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Midterm 2 - Economics 101 (Fall 2009)
Y ou will have 45 minutes to complete thisexam. There are 5 pages and 63 points. Version A.

Multiple Choice: (16 pointstotal, 2 points each) Choose best answer and record in blanks below.

1 2 3 4 5 6 7 8

1) The quantity theory of money says money 5) Inthe smple AS-AD model studied in class,

supply multiplied by velocity equals:
a) inflation

b) nominal interest rate

C) price

d) nominal GDP

2) The classical dichotomy:

a) says nominal variables do not affect rea
variables

b) say real variables do not affect nominal
variables

¢) holds mainly in the short run but not in
the long run

d) al of the above

3) Suppose money growth in Sweden in 2008

was 2%, GDP growth was 3%, the real
interest rate was 4%, and velocity was
constant. According to the quantity theory
of money, inflation should be.

a) 5%

b) 2%

c) 1%

d) -1%

€) none of the above

4) According to the Fisher Effect, if money

growth rises in Sweden in the problem above,
this should lead to &

a) fall inthe nominal interest rate

b) fall inthereal interest rate

c) risein the nominal interest rate

d) risein thereal interest rate

an important distinction between the short
runand longrunisthat __ issticky inthe
short run, but flexible in the long run.

a) velocity

b) interest rate

c) priceleve

d) output

6) Inthe smple AS-AD model, a permanent

fall in money velocity leadstoa ___in
output intheshort run, anda____inprice
level in the long run.

a) rise, rise

b) rise, fall

c) fal, rise

d) fall, fal

7) Inthe IS-LM model, if we assume people

don’'t care very much about the interest
rate when deciding how much money to
hold, this makes the .

a) IS curve steeper

b) IS curve flatter

¢) LM curve steeper

d) LM curveflatter

8) In the question above, this assumption about

money demand means that afiscal stimulus
raising government spending will have a
____ effect on output and a effect on
the interest rate.

a) bigger, bigger

b) smaller, bigger

c) bigger, smaller

d) smaller, smaller



Problem 1: Keynesian Cross (12 points total)

Suppose consumption in the economy can be described by the consumption function:
C=20+0.8(Y-T), where Y istotal national income and T is exogenous lump-sum taxes.
Assume that investment is exogenous, so it is not afunction of the interest rate.

a) (7 points) Suppose the president wishes to raise GDP by $100 billion. Use the Keynesian
Cross analysis to compute what change in taxes should be proposed in order to achieve
this result.

b) (5 points) If the president wishes to raise GDP by $100 billion in away that has the
smallest impact on the budget deficit, should he use the tax policy above, or apolicy that
changes government purchases instead of taxes? Explain in a couple of sentences the
economic reason for why or why not.

Problem 2: ISLM ASAD Model (22 points total)

Suppose that there is a permanent rise in money supply by the Federal Reserve. Usethe IS
LM/AS-AD mode to analyze the effects in the short run and long run. (Make the usual 1S-
LM assumptions here: that investment is a function of the interest rate alone, consumption is




afunction of disposable income alone, money demand is afunction of both the interest rate
and income. Assume a completely horizontal SRAS curve.)

a) (11 points) UsetheIS-LM and AS-AD graphs to show the short run and long run
equilibriafollowing this policy. Assume the usual case where the short run aggregate
supply curve (SRAS) is completely horizontal. Be sure to label the axes and curves, use
arrows to show shiftsin curves, and mark the equilibrium points: 1 for theinitial
equilibrium, 2 for the short run equilibrium, and 3 for the long-run equilibrium. Briefly
explain the economic reason for each curve shift.




b) (6 points) What happens to the following variablesin the short run:

_____output: a) rise b) fall ¢) no change d) ambiguous
interest rate: a) rise b) fall c) no change d) ambiguous
investment: a) rise b) fall ¢) nochange d) ambiguous
consumption: a) rise b) fall ¢) no change d) ambiguous
price level: a) rise b) fall c) no change d) ambiguous
real money demand: a) rise b) fall ¢) nochange d) ambiguous

c) (5 points) What happens in the long run? For each of the variables below, stateif it
returns in the long run to itsinitial equilibrium value (point 1 on your graphs), if it is
higher in the long run than itsinitia level, or if it islower:

_____output: a) initial equilibriumvalue  b) higher c) lower
_____interest rate: a) initial equilibriumvalue  b) higher c) lower
____investment: a) initial equilibriumvalue  b) higher  c) lower
____ pricelevd: a) initial equilibriumvalue  b) higher c) lower
_____ rea money supply: a) initial equilibriumvalue  b) higher c) lower

Problem 3: IS.LM Short run model (13 points total)

Suppose Japan experiences a recession where:

1) investment isfalling and

2) redl interest rates arerising.

Given thisinformation and the usual assumptions of the ISLM model (aslisted in the first
paragraph of problem 2 above) what might cause such arecession? Consider the list of
economic shocks listed below, and check the box for all those that could be a potentia cause
of the recession here (there may be more than one, or there may be none).

] Risein taxes (the usual lump-sum taxes studied in this class)

1 Exogenousrisein real money demand (shift in money demand curve: risein real money
demand for any given interest rate or output level)

1 Exogenous fall ininvestment (Shift in investment curve: fall in investment for any given
interest rate, due to afall in business confidence)

Explain your logic in aparagraph. In particular, for each case you said could NOT be an
explanation, note all the implications of that shock that are in conflict with the data given
above. Fedl freeto use graphs or equations to support your argument. Note that the majority
of the points for this problem are for the explanation.
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