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SAMPLE SECOND EXAM

ECON 302







Please answer all questions on this exam sheet (use backs of pages if necessary).  Read directions and be sure to show all your work.  TOTAL POINTS = 102.

1.
INDICATE WHETHER EACH STATEMENT BELOW IS TRUE or FALSE and EXPLAIN your reasoning (No credit if no explanation. Points off if answers are too brief. Do not merely “restate” the statement).




(24 points)

a.
“Crowding out means that increases in government spending result in increases in taxes which reduce (“crowd out”) consumption spending.
b.
According to the aggregate-demand-aggregate-supply model, an expansionary monetary policy by the Fed has no impact on output and employment.

c.
According to the Bargaining Model of wage determination, the unemployment rate and nominal wages are inversely related.  (Use the logic of the Bargaining Model in your answer).
2.
Illustrate the impact of each of the events below on the equilibrium interest rate (i) and level of real income/output (Y) using the IS-LM model:

· Label graphs clearly. (points off if not clearly labeled)
· Provide a logical explanation for each curve you shift (points off if no explanation).





(24 points)


a.
“Consumer confidence” decreases.
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b.
The price level decreases.
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3.
Using the Aggregate-Demand/Aggregate-Supply Model (along with IS-LM), illustrate the impact of each event below on the price level (P) , real output (Y) , and the interest rate (i) in the SHORT-RUN ONLY.

· Label each graph clearly (points off if not clearly labeled).

· Provide a logical explanation for each curve you shift (points off if no explanation).

           (10 points each, 20 total points)

a.
The government lowers taxes imposed on households.
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b.
The Fed pursues a contractionary monetary policy. (Remember: show the SHORT-RUN effect only).


P








 AS (Pe = P0 = 100)

P0= 100


       MR








 AD





  
    Yn


     Y

        i








 LM (P0 = 100)

        i0


       MR








 IS






    Yn


     Y

4.
Consider the following model of the aggregate labor market:

     Wage-setting (WS): W/P = (1 – U) + .004

     Price-setting (PS):  W/P = 1/ (1+m), where the mark up over wages (m) = .05


Find the equilibrium level of the real wage rate (W/P) and the natural rate of unemployment (Un).  SHOW WORK.





(7 points)


5.
a.
Using the diagram of the labor market model below, show what impact the following event has on the natural rate of unemployment (Un) and the real wage rate (W/P).

· Label the graph clearly.

· Provide a logical explanation for each curve you shift (points off if no explanation).






(6 points)

The wide-spread adoption of new technology reduces the extent to which firms mark up their prices over costs.
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b.
Consider the Aggregate Demand-Aggregate Supply Model.  Which curve (AD or AS) will the adoption of new technology above shift first?  Explain briefly.







(3 points)

c.
Using the AD-AS and IS-LM diagrams below, illustrate the short-run and medium-run effects of the adoption of new technology above on the price level, real output, and the interest rate.  LABEL CLEARLY TO DISTINGUISH THE SHORT-RUN EQUILIBRIUM (Label as point SR) FROM THE NEW MEDIUM-RUN EQULIIBRIUM (Label as point MR’).










(10 points)
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d.
Considering your answer to part c above, compare the values of each of the variables below in the short-run and in the new medium-run with their values in the original medium equilibrium (at point MR in the diagram on the previous page) by filling in the chart below.





(8 points)

	Compared to the original medium-run equilibrium, did each of the following increase, decrease, or remain the same?

	
	In the short-run:
	In the new medium-run

	Real Output (Y)
	
	

	Price Level (P)
	
	

	Expected Price Level (Pe)
	
	

	Interest Rate (i)
	
	


SELECTED ANSWERS 

1.
a.  FALSE.   “Crowding out” means that as an increase in government spending begins to increase income, the demand for money increases. This pushes up interest rates.  The increase in interest rates will decrease (“crowd out”) investment spending and possibly consumption spending.


b.  FALSE IN THE SHORT-RUN.  According to the AD/AS Model, an expansionary monetary policy increases AD.  In the SHORT-RUN, output (Y) and employment increase.  TRUE IN THE MEDIUM-RUN.  After an increase in the money supply, the dynamic adjustment process reduces output (Y) back to its original natural level.


c.  TRUE.  If the unemployment rate decreases, it is more difficult and therefore costly for employers to replace workers if they leave.  Thus, workers have relatively more bargaining power and therefore wages will increase.

2.
a.  Consumption spending decreases ( Goods Market affected first: shift IS left ( decrease Y and i.


b.  Real money supply increases ( Money Market affected first ( LM shifts down ( increase Y and       
  
     decrease i.

3.
a.
IS shifts right ( AD shifts right ( P ,Y, and i  all increase in the short-run

b.
LM shifts left (up) (AD shifts left ( P and Y both decrease and i increases in the short-run.

4.
From PS: W/P = .95. Substitute in WS ( Un = .054 (5.4%)

5.
a.
A decrease in the “mark-up” affects the PS relation: a decrease in m decreases P.  Other things constant, W/P increases, shifting PS curve up.
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b.
Since this is a change in the aggregate labor market, the AS curve shifts.


c.
The decrease in Un ( an increase in Yn (compared with original ( AS shifts down.



SHORT-RUN (compared with original medium-run): increase Y, decrease P, same Pe, decrease i.



MEDIUM-RUN (compared with original medium-run): increase Y to new Yn, decrease P, 

decrease Pe , decrease i.

For reference only:


Wage-Setting (WS):  W = Pef(u, z) [or, assuming  Pe = P, W/P = f(u, z)]


Price-Setting (PS):      P = (1+m)W [or W/P = 1/(1+m)]








