








Intermediate Macroeconomics 
Midterm Exam
March 6, 2003

Answer KEY 

Answer the following essay questions in three to four blue book pages or less. Be sure to fully explain your
answers using economic reasoning and any equations and/or graphs needed to make your point.

Essay 35 points each

1. Suppose you have graduated with your economics degree and have been appointed to head the Ministry
of Finance of a small open economy such as Thailand. The President of this small open economy has asked
for your analysis of the impact of U.S. fiscal policy on your economy. George Bush has proposed that the
U.S. government cut taxes and increasing federal spending on defense and homeland security. Provide a
detailed explanation of the impact of these U.S. policy changes on your small economy. In particular, show
graphically and fully explain (tell the story) the impact on:

The trade balance and net capital flows for your small open economy.
The real exch. rate between your economy and the U.S. currency.
Real consumption, investment and total output in your economy.

2. In the general equilibrium model of chapter 3, Mankiw assumes that consumption is a function of
disposable income alone: C = C(Y-T). Modify the consumption function to make consumption depend on
both after tax income and the real interest rate. Explain why you think this might make sense.

Consider a drop in the world real interest rates (due to a decline in global demand for loans associated
with the bursting of the Dot Com Bubble).
Explain the impact on real Savings and Investment in the U.S.
How do your results differ if consumption does not depend on the real interest rate?
Assuming no change in the rate of growth of money in the U.S., will the nominal interest rate change
when the world real interest rate declines?

Multiple Choice (2 points each)

1. The consumer price index (CPI) 
A. measures the price of a fixed basket of goods and services. 
B. measures the price of a basket of goods and services that constantly changes as the composition of
consumer spending changes. 
C. measures the amount of money that it takes to produce a fixed level of utility. 
D. is one of the many statistics in the National Income Accounts.

2. The supply of loanable funds, or "national saving," is equal to 
A. income - consumption. 
B. income - consumption - taxes. 



C. income - consumption - government spending. 
D. income - consumption - government spending - taxes.

 

3. Which of the following events will cause the unemployment rate to decrease? 
A. An increase in population, with no change in the size of the labor force 
B. A proportinately equal decrease in the labor force and the number of unemployed workers 
C. A decrease in the labor force with no change in the number of unemployed workers 
D. A decrease in the number of unemployed workers with no change in the number of employed
workers.

4. Suppose that a consumer has a marginal propensity to consume of 0.7. If this consumer earns an extra
$2, her consumption spending would be expected to increase by 
A. $0.60. 
B. $0.70. 
C. $1.40. 
D. $1.70

5. If a production function has two inputs and exhibits constant returns to scale, then doubling both
inputs will cause the output to 
A. reduce by half.       B. stay the same. 
C. double.                   D. quadruple. 

6. A competitive firm hires labor until the marginal product of labor equals the 
A. real wage. 
B. rental price of capital. 
C. price of output. 
D. capital/labor ratio.

7. GDP measures 
A. expenditure on all final goods and services. 
B. total income of everyone in the economy. 
C. total value-added by all firms in the economy. 
D. all of the above.

8. In the full model of the economy presented in chapter 3, the variable that adjusts to equilibrate the
supply and demand for goods and services is 
A. government spending. 
B. consumption. 
C. taxes. 
D. the real interest rate.

9. According to the quantity equation, if M increases by 3 percent and V increases by 2 percent, then 
A. real income increases by approximately 5 percent. 
B. the price level increases by approximately 5 percent. 
C. the nominal interest rate increases by approximately 5 percent. 
D. nominal income increases by approximately 5 percent.



10. Consider the following data on inflation and nominal interest rates

Year Inflation
Rate

Nominal Interest
Rate

1 5% 10%
2 10% 5%

By how much has the real interest rate changed between year 1 and year 2? 
A. It has increased 5 percent.         B. It has decreased 5 percent. 
C. It has increased 10 percent.       D. It has decreased 10 percent.

 

 

11. According to the classical dichotomy, which of these magnitudes is affected by monetary policy? 
A. The price level 
B. The real wage 
C. The real interest rate 
D. The rate of growth of real GDP.

12. Consider the following table
Consumption of foreign goods and services 100
Consumption of domestic goods and services 900
Investment of foreign goods and services 20
Investment of domestic goods and services 180
Government purchases of foreign goods and services 0
Government purchases of domestic goods and
services 500

Exports 100
Based on the data, what are total imports? 
A. 0 
B. 120 
C. 1,000 
D. 1,580

13. Consider the following data on the Transalpinian economy 
Y = 1,000 
C = 700 
G = 150 
I = 250 - 10r* 
The world interest rate is 5 percent. What are net exports of Transalpinia? 
A. 50 
B. -50 
C. 150 
D. -150



14. The price of one currency in terms of another currency, such as 150 yen for $1, is an example of 
A. a nominal exchange rate. 
B. a real exchange rate. 
C. purchasing-power parity. 
D. a constant world interest rate.

15. If net exports are positive, which of the following is false? 
A. Domestic output exceeds domestic spending. 
B. Domestic saving exceeds domestic investment. 
C. Net capital outflow is positive. 
D. There is a balance of trade deficit.

 

 

 

Practice Exam Questions
Econ 300 
Dec. 11, 2000

When using the AD/IA model, be sure to provide supporting explanation for movements in or along
the AD cuve, i.e. use the IS/MP to motivate your arguments.

Essay 

1. Using the AD/IA model, explain what happens if the central bank reinflates the economy. Suppose
the target inflation rate is changed from 2 percent to 5 percent. What is theimpact on the major
components of spending in the short run and in the long run?

2. Suppose the economy begins at potential GDP with an inflation rate of 2 percent. Illustrate this
situation in an AD/IA model. Suppose that an oil price shock drives inflation up to 5 percent in the
short run, but the central banks expects this inflation shock to be temporary. In other words, the FED
thinks the inflation adjustment curve will shift back down to 2 percent next year. (Assume that the
inflation adjustment curve does actually shift back to its original level the year after the oil price
shock).

a.   If the FED maintains its original policy rule, i.e. doesn't change the parameters in the
MP curve, where will real GDP be in the short run? How does the economy adjust back
to its LR equilibrium at potential GDP?

b.  Suppose instead that the FED decides to hold the real interest rate constant. What
happens to real GDP? What does the long run adjustment back to potential GDP look like
in this case? 



c. Suppose that this scenario describes the US economy in 2001. Which policy path
should the FED follow?

Midterm Exam
Econ 300 
October 26, 2000

KEY

Answer the following essay questions in three to four blue book pages or less. Be sure to fully explain
your answers using economic reasoning and any equations and/or graphs needed to make your point.

Essay 80 points 

1. In the general equilibrium model of chapter 3, Mankiw assumes that consumption is a function of
disposable income alone: C = C[Y-T]. Modify the consumption function to make consumption
depend on both after tax income and the level of real money balances (M/P) consumers hold (The
assumption is that real balances are a part of wealth, and wealth affects how much we consume).
Show that if money demand (the demand for real balances) depends on the nominal rate of interest,
then an increase in the rate of money growth now affects consumption, investment, and the real
interest rate.

2.     a) What is the steady state in the Solow growth model? How is it reached from an initial
situation in which the capital-labor ratio is below steady state? 

       b) Politicians often argue for policies they think will raise the U.S. national savings rate (s).
According to the Solow model, should a low saving rate be a matter of national concern? What
policies might be implemented to raise it?

Short Answer 20 points (one blue book page)

1. The US government announced on Tuesday Oct. 24, 2000 that the federal government had a $237
billion budget surplus for the fiscal year that ended in September. It is the third consecutive year that
the federal government has had a surplus after almost 30 years of running budget deficits. During the
1980s, the US government budget deficits reached record levels, as did the US trade deficits

Explain how the large budget deficits of the 1980s led to large US trade deficit. If the US is now
running a budget surplus, provide (and explain) at least two possible reasons that the US trade deficit
is at record levels rather than declining with the growing budget surplus.

 



 

Bonham Final Exam

Econ 300 December 14, 1999

Essay 80 points (three to five blue book pages)

Be sure to make full use of graphs, equations, and thorough written explanation to answer the
following two questions.

1. The Fed is considering two alternative monetary policies:

a) holding the money supply constant and letting the interest rate adjust, or

b. adjusting the money supply to hold the interest rate constant.

In an IS-LM model, which policy will better stabilize output under the following conditions?

a. (20 points) All shocks to the economy arise from exogenous changes in the demand for goods
and services –i.e. the aggregate demand curve shifts due to changes in something that affects
the IS curve such as consumer confidence.

b. (20 points) All shocks to the economy arise from exogenous changes in the demand for
money–i.e. the aggregate demand curve is shifting because of shifts in money demand.

1. Consider an economy with a government controlled (exogenous) saving rate (s), exogenous
population growth (n), a fixed depreciation rate (d), but no technical progress (g=0). Suppose
this economy is at steady state and has a relatively low saving rate so that its steady state capital
labor ratio is below its golden rule capital labor ratio.

a. (10 points) Write down the fundamental equation of growth (capital accumulation equation),
draw a graph of its major components to illustrate the concept of steady state. On your graph,
show the golden rule capital labor ratio.

b. (10 points) Fully explain the economic intuition behind the stability of steady state. Explain the
advantages of maintaining a capital labor ratio at the golden rule level.

c. (15 points) Suppose the government increased the saving rate to ensure enough investment to
maintain the golden rule capital labor ratio as a steady state. Using graphs and written
explanation, describe the transition of the economy from its initial steady state to the golden
rule with the new higher saving rate. What happens to consumption and income per person (in
levels and growth rates) in the transition period and in the new steady state. Are the growth
rates of consumption and income per worker different in the two steady states?

d. (5 points )Why might a benevolent government choose not to implement such a policy?

 

Short Answer 20 points (choose one)

1. Explain the roles of monetary and fiscal policy in causing and ending hyperinflations.

2. Why does the aggregate demand curve slope downwards? Explain.

 



 

Bonham Midterm Exam

Econ 300 October 19, 1999

Essay 50 points each (three to five blue book pages)

1. When the government subsidizes investment, such as with an investment tax credit, the subsidy
often applies to only some types of investment. This question asks you to consider the effect of
such a change. Suppose there are two types of investment in the economy: business investment
and residential investment. In addition, suppose that the government institutes an investment tax
credit that applies only to business investment.

a. How does this policy affect the demand curve for business investment? The demand curve for
residential investment?

b. Draw the economy's supply and demand for loanable funds graph. How does this policy affect
the supply of and demand for loans? What happens to the equilibrium interest rate?

c. Compare the old and the new equilibrium. How does this policy affect the total quantity of
investment? The quantity of residential investment?

1. Consider an economy with a government controlled (exogenous) saving rate (s), exogenous
population growth (n), a fixed depreciation rate (d), but no technical progress (g=0). Suppose
this economy is at steady state and has a relatively low saving rate so that its steady state capital
labor ratio is below its golden rule capital labor ratio.

a. Write down the fundamental equation of growth (capital accumulation equation), draw a graph
of its major components to illustrate the concept of steady state. On your graph, show the
golden rule capital labor ratio.

b. Fully explain the economic intuition behind the stability of steady state. Explain the
adavantages of maintaining a capital labor ratio at the golden rule level.

c. Suppose the government increased the saving rate to ensure enough investment to maintain the
golden rule capital labor ratio as a steady state. Using graphs and written explanation, describe
the transition of the economy from its initial steady state to the golden rule with the new higher
saving rate. What happens to consumption and income per person (in levels and growth rates)
in the transition period and in the new steady state. Are the growth rates of consumption and
income per worker different in the two steady states?

d. Why might a benevolent government choose not to implement such a policy?

 

 

Bonham Midterm Exam

Econ 300 October 15, 1998

Essay 80 points (three to five blue book pages)

1. In the general equilibrium model of chapter 3, Mankiw assumes that consumption is a function of
disposable income alone: C = C(Y-T). Modify the consumption function to make consumption
depend on both after tax income and the real interest rate. Provide an explanation for why the real rate
of interest might affect real consumption expenditures. Using your modified consumption function,
find an expression for national savings, and illustrate graphically the supply and demand for loanable



funds equilibrium condition. Show (and explain) the impact of an increase in taxes on: the real rate of
interest, national savings, investment, and the government budget deficit.

2. The amount of education the typical person receives varies substantially among countries. Suppose
you were to compare a country with a highly educated labor force and a country with a less educated
labor force. Assume that the countries are otherwise the same: they have the same saving rate,
depreciation rate, population growth rate, rate of technical progress, and they initially have the same
sized labor forces. If both countries are in steady state, what would you predict for the following
variables in each country? (Be sure to illustrate your answer graphically and explain your results):

a) The rate of growth of total income.

b) The rate of growth of income per worker.

c) The rate of growth of consumption per worker.

d) The real rental price of capital?

Short Answer 20 points (choose one, answer in one to two paragraphs each)

1. The 1983 Economic Report of the President contained the following statement: "Devoting a larager
share of national output to investment would help restore rapid productivity growth and rising living
standards." Do you agree with this claim? Explain

2. What makes the demand for the economy's output of goods and services equal the supply? Explain.

Bonham 
Final Exam 
Econ 300 
December 16, 1997

Essay 80 points (three to five blue book pages)

Be sure to make full use of graphs, equations, and thorough written explanation to answer the
following two questions.

1. Many of the South East Asian economies currently experiencing financial crises have run
substantial national government deficits over the past 3-5 years. Simultaneously, their monetary
authorities have allowed excessive money growth, and therefore these economies have also
experienced high rates of inflation (eg. Korea’s 7% average inflation rate from 1990-1996). As part of
the IMF bailout program, Thailand, Indonesia, and South Korea will be required to cut their deficit
spending (lower government spending and or raise taxes), and reduce their rate of inflation by slowing
money growth (reduce M-primarily due to bank closures).

Using a Short Run macro model (IS-LM, Aggregate S/D) explain the impact of the IMF prescription
on real output, employment, the general price level, and real interest rates.

As time passes and wages and prices adjust, what will be the impact of the IMF prescription on real
output, employment, and the general price level?



 

2. A major goal of the IMF bail out package is to stabilize the currencies of the SE Asian economies.

Assume that South Korea is a small open economy. Taking a more long run view, what effect will the
IMF policy prescription have on the value of the Won (the SK currency) relative to the dollar, and on
the South Korean trade deficit?

Short Answer 20 points (choose one)

1. True or false? The higher the steady-state capital-labor ratio is, the more consumption each worker
can enjoy in the long run. Explain your answer.

2. Explain the sticky wage and imperfect information theories of aggregate supply. On what market
imperfection do these theories rely?

Bonham
Midterm Exam

Econ 300
October 28, 1997

 

Essay 80 points (three to five blue book pages)

1. In the general equilibrium model of chapter 3, Mankiw assumes that consumption is a function of
disposable income alone: C = C(Y-T). Modify the consumption function to make consumption
depend on both after tax income and the level of real money balances (M/P) consumers hold (The
assumption is that real balances are a part of wealth, and wealth affects how much we consume).
Show that if money demand (the demand for real balances) depends on the nominal rate of interest,
then an increase in the rate of money growth now affects consumption, investment, and the real
interest rate.

2. Many demographers predict that the US will have zero population growth in the twenty-first
century, in contrast to average population growth of about one percent per year in the twentieth
century. Use the Solow model to forecast the effect of this slowdown in population growth on the
growth of total output and the growth of output per person. Consider the effects both in steady state
and in the transition between steady states.

 

Short Answer 20 points (one to two paragraphs each)

1. True or false? The higher the steady-state capital-labor ratio is, the more consumption each worker



can enjoy in the long run. Explain your answer.

2. Explain the slopes of the saving an investment curves in real interest rate and S,I space. Give two
examples of changes that would shift the saving curve to the right and two examples of changes that
would shift the investment curve to the right.

Bonham Midterm Exam
Econ 300 October 28, 1993

Essay 80 points (three to five blue book pages)

Suppose that the countries of the European Community (UK, Germany, France, Italy, etc.) stop all
government subsidies for investment and eliminate all investment tax credits. 

1. Fully explain the immediate impact of such a change on the following variables: 
world real interest rates; U.S. real interest rates; investment in the U.S.; the current and capital
accounts in the U.S.; and the real and nominal exchange rate measured as Rest of World Currency per
U.S. dollar.

2. Explain the dynamic effects of such a change on the U.S. economy. What happens to real output
growth and the level of real output in the long run? Why does real output change if there is no change
in national saving?

Short Answer 20 points (one blue book page)

1. Robert Reich recently suggested that the U.S raise its minimum wage from $4.25 per hour to $4.75
per hour. Others in the Clinton administration have suggested that the minimum wage be increase to
$6.00 per hour. Briefly discuss the advantages and disadvantages of such a policy.

2. Write down the quantity equation and explain it. What does the assumption of constant velocity
imply about the inflation rate?

Bonham Final Exam
Econ 300 Dec 14, 1993

Essays 60 points.
Each of these questions requires the use of graphs, equations, and verbal explanation. Your answer to
each question should be three to five blue book pages long.

1. An article in the Washington Post, dated August 4, 1990, stated that "[o]il prices continued to surge



yesterday in the wake of the Iraqi invasion of Kuwait, jarring world financial markets and increasing
the danger that the U.S. economy will drop into a recession. That danger was underscored yesterday
by a Labor Department report that the nation's civilian unemployment rate rose from 5.2 percent to 5.5
percent last month, ... Crude oil prices took another jump of $1.50 to $2 a barrel, ...,[t]hat would
translate into a 15 cent-per-gallon increase in gasoline prices at the pump, and similar increases in
home heating oil prices, feeding a powerful current of inflation into the economy. 

Using an IS-LM model, AD-AS model, and a Phillips curve, explain the impact of an increase in oil
prices on the U.S. economy. Analyze the short run impact on real output, employment, prices, and real
interest rates. Be sure to explain how it is possible to have an increase in the rate of unemployment
while simultaneously experiencing an increase in inflation. Suppose that this increase in oil prices was
permanent. What are the long run effects on the economy? 

Short Answer 20 points each.
You should answer these questions in one to two blue book pages, using graphs and equations if you
desire.

1. From 1929 to 1933, the nominal money supply in the U.S. fell 25%, and the unemployment rate
rose from 3.2% to 25.2%. At the same time, the price level fell approximately 25%, and nominal
interest rates declined continually. Are these data consistent with the hypothesis that contractionary
monetary policy caused the Great Depression? Explain.

2. If Germany has low inflation and Italy has high inflation, what will happen to the exchange rate
between the German mark and the Italian Lira?

Bonham Midterm Exam
Econ 300 March 17, 1994

Essay 80 points (three to five blue book pages)

1. In the general equilibrium model of chapter 3, Mankiw assumes that consumption is a function of
disposable income alone: C = C(Y-T). Modify the consumption function to make consumption
depend on both after tax income and the level of real money balances (M/P) consumers hold (The
assumption is that real balances are a part of wealth, and wealth affects how much we consume).
Show that if money demand (the demand for real balances) depends on the nominal rate of interest,
then an increase in the rate of money growth now affects consumption, investment, and the real
interest rate. 

2. Write down the fundamental equation of growth from the Solow model. Explain how
the saving rate and the rate of population growth affect the steady-state level of income, and the
steady-state rate of growth. What determines the steady-state rate of growth of income per worker?
Does the Solow model fully explain the factors that determine steady-state growth in income per
worker? 



Short Answer 20 points (one to two paragraphs each)

The newspaper reports that the nominal interest rate is 12 percent per year in Canada and 8 percent
per year in the United States. However, arbitrage ensures that the real rates of interest in the two
countries are equal. 

1. Using the Fisher equation, what can you infer about expected inflation in Canada and the United
States. 

2. Assuming purchasing power parity holds, what can you infer about the expected change in the
exchange rate between the Canadian dollar and the U.S. dollar?

Bonham Final Exam
Econ 300 Fall 94

60 points (three to five blue book pages)

1. Suppose that the government wants to raise investment but keep output constant. In the IS-LM
model, what mix of monetary and fiscal policy will achieve this goal? How will the affects of this
policy show up in the AD-AS model? 

In the 1980s, the U.S. government cut taxes and ran a budget deficit while the Fed pursued tight
monetary policy. What effect should this policy mix have?

Note that the above (second) policy mix has no effect on the LRAS curve in the static (AD-AS)
model. Explain how these policies would affect the growth of output using a dynamic model. Explain
how the different assumptions made in the long run static model versus the long run dynamic
(neoclassical growth) model account for their different results for real output. 

40 points (2 to 4 blue book pages)

2. The U.S. 1981 tax act reduced tax revenues to the federal government. Explain the effect of such a
change on the U.S. Federal Government budget deficit, the U.S. trade deficit, capital account, and the
real and nominal exchange rate measured as Rest of World Currency per U.S. dollar.




