FR TEST - OUTPUT

1. (12 points)  Suppose that the United States is in a deep recession.
a)  Using a correctly labeled aggregate demand and aggregate supply graph, show the current equilibrium price level and real gross domestic product.

b)  There is a debate in Congress as to whether to decrease personal taxes by a given amount or to increase government spending by this amount.  Which of these two fiscal policies will have a larger impact on real gross domestic product?  Explain.  

c)  Assume the Government elects to do nothing about the current situation.


i)  Explain how the economy will eventually return to long run equilibrium.


ii)  Show this explanation on your graph from part a.

c)  Explain how a large decrease in personal income taxes will affect each of the following in the short run


           i)  Consumption


          ii)  Real GDP

                      iii)  Price Level

         iv)  Employment

2. (6pts)  The government of Cannonland is currently operating above full employment.  They need to have an decrease in aggregate expenditures of $600 to be in full employment equilibrium.  An economist notes that in the last year income increased by $600 and consumption increased by $300. Hearing this, the government decides the best action to reach equilibrium is to decrease spending by $600.

a)  What is the MPC and MPS for Cannonland?  

b)  Will the $600 spending decrease achieve what the government hopes to achieve?  Explain.

c)  If they decide to spend the $600 and balance the budget by decreasing taxes $600, what will be the affect on the economy?
3. (5 pts)  Some economists claim that investment spending is more important than consumption spending even though, in terms of dollar amounts, investment is only about ¼ of consumption spending.  
a)  Draw a correctly labeled investment curve.

b) Why is investment spending important to the long run health of an economy?
c)  Demonstrate, on an AD/AS model, your answer to part (b).  
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