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ECO 230- Problem Set #4 (Optional)

Dr. Hassan 
-

Due: November 19 or before.
Instruction: This is an optional quiz. If you decide to do this quiz, you will be allowed to drop the lowest 2 of the 4 take-home quizzes (50%). If you decide not to do this quiz, you still will be allowed to drop 1 (one) of the 3 take-home quizzes you already have done.  

1.
(26 points: Note: this is question #7, page 222-23) What effects would each of the following have on aggregate demand or aggregate supply?  In each case use a diagram to show the expected effects on the equilibrium price level and level of real output.  Assume that all other things remain constant.

a. A widespread fear of depression on the part of consumers.

b. A large purchase of U.S. wheat by Russia.

c. A $1 increase in the excise tax on cigarettes.

d. A reduction in interest rates at each price level.

e. A major cut in Federal spending for health care.

f. The expectation of a rapid rise in the price level.

g. The complete disintegration of OPEC, causing oil prices to fall by one-half.

h. A 10 percent reduction in personal income tax rates.

i. An increase in labor productivity.

j. A 12 percent increase in nominal wages.

k. Depreciation in the international value of the dollar.

l. A sharp decline in the national incomes of our western European trading partners.

m. A sizable increase in U.S. immigration.

2.
(12 points Note: this is question #7, page 222-23) Other things being equal, what effect will each of the following have on the equilibrium price level and level of real output:

a. An increase in aggregate demand in the vertical range of aggregate supply.

b. An increase in aggregate supply with no change in aggregate demand (assume prices and wages are flexible).

c. Equal increases in aggregate demand and aggregate supply.

d. A reduction in aggregate demand in the horizontal range of aggregate supply.

e. An increase in aggregate demand and a decrease in aggregate supply.

f. A decrease in aggregate demand in the intermediate range of aggregate supply

3. (12 points) State the appropriate fiscal policy tools (and show graphically) to close:

a. A recessionary gap:

b. An inflationary (expansionary gap).

4. (12 points) State the appropriate monetary policy tools (and show graphically) to close:

a. A recessionary gap;

b. An inflationary (expansionary gap).

5. (12 points) Explain how each of the following affect real GDP and the price level:

a. a decrease in the interest rate;

b. a decrease in the expected inflation rate.

6. (10 points Note: this is question #6, page 263) Suppose the price level and value of the dollar in year 1 are 1.0 and $1.00, respectively.  If the price level rises to 1.25 in year 2, what is the new value of the dollar?  If instead the price level had fallen to .50, what would have been the value of the dollar?  What generalization can you draw from your answer?

7. (12 points Note: this is question #6, page 303) Suppose that you are a member of the Board of Governors of the Federal Reserve System.  The economy is experiencing a sharp and prolonged inflationary trend.  What changes in (a) the reserve ratio, (b) the discount rate, and (c) open‑market operations would you recommend?  Explain in each case how the change you advocate would affect commercial bank reserves, the money supply, interest rates, and aggregate demand.

(a) the reserve ratio?

Answer:

(b) (b) the discount rate:

Answer:

(c) (c) open‑market operations would you recommend?  

Answer:

