
MACROECONOMICS – REVIEW QUESTIONSPRIVATE 

· How do we measure the total value of output produced in a country in a year?

· Describe the method and explain the component parts of the two main ways of measuring GDP.  What are final goods and intermediate goods?  What are factor payments?

· Distinguish between nominal and real GDP.  How would you convert nominal figures to real ones using a price index with base year 1981?

· Explain how the Consumer Price Index is measured.  Give a simple example to explain how the CPI is calculated for a base year and some other year.  Explain how the GDP Deflator Price Index is measured.  What are the differences between the two price indexes?

· Distinguish between frictional, structural and cyclical (or inadequate demand) unemployment.  What is "full employment"?  What is Potential GDP?

· How does Canada measure (a) the size of the labour force, (b) the number of employed persons, and (c) the number of unemployed persons?  What happens if an unemployed person stops looking for work?

· What is Aggregate Demand?  Why do we describe AD as the amount that people "wish" to spend?  What is AD a function of?

· What is the Aggregate Expenditure Curve and what is shown on each axis of the AE diagram?  Draw the graph.  Why is it also called the 45 degree line graph?

· What is the Marginal Propensity to Consume?  the Marginal Propensity to Save?  What is the Average Propensity to Consume?  the Average Propensity to Save?  How does the MPC relate to the simple multiplier?  Explain carefully why a change in Investment spending will have a multiplied effect on GDP?  What is the Paradox of Thrift and why does it happen?

· What is Disposable Income (give the formula)?  How will changes in taxes or transfers affect Aggregate Expenditure?  How will changes in, for instance, Government Spending or Investment Spending affect Aggregate Expenditure?  Explain why taxes or transfers will have a smaller multiplier than the other types of spending.  Give the formula for both multipliers.

· Write down a simple but complete model of the demand side of the macroeconomy.  Explain why each variable appears in your model and why it has the effect it does on each type of spending.  

· Draw the linked diagram to show how changes in the overall price level in the economy affect Aggregate Expenditure and how this is related to the slope of the Aggregate Demand Curve.  Does the Aggregate Demand curve show all points on the AE curves?  Which points does it show?  What factors will make the AD curve shift?  What will cause a movement along AD?  

· Why does the Aggregate Supply curve have a positive slope?  What factors will shift the AS curve and what factors will cause a movement along AS?  Explain what will happen to move the economy towards a new equilibrium when either AS or AD shifts.  

· What is Potential GDP?  What is an Inflationary Gap?  Draw it.  What is a Recessionary Gap?  Draw it.  Why do economists argue that an Inflationary Gap can and will correct itself, while a Recessionary Gap will not (or will only correct itself very slowly and at considerable cost to the economy)?  Draw diagrams and explain in words what will happen in these two cases to the price level, to the level of output, to wages and other input costs, and to unemployment.  

· Why do economists say that the rise in the world price of oil caused "stagflation"?  What role might inflationary expectations have in creating stagflation?

· What is fiscal policy?  Give examples of expansionary fiscal policy.  Give examples of restrictive or contractionary fiscal policy.  How might fiscal policy be used to cure a Recessionary Gap?  How might fiscal policy be used to cure an Inflationary Gap?  

· What is the Money Supply?  Can one bank create money?  Can a banking system create money?  Explain how, using Balance Sheets.  How much money can one bank create and how much can the banking system create?  What is the money multiplier?  Why will Central Bank open market operations have a bigger effect on the money supply than transactions by individuals?  

· Why do we need a central bank to control the money creation process?  What might happen in a recession if the central bank did not exist?

· List and describe the different forms of monetary policy (make sure you include purchases and sales of Canadian dollars on the foreign exchange market).  Explain how changes in the Money Supply will affect output in a closed economy.  Draw diagrams and explain clearly why changes in the Money Supply are likely to affect interest rates (through effects on the bond market).  Explain the “transmission mechanism” carefully.

· What are flexible and fixed exchange rates?  What is the Balance of Payments?  What items are in the Current Account?  the Capital Account?  What makes the Balance of Payments balance?  Draw a graph of the market for Canadian dollars and explain which factors affect demand and supply.  How are fixed exchange rates kept fixed (there is a short and a long answer to this)?  How are flexible exchange rates determined?  What is a Balance of Payments Surplus?  What is a Balance of Payments Deficit?  Which one is more of a problem for a Central Bank?

· Explain, in some detail, why monetary policy is ineffective (in stabilizing economic activity) in a country with fixed exchange rates, but powerful in a country with flexible exchange rates.  Explain this both for expansionary and contractionary monetary policy.  Explain why fiscal policy is powerful in a country with fixed exchange rates and less effective in a country with flexible exchange rates.  Explain “crowding-out”.

