Economics 104B, Section 1
Prof. Steve Fazzari
Homework Problems:  Part 3
Spring, 2011
Due:  Wednesday, March 9
1.  For each statement below, indicate whether it comes from a supply side perspective, demand side perspective, or both.  Briefly explain each of your answers.
a) Monetary policy stabilizes the economy by adjusting interest rates and therefore changing the cost of borrowing.  

b) Technological change is the engine of long-run economic growth.

c) Low tax rates encourage a greater number of average citizens to work, and to work harder.

d) Tax cuts are most effective when they are given to groups in the society who will immediately use their windfall to go shopping or take a trip.

e) Higher saving can hurt the economy in the short run, but it is a key to long-run prosperity.

2.  Some estimates indicate that the marginal propensity to consume (MPC) for the nation as a whole is roughly 0.90.  Explain in words what this means.  What is your personal MPC?

3.  Compare the two consumption functions below.  How do the marginal propensities to consume differ?  Explain your answer briefly.
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4.  A comparison of the time right before World War 2 and the years immediately following World War 2 indicates that consumers had both more income and more wealth in the postwar years.  Use a "consumption function" graph to demonstrate the effects of both of these changes on consumption.  

5.  Most economic observers expected that the Bush tax cuts of 2001 would be permanent.  But recent problems with higher than expected government spending suggest that the tax cuts may be rescinded.  Suppose news arrives that the tax cuts will be eliminated two years from now.
a)  Show how this news will affect consumption this year with a graph of the consumption function.  Explain the changes in the graph.

b)  From a demand-side perspective, explain how this news could weaken the U.S. economy.  Why is this perspective consistent with “Keynesian” macroeconomic theory?

c)  Briefly explain how this news could weaken the economy from a supply-side perspective.
6.  Special News Analysis Question (will be graded, 4 points rather than 2):  On February 25, 2011 the Wall Street Journal reported the following statistic:  “Vietnam has one of Asia’s worst inflation problems, with a consumer-price index that hit a two-year high of 12.31% this month.”  It’s clear that this figure is high compared to U.S. experience, but the way you interpret it would determine whether this number is just at the high end of the range of developed country inflation over the last 50 years or if it is true hyperinflation.  
a)  What is the main problem with this report? (It’s actually very confusing.)
b)  What would you have to assume about the way in which this statistic is reported for it to indicate hyperinflation?  
