Economics 1021, Section 1
Prof. Steve Fazzari
Exam #2 Solution Notes
Spring, 2011

There are several versions of the MC questions.  The question order and alternative order is different across versions, but all questions are the same.

MULTIPLE CHOICE (5 points each)  Write the letter of the alternative that best answers the question in the blank.  Make sure you read all four alternatives before making your choice.

D____ 1.  Which of the following alternatives is necessarily correct if a country is running a trade deficit?
(A) Foreigners will sell the country’s currency because they do not want assets in another country.

(B) The country’s central bank will raise interest rates to strengthen the currency and reduce the chances of a speculative attack.

(C) The economic factors that created the trade deficits will reduce future welfare of the country’s citizens.

(D) *The country absorbs more output, in various activities, than it produces.

D____ 2.  Which of the following alternatives best describes the supply-side prediction about the effect of saving on the economy? 

(A) Workers that save a greater share of their income will supply more labor resources.

(B) Higher saving requires the central bank to lower interest rates which stimulates spending.

(C) Higher saving means lower consumption, reduced sales by business, and therefore lower employment.

(D) *Higher saving lowers the cost of capital and encourages business investment.

A____ 3.  Abstraction is a key feature of good economic theory because:

(A) *Abstraction allows focus on important features of reality by ignoring less relevant details.

(B) Abstraction assures that economic models describe economic reality as well as possible.

(C) Abstraction allows normative conclusions to be drawn from realistic positive theory.

(D) Abstraction helps distinguish causation from misleading correlations.

B____ 4.  Which of the following statements best represents demand-side (Keynesian) macroeconomics?

(A) A trade deficit can raise standards of living if it arises from the import of productive capital.

(B) *Greater business investment encourages growth by raising sales for firms that produce capital goods. 

(C) Higher business investment adds to the productive capital of the economy.

(D) Investment in education raises the economy’s human capital and therefore enhances labor resources.

A____ 5.  Suppose that a laptop computer costs $1,200 in the U.S. and €1,000 in Germany (€ is the symbol for the euro currency).  Also suppose that the exchange rate is $1.40 per euro.  What can you conclude about the values of the dollar and the euro from this information alone?

(A) *The euro is overvalued relative to purchasing power parity.

(B) Germans should raise interest rates to restore purchasing power parity.

(C) The euro and dollar are in purchasing power parity.

(D) The euro is undervalued relative to purchasing power parity.

D____ 6.  Which statement below correctly reflects the link between interest rates and investment if a firm uses it own funds (cash flow) to finance their capital spending?

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

(B) Higher interest rates reduce any investment tax credit the firm receives, so it discourages investment regardless of whether its spending is paid for by cash flow or a bank loan. 

(C) The firm’s opportunity cost of cash flow is likely about the same as the cost of a loan, so higher interest rates discourage investment.

(D) *Although the cost to the firm of cash flow is likely less than the cost of a loan, a higher interest rate still raises the opportunity cost of cash flow and discourages investment.

C____ 7.  Which of the following alternatives best describes a main reason why the U.S. government has encouraged the Chinese government to allow the Chinese currency to appreciate?

(A) The U.S. wants to reduce the cost of imported Chinese goods bought by American consumers.

(B) The U.S. wants give Chinese citizens a greater incentive to hold dollar assets.

(C) *The U.S. wants to raise its aggregate demand.

(D) The U.S. wants to raise the demand for Chinese labor so that Chinese wages increase.

A____ 8.  Which of the following statements best describes the expansion or “boom” phase of the “Minsky Cycle?” 

(A) *More aggressive lending leads to higher spending that stimulates income growth, validates financial practices, and encourages even more extensive lending.

(B) Low interest rates raise consumption, investment, and international trade which all contribute to higher demand, stronger sales, and more employment. 

(C) Good economic results encourage government spending stimulates the demand side of the economy.

(D) Improved access to credit stimulates business investment that leads to more capital resources and higher potential output.

C____ 9. In late 2010, Congress and the President agreed to cut taxes American workers pay for Social Security (retirement benefits) during calendar year 2011.  Which of the of the following alternatives best describes a demand-side reason that these tax cuts are likely to have a relatively small effect on output and employment?

(A) These tax cuts go to people with a relatively low marginal propensity to consume.

(B) Most workers save very little, so this tax cut will do little to provide future resources for the economy.

(C) *Because the tax cuts expire at the end of December 2011, they will not do much to boost consumption.

(D) These tax cuts are too small to encourage more people to search for jobs.

SHORT ANSWER QUESTIONS.  Sample answers that would be adequate for full credit are in bold face below.  In some cases, I have provided explanatory notes (not in bold face) that are not necessary to the answers, but may improve your understanding of the question and your score.
1.  (15 points)  The U.S. “Great Recession” began in December of 2007.  Answer the questions below about the macroeconomic explanation for this significant historical event.

a) (10 points) U.S. house prices declined significantly, starting before the onset of the recession.  Describe how the wealth effect of declining house prices on consumption partially explains recession.

Lower house prices reduce the wealth of households who own their homes.  When people have lower wealth they will consume less.  Reduced consumption lowers business sales.  When firms sell less they produce less and employ fewer workers, potentially leading to recession.
You could also mention that lower housing wealth reduces the amount that households could borrow which lowers consumption.  Note that for full credit you need to explain each logical link in the sample answer above

b) (5 points)  Is your answer to part a) an example of supply-side or demand-side macroeconomic theory.  Explain very briefly.
This is clearly demand-side theory.  It emphasizes how spending (demand) affects production.
2.  Concerns about international debt have arisen for a wide variety of countries in recent decades.  Answer the questions below about effect of international debt on countries in different financial circumstances. 

a)  (10 points) How does Ireland’s membership in the European Monetary Union cut off a channel of recovery from a deep recession in 2011 that was quite helpful for Thailand after its late-1990s crisis?

Because Ireland is part of the Euro zone, its exchange rate is fixed relative to its major trading partners.  In a deep recession, the exchange rate for a country like Thailand can depreciate, stimulating exports and therefore raising aggregate demand.  This channel does not operate for Ireland.
You could also mention that the Euro exchange rate does not respond to the conditions of Ireland because it is just a small part of the overall European Union.   In Thailand’s case, you could mention that the currency depreciation could raise demand by reducing imports and encouraging domestic spending, but the biggest effect is likely through exports in a country like Thailand.

b)   (10 points) Explain why it is easier for the U.S. to “bail out” its banks that have international debts compared with either Ireland or Thailand.  

The international debts of U.S. banks are largely in dollars.  Because the Federal Reserve can create (“print”) dollars, there is no limit on the ability of the U.S. government to guarantee the debts of institutions that have borrowed in dollars. Ireland and Thailand have debts that are not in their own currency (or, in the case of Ireland a currency that it cannot create). 
You could also mention that Ireland or Thailand can pay international debts only by running an export surplus or by being given a loan from another entity (like the European Central Bank or the International Monetary Fund). 

3.  (10 points) When the Republican Party won additional seats in the U.S. Congress in late 2010, it was sensible for American households to believe that temporary tax cuts passed under President George W. Bush were more likely to become permanent.  How would you predict that this change would affect consumer spending in the aftermath of the election?  Explain your answer briefly.

The election outcome should raise households’ expectations of their disposable (or “after-tax”) income which would increase their consumption today.

It would also be fine to say that households’ expectations of future taxes decline which encourages them to spend more now.  But you need to mention expectations.  Taxes were not actually cut.

4.  (10 points) Briefly define human capital and identify one way to increase human capital.  Describe in two or three sentences why a rise in human capital expands the supply side of an economy.

Human capital represents the skills that people have to undertake their jobs.  Skills can increase in a variety of ways, most obviously education.  Greater skill makes labor more effective at producing output, raising labor resources, and increasing potential output.

Other ways for human capital to increase:  more experience; improved incentives to work hard; more effective social norms to avoid shirking on the job.  (You only needed to mention one, and I would expect the vast majority of students identified education.)
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