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This pretest exercise is designed to assess students’ knowledge of the content of Econ 1021 prior to their completion of the course.  The comparison of scores for the whole class on the pretest and the actual multiple choice questions on the course exams gives a measure of the amount of learning that takes place over the semester.

Please provide an answer to all of the questions on the following pages.  Write the letter of the alternative that best answers the question in the blank.  Recognize that you are not expected to know the answers to these questions at this time.  You will likely be guessing.  Do not refer to other materials, especially the online course notes, to answer these questions.  Such an effort to learn is admirable, but it would defeat the purpose of this assignment.  Nonetheless, to make this a useful tool, you should make a good attempt to choose the correct answer, based on what you know prior to the class.
To make the exercise replicate an actual exam setting as well as possible, answer all questions in one sitting, not to exceed 45 minutes in length.

Thanks for taking the time to help the Economics Department assessment effort.  All students who turn in this assignment in class Wednesday, January 26 will receive 5 extra points toward their course score.
____ 1.  The rise in unemployment rate may understate the severity of a recession if:

(A) The measure of GDP does not account for the value of extra leisure by unemployed workers.

(B) The working age population and the labor force grows faster during the recession than they did earlier .

(C) An unusually large number of people without jobs become discouraged and give up looking for work.

(D) The recession begins with output above potential and unusually low unemployment, as after World War 2.

____ 2.  In recent news, the Japanese economy was predicted to grow 4 percent at an annualized rate in the first quarter of 2007.  The forecaster is therefore assuming:
(A) Real GDP will grow for all of 2007 at the rate predicted for the first quarter.

(B) Without annualization, real GDP will actually grow by less than one percent in the first quarter of 2007.
(C) Without annualization, real GDP will actually grow by more than one percent in the first quarter of 2007.
(D) Nominal GDP will grow at 4 percent in the first quarter; we cannot determine the predicted growth of real GDP from this news.
____ 3.  Suppose the number of new jobs in the U.S. rose by 200,000 during a month.  Which alternative below best describes the most likely outcome?  
(A) The job growth number was below the level necessary to keep up with labor force growth.

(B) A greater than usual number of discouraged workers will begin to look for jobs again.

(C) The increase in the number of people working will likely reduce the unemployment rate.
(D) The labor force is likely growing faster than usual.
____ 4.  In the late 1990s, inflation in the U.S.:
(A) Decreased during a boom, which is unusual in business cycle history.

(B) Increased due to the booming economy, as is typical in the business cycle.
(C) Decreased due a recession, as is the usual case over the business cycle.

(D) Increased while the economy stagnated, like in the stagflation of the 1970s.
____ 5.  Suppose people work more hours outside the home than they would normally choose because their country is at war.  In this case,
(A) GDP growth overstates social welfare because it does not account for the sacrifice of leisure time.

(B) GDP grows faster as long as it remains below the level of potential output.

(C) The loss in home production keeps GDP from rising as much as the increase in market production.

(D) GDP increases if the resulting increase in pollution does not offset the money value of higher output.

____ 6.  Suppose inflation increases from 2 percent to 4 percent and the interest rate on savings accounts increases at the same time from 4 percent to 6 percent.  Which alternative below correctly describes the effect of this change on purchasing power of the interest earned by a saver that pays taxes on her interest income?
(A) Because taxes are imposed on nominal interest income, the saver’s purchasing power declines.

(B) The change has no effect on purchasing power because the real interest rate has stayed constant.

(C) The saver’s purchasing power increases because only part of the higher nominal interest is taxed away.

(D) You cannot determine what happens to the saver’s purchasing power without knowing her tax rate.

____ 7.  Which of the following alternatives best describes the reasons for adjusting nominal GDP to real GDP?

(A) Nominal GDP includes intermediate goods while real GDP excludes intermediate production.

(B) Nominal GDP provides a misleading measure of the money value of final output.

(C) Real GDP excludes imported goods from nominal GDP, because such goods are not produced domestically.

(D) Nominal GDP figures do not provide measures of final output that are comparable across time when prices change.

____ 8.  In which of the following cases is the purchase of electric power produced in the U.S. treated as a final good that adds directly to U.S. GDP?

(A) Purchase of electricity by a U.S. auto company for the production of cars sold to consumers.

(B) Purchase of electricity by an auto company in Canada.

(C) Purchase of electricity by a U.S. auto company for production of cars sold to other firms as investment goods.

(D) Purchase of electricity by a U.S. auto company for the production of cars added to inventories.

___ 9.  Which of the following alternatives best describes the time patterns of U.S. tax collections since 2000?  As a percentage of GDP: 

(A) Federal taxes have fallen while state/local taxes have been roughly constant.

(B) Federal taxes have risen while state/local taxes have been roughly constant.

(C) Both federal taxes and state/local taxes have risen.

(D) Both federal taxes and state/local taxes have been roughly constant.

___ 10.  Suppose that the government cuts taxes on consumers by $100 billion and raises the interest rate.  As a result of these policies consumption rises.  If the marginal propensity to consume is 0.7, what is the best prediction about the combined effect of these two policies on the consumption increase?

(A) Consumption rises by $70 billion.

(B) Consumption rises by more than $70 billion.

(C) Consumption rises by less than $70 billion.

(D) Consumption rises, but you can’t tell whether the increase is more or less than $70 billion.

___ 11.  Although most economic changes can have both supply-side and demand-side aspects, which of the following statements most clearly isolates a prediction of supply-side theory?

(A) Tax cuts on interest income reduce the incentive to consume and raise the incentive to save.

(B) Lower interest rates reduce the value of the dollar which raises exports.

(C) Lower income tax rates raise the incentive for people to work.

(D) Lower interest rates reduce the cost of capital and stimulate investment.

___ 12.  Which statement below best describes the macroeconomic significance of the positive link between firms’ cash flow and their investment?

(A) Cash flow tends to remain high in recessions so that firms can maintain stable investment.

(B) The cash flow effect makes investment less sensitive to business tax cuts.

(C) Cash flow changes a lot over the business cycle, so the link helps explain why investment is procyclical.

(D) High cash flow raises the opportunity cost of capital and reduces investment.

___ 13.  The statement that the slow upward trend of Professor Fazzari’s weight over the past 25 years is responsible for the long-term trend of U.S. GDP is an example of the problems arising from:

(A) The absence of experimental data to test statements about how the economy works.

(B) Inferring causation from correlation without an adequate theory.

(C) A poor choice of abstraction that focuses on the wrong factor to explain an economic phenomenon.

(D) All of the above.

___ 14.  Which statement below correctly reflects the link between interest rates and investment if a firm uses it own funds to finance their capital spending?

(A) The higher interest rate reduces any investment tax credit the firm receives, so it discourages investment regardless of whether its spending is paid for by its own funds or a bank loan. 

(B) The firm’s opportunity cost of its own funds are likely about the same as the cost of a loan, so higher interest rates discourage investment.

(C) Higher interest rates do not discourage investment for this firm, because it has no need for a loan when it finances its spending from its own funds.

(D) Although the firm’s cost of its own funds are likely less than the cost of a loan, a higher interest rate still raises its opportunity cost and discourages its investment.

___  15.  Suppose that a person consumed all of her $50,000 income in 2006.  If her marginal propensity to consume is 0.90 and her income rises to $54,000 in 2007, what will her consumption be in 2007?

(A) $54,000

(B) $53,600

(C) $50,000

(D) $48,600

___  16.  Many economists believed that the one-time $100 tax rebate given in 1975 to any taxpayer that filed an income tax return in 1974 would not be effective in raising consumption and helping to pull the economy out of recession.  Which alternative best explains these doubts?

(A) Consumption is based not just on current conditions but also on expected future conditions.

(B) Taxes were exceptionally low in the early 1970s and therefore had little effect on consumption.

(C) The economy was already beginning to recovery by the time the tax rebate was given.

(D) Inflation was increasing during the unusual “stagflation” period of 1974 and 1975.

____ 17. Some critics of the tax cuts enacted under President Bush argue that they could have been more effective at stimulating the economy if they had been structured differently.  Which alternative below best justifies this criticism from a Keynesian, “demand-side” perspective?

(A) The cuts reduced taxes primarily for households with comparatively low marginal propensities to consume.

(B) The tax cuts should have provided more relief to a larger number of middle-income households rather than reducing taxes so much for the rich.

(C) If tax cuts were more generous for middle-income workers, they would have a stronger incentive to work more hours.

(D) All of the above.

____ 19.  Which statement below provides the best actual evidence that tax cuts, such as those in the Reagan and George W. Bush administrations, enhanced U.S. macro performance from the supply side? 

(A) Strong consumption growth helped the economy recover from the 2001 recession.

(B) The U.S. economy experienced an investment boom from 2001 through 2006.

(C) With relatively low tax rates, the U.S. grew faster over the past 25 years than other developed countries.

(D) Government deficits were smaller in the Reagan and Bush years than they were in the first decades after World War 2.

____ 20.  Which alternative below best explains the reason why investment in more physical capital, without improved technology, might be ineffective in sustaining economic growth in the very long run? 

(A) Each new piece of capital equipment adds less to productivity than previous, similar investments. 

(B) Once investment reaches a particular level, the economy reaches potential output and therefore limits on productive capacity restrain further growth.

(C) The government deficit will crowd out investment, reducing its ability to contribute to growth.

(D) The saving necessary to sustain higher investment reduces consumption.

____ 21.  The Federal Reserve raised interest rates between 2004 and 2006.  Which alternative below best describes the actions the Fed took to accomplish this goal?

(A) The Fed encouraged banks to hold a larger proportion of their deposits as reserves which lowered both the money multiplier and the money supply.

(B) The Fed used its regulatory power to direct banks to raise interest rates on loans to firms and households.

(C) The Fed sold government bonds, or at least reduced its bond purchases compared with earlier periods.

(D) The Fed imposed price controls to lower inflation which increased real interest rates.

____ 22.  Many economists argue that government deficits crowd out private investment because:

(A) Deficits create inflation that raises the cost of capital.

(B) The deficit reduces output through the demand side, which lowers business confidence.

(C) The deficit competes with private investment for a limited supply of saving.

(D) Businesses worry that future consumers will have to pay higher taxes to pay off the deficit and therefore will not demand enough to justify investing in new capital.

____ 24.  Some critics argue that low savings of Americans will reduce capital investment in this country.  This effect will be:
(A) Larger if the saving supply curve is very flat with respect to the interest rate.

(B) The same regardless of the slope of the investment demand curve.

(C) Smaller if the investment demand curve is very steep with respect to the interest rate.

(D) Larger if the investment demand curve is very steep with respect to the interest rate.
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