPROACH.  SHOW WORK.









(9 points)
2.
The table below shows China’s NOMINAL AND REAL GDP for the years 1974 through 1976.
	YEAR
	NOMINAL GDP

(billions of yuan)
	REAL GDP

(billions of constant 1987 yuan)

	1974
	279.6
	397.6

	1975
	298.1
	430.3

	1976
	289.0
	408.4


a. What is the difference between what nominal GDP tells us and what real (constant-“yuan”) GDP tells us?  Explain by referring to the way real GDP is calculated in principle compared with the way nominal GDP is calculated (HINT:  Think about prices and quantities).




(5 points)
b. Calculate the GDP Growth Rates for China for 1974 to 1975 and for 1975 to 1976.  SHOW WORK.





(6 points)
c. Find the GDP Deflator for each of the three years.  SHOW WORK.   (8 points)
d. Find the rates of inflation for 1974 to 1975 and for 1975 to 1976.  SHOW WORK.







(6 points)
3.
Suppose that the economy can be characterized by the following simple Keynesian Model:

Consumption Function: 
C = 1000 + .6 YD, where YD = Y- T


Fixed Investment:

I = 500


Government Spending
G = 2000


Lump-Sum Taxes:

T = 1000

a.
Calculate the equilibrium level of national income/output (Y).  SHOW ALL WORK.









(8 points)

b.
Suppose that the government determines that the optimal level of equilibrium income/output is 6,000.  In what direction and by how much would the government have to change taxes to move income/output to the optimal level?  SHOW WORK.
(8 points)

c.
Define an endogenous variable. What are the endogenous variables in the simple Keynesian Model?








(6 points)
4.
For each situation below:

· Indicate which curves will shift and explain briefly why each curve shifts.

· Shift the appropriate curve(s) and clearly label the new equilibrium level of national income/output.


a.
“Consumer confidence” increases.




(5 points)
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b.
Investment spending increases. 




(5 points)
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5.
Suppose that the money demand (Md) function is:




Md = $Y (.5 – i), where $Y is nominal income and i is the interest rate.



a.
If nominal income ($Y) is $1000 and the money supply (Ms) is $440, what is the equilibrium interest rate?  SHOW WORK.





(6 points)


b.
If nominal income ($Y) is $1000 (as in part a) and wealth is $800, what is the quantity of bonds people are willing to hold at the equilibrium interest rate?  SHOW WORK.









(4 points)

6.
CHOOSE THREE (3) OF THE FOLLOWING STATEMENTS from parts a through f (If you do more than three, only the first three will count).  For each statement you choose:

· Indicate whether the statement is TRUE or FALSE.

· Provide a BRIEF EXPLANATION. (Points off if no explanation. Do not merely “restate” the statement: provide six points worth of insight in words - formulas alone are not sufficient.)
(18 points, 6 points each)

a.
Fiscal policy describes the choice of government spending and taxes, and is treated as exogenous in the Simple Keynesian Model.

b.
The equilibrium condition in the Simple Keynesian Model says that consumption equals income.


c.
An increase of one unit in government spending leads to an increase of one unit in equilibrium income/output according to the Simple Keynesian Model.

d.
An alternate way to express the equilibrium condition in the Simple Keynesian Model is as the level of national income/output where inventory investment is zero.
e.
The demand for money does not depend on the interest rate because only bonds earn interest.

f.
On September 20, 2005, the Federal Reserve raised “their target for the federal funds rate a quarter-percentage point to 3.75 percent, the highest level in more than four years.” (CNN/Money)  This means that the Fed had to sell government bonds (T-Bills).
SELECTED ANSWERS TO SAMPLE FIRST EXAM

1.
a.
Final Good – not further transformed in production or resold as part of another product; all goods sold to households and government are final (only some goods sold to businesses are final): $900 of peaches (to government), $1000 of ice cream (to households), $600 of potatoes (to households).

Intermediate: $100 of peaches sold to Ben and Jerry’s.


b.


	
	VALUE OF OUTPUT PRODUCED
	- VALUE OF INTERMEDIATE GOODS USED
	= VALUE - ADDED

	Peaches
	$1000
	- 0
	= $1000

	Ice Cream
	$1000
	- $100
	= $  900

	Potatoes
	$600
	- 0
	= $  600

	GDP
	
	
	   $2500


2.
a.  Nominal GDP tells us each year’s production evaluated at that year’s (current year’s) prices.  Real (constant-yuan) GDP tells us each year’s production evaluated at the prices of a base year.  Changes in real GDP signal changes in physical production.


b.  Growth Rate = % change REAL GDP:


1974-75:  (430.3 – 397.6)/397.6 x 100 = 8.22%

1975-76:  (408.4 – 430.3)/430.3 x 100 =  - 5.09%

c.  GDP Deflator (price index) = Nom. GDP/Real GDP (for each year):

1974: .70

1975: .69

1976: .71

d.   Inflation Rate = % change in GDP deflator (price index):

1974- 75: - 1.43%

1975-76: 2.9%

3.
a.
Y = 7250.


b.
∆Y = - 1250.  T must increase by 833.35 ( new T = 1000 + 833.33 = 1833.33


c.
Endogenous variables—the variables the model is designed to explain; the variables for 

which we solve the model.  Simple Keynesian Model: Y, C.

4.
a.
Both consumption function and ZZ function shift up ( equilibrium Y increases.


b.
ZZ function only shifts up ( equilibrium Y increases.

5.
a.  Equilibrium i (where Md = Ms) = 0.06 (6%).  

b.  Bd = $Wealth - Md = $800 - $440 = 360.

6.
a.  TRUE.  G and T help explain income (Y), the major endogenous variable, but G and T 
 
     
themselves are not explained by the model, thus G and T are exogenous. Problem Set 3: Text, 
     
    
p. 60, #1d


b.  FALSE.  Equilibrium condition says Y = C + I + G (consumption is only a part of total 

spending).  Problem Set 3: Text, p. 60, #1e 
c. FALSE.  The multiplier means that an increase in G by one unit increases Y by more than one unit. Problem Set 3: Text, p. 60, #1f
d. TRUE.  Inventory investment is total production (Y) – total purchases/spending (Z).  Since at equilibrium Y = Z, inventory investment is zero.

e. FALSE.  Even if money doesn’t pay interest, the interest rate that could be earned from holding bonds is the opportunity cost of holding money and therefore money demand does depend on the interest rate. Problem Set 4: Text, p. 82, #1c
f. TRUE.  On 9/20/05, the Fed raised its target for the Federal Funds Rate. This required that the Fed decrease the money supply.  To do so, the Fed sold bonds in the “open market” (Open Market Operations).

