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1a)  Monetary policy is usually described as a demand-side policy.  Changes in the cost of borrowing affect what businesses and households spend.  You might argue that if monetary policy lowers interest rates, it would affect investment spending which has an impact on the supply side, in which case you could say that this statement comes from both demand and supply perspectives.  Most likely, however, any supply-side effect of monetary policy on investment and the capital stock would be small and temporary.  (We will discuss this issue in more detail at the end of the course.)
b)  Technological change is perhaps the most important supply-side variable.  Most economists believe that technology is the key to long-run growth of potential output.

c)  Because the statement emphasizes the “incentive effect” of low taxes on decisions to work, this is a supply-side idea.

d)  In contrast to part c, this statement emphasizes the impact of tax policy on spending, so it refers to the demand side.

e)  This statement reflects both demand-side and supply-side thinking.  In the short-run, higher saving reduces consumption and so it could slow the economy through the demand side.  In the long-run, higher saving releases more resources for investment and capital accumulation (that works through lower interest rates).  This long-run aspect of saving works through the supply side.

2.  The marginal propensity to consume is the proportion of each additional dollar of income that individuals spend on consumption of goods or services.  If the MPC for the nation is 0.90, then we expect that consumers will spend $0.90 for each additional dollar of income they receive.  Of course, only you can determine your personal MPC!  It is important that you think of it as the amount you spend out of each additional dollar you receive.  For many of you, this number may be 1.0 at this point in your lives.

3. The marginal propensity to consume is the slope of the consumption function, so the steeper curve has the higher MPC.

4. The income increase caused a movement along the consumption function.  Higher wealth shifted the consumption function upward for a given level of income.  The total effect on consumption is shown by the movement from point A to B on the graph below.  Consumption rises from C0 to C1
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5a)  For a given level of income, the news that taxes will be higher in the future reduces expected future disposable income and shifts the consumption function downward and lowers consumption from C0 to C1.  (Note that current income, Y0, doesn’t change, it is the expectation of future income that is emphasized in this question.)
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b)  When consumption falls, firms sell less, their sales expectations decline, and they produce less output and employ fewer workers.  According to this model, lower output is the result of a change in aggregate demand.  That is the key feature of any Keynesian macroeconomic theory.

c)  Higher taxes could weaken the economy through two supply-side channels.  First, higher taxes reduce the incentive to work.  Thus, fewer people may seek market employment and employed people may work fewer hours.  Second, higher taxes reduce disposable income.  Part of this reduction affects consumption, as discussed above (which is a demand-side effect).  But people are also likely to save less with lower disposable income.  Lower saving reduces the funds for investment, lowers the capital stock, and reduces long-run potential output.
Grading Note:  Because of the unusual nature of question 6, part a and part b will be graded separately, maximum of 2 points for each part (maximum of 4 points for the whole question).
6 a)  The article reports inflation for a month (February) as 12.31%.  We don’t know if the statistic is annualized or not.  If it is annualized, this is a high inflation rate, but not so far out of the range of experience of developed countries in recent decades.  (The annualized U.S. CPI inflation rate was above this value for some months in the 1970s and early 1980s.)  
b)  If prices in Vietnam actually rose by 12.31% in February of 2011, the annualized inflation rate is huge.  (1.1231)12 – 1 = 3.03 or an inflation rate of 303%.  Although some countries have had inflation rates even higher, it is fair to call a quadrupling of prices within a single year hyperinflation.

I tried to do a little more research on this topic to see what is really going on.  A BBC website reported “In February, inflation hit a two-year high of 12.31%.”  Annualized?  No way to tell.  The official website for the State Bank of Vietnam did not seem to provide much actual data, but there was a crawling announcement that said “CPI of 2010: 9.19%, Target CPI for 2011: below 7%.”  These statistics imply that inflation for all of 2010 was 9.19%, so, most likely, the February statistic is annualized already.  (In which case, prices actually rose by (1.1231)1/12 – 1 = 0.97% in February, 2011.)  Obviously, annualization can make a huge difference.  Journalists should really be much more careful in how they report macroeconomic data.
One final remark:  The Wall Street Journal and State Bank of Vietnam reports referenced here make another semantic mistake.  The WSJ says that refers to the “consumer-price index that hit a two-year high of 12.31%.”  If you look at this statement carefully, in makes no sense.  The writer wants to refer to the inflation rate, which is the growth rate of the CPI.  Similarly, the State Bank of Vietnam should say something like “CPI Inflation for 2010:  9.19%,” not “CPI of 2010: 9.19%.”  I can forgive the non-native English speakers from Vietnam.  I am less sympathetic to the Wall Street Journal!
