Final Examination, Econ. 311, Summer 1999


Name:________________________
Alias: _________
Score: ______

Short Answer (5 points each). 

1. True, false, uncertain. Explain. The Permanent Income Hypothesis says that a temporary change will have a greater effect on current behavior than a permanent change. 

2. True, false, uncertain. Explain. The only way the FED can affect the price level is to increase or decrease the money supply. 

3. True, false, uncertain. Explain. If the government taxes more and spends more, aggregate output increases. Therefore, more government spending is good.

4. True, false, uncertain. Explain. If marginal tax rates were lowered, GDP would more accurately measure well being.

5. True, false, uncertain. Explain. An increase in current consumption can cause a decrease in the transaction interval and an increase in cash balances.

Question 1 (25 points). Suppose leisure is an inferior good. 

1. Show on the graphs below the substitution and wealth effects of a temporary degradation of the current production function. What is the net effect on work effort and output. 

2. Use indifference curves to compare and contrast the effect on current and future work effort if the degradation is viewed as permanent rather than temporary. 

3. Compare and contrast the effects of a temporary vs. permanent degradation of the production function on the persons income and choice of consumption now vs. later. Indicate on your graph if the household is a net borrower or lender. 
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Question 2 (25 points). Consider the following article.

1. What value is 
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likely to have? Explain.

2. What value is 
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likely to have? Explain.

3. Show on the graph below the changes in the good market. Explain why the curves are shifting and the changes, if any, in output and the interest rate. 
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After two months of bargaining, the House passed a $ 14.7 billion "emergency" spending bill Tuesday to cover the cost of the war in the Balkans and some natural disasters. 

The measure was adopted 269-158, attracting heavy bipartisan support despite misgivings across the political spectrum, from the most conservative to most liberal members of the House. 

In its final form, the bill weighed in at 21/2 times the amount that President Clinton initially requested. It contains some cutbacks in several federal programs to help pay for a host of nonemergency items slipped into the measure by influential lawmakers in both houses. 

The Senate is expected to vote on the compromise bill no later than Thursday. 

What started out as a moderately priced bill to finance the continuing operation of U.S. forces in the Balkans and to provide emergency assistance for natural disasters ended up as a vastly expanded measure, covering everything from beluga whales to extra money for some House leaders' offices. 

Rep. Gil Gutknecht, R-Minn., said Congress may be "losing its ability to blush" about what he decried as gross overspending for nonemergency items in the legislation. 

House Speaker Dennis Hastert, R-Ill., blamed the Senate for tacking on items that he said largely benefited parochial and special interests. But he implored his colleagues to pass the legislation anyway. 

"Now is not the time to fight the special interests, but to promote the national interest and our men and women in Balkans," he said. 

President Clinton had sought about $ 6 billion for the war and humanitarian assistance. The bill started to balloon as the House and Senate seized the opportunity in a "must-pass" measure to beef up defense spending in general and add numerous other projects that finally totaled nearly $ 15 billion - much of it clearly not deemed to be emergencies. 

Under federal budget law, emergency spending does not have to be balanced by cuts in other programs. In this bill, Congress labeled several billion dollars of defense spending as emergency outlays even though there is no urgent need to spend the money. The move allows Congress to slip around a cap on military spending. () In addition, the Senate attached several policy changes that angered environmental groups and a provision to deny the federal government any share in a multibillion-dollar settlement between states and tobacco firms. 

In addition, the Senate attached several policy modifications that drew angry responses from environmental groups, and it denied the federal government any share in the proceeds from a multibillion-dollar settlement between states and tobacco companies. 

The bill provides some $ 12 billion to pay for the United States' participation in the NATO-led bombardment of Yugoslavia and the attempt to reverse the Serbian purge of ethnic Albanians from Kosovo. 

In disaster assistance, the bill provides $ 2.9 billion for victims of Hurricanes Mitch and Georges in Central America and for tornado victims mainly in Oklahoma and Kansas. 

Another $ 546 million is earmarked for farmers stricken by plunging prices, livestock losses and other unforeseen events. And $ 100 million goes for economic and military assistance to Jordan. 

"There is something for everyone," said Rep. Tony Hall, D-Ohio. "If you like the bill, you can find critical programs that are funded. If you don't like the bill, you can find wasteful spending and harmful cuts." 

Among the outlays that would have to be made up with cuts elsewhere were $ 1.3 million for the World Trade Organization meeting in Seattle next November, $ 921,000 to beef up security in the Supreme Court building and $ 3.8 million to renovate the dormitory for House pages. 

Those expenditures, as well as some of the disaster aid, would be paid for by tapping some $ 2 billion of unspent funds, already appropriated by Congress, from food stamps, community development block grants and housing subsidies for the poor. 

That prompted cries of alarm from advocates for the poor, who accused Congress of indifference to low-income families. "It is the height of hypocrisy to mouth concern for the hungry and homeless in Kosovo," said Rep. Janice Schakowsky, D-Ill., "while cutting critical funding for the hungry and homeless here at home." 

Opposition to the bill came from 89 Democrats, who criticized its proposed cuts in spending and environmental provisions, and from 68 Republicans, many of whom objected to spending money on a military mission they oppose. The House's lone independent, Rep. Bernard Sanders of Vermont, also voted against the bill. 

Other than the hefty increase in the cost of the bill, perhaps the most controversial provision was a ban on the federal government recouping any of the Medicaid money recovered by states in the $ 200 billion-plus tobacco settlement in 1998. 

Clinton had argued that, because Washington provides a big share of Medicaid funding, it was entitled to a portion of the tobacco companies' compensation to the states. But state governors in both parties complained loudly about what they saw as a federal raid on their largess and persuaded Congress to deal Washington out. 

The bill also contained several environmental waivers that sparked sharp rebukes from conservationists. 

One would postpone the scheduled payment of federal royalties - about $ 66 million a year - by oil and gas companies that have been purportedly short-changing the government on payments from drilling on public lands. Another would block the government from issuing tougher rules on hardrock mining on public lands. Still another would require the government to permit the opening of a large gold mine in Washington state that critics say could pollute nearby streams and rivers. 

Rep. Ralph Regula, R-Ohio, chairman of the House Interior appropriations subcommittee, defended the decision to allow the mine to open on the grounds that at least two state teachers' retirement systems - in California and Ohio - had invested in the company. 

Question 3. Consider the following article. 

1. Can the FED use monetary policy to control the price level Explain.

2. Can the FED use monetary policy to control Real GDP? Explain. 

3. Use the Basic Market Clearing Model and the graphs on the following page to illustrate how the economy would react to " an acceleration in the growth of productivity--the amount of goods and services produced for each hour worked."

4. What role could monetary policy play in affecting the changes you predicted in (3)? Explain and show on your graph.
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In a speech late in 1996, Federal Reserve Chairman Alan Greenspan asked two questions that have worried investors ever since: "How do we know when irrational exuberance has unduly escalated asset values . . . and how do we factor that assessment into monetary policy?" 

In other words, he was wondering openly about whether the stock market was overvalued, and if so, whether the Fed should do anything about it. 

At the time of the speech, the Fed chairman was concerned that U.S. stock prices were unaccountably high and that a major correction might damage the American economy. Stock prices have soared since then: The Dow Jones industrial average was then hovering around 6500; it closed yesterday at a little above 11,046. 

Today, some analysts and investors believe Greenspan and his Fed colleagues are so concerned about the highflying market that they want to raise interest rates to deflate the bubble. Other analysts conclude the opposite, that Fed policymakers won't dare raise rates very much, out of fear that they will cause the bubble to burst and drop the economy into a recession. 

Neither group is quite right, according to recent comments by Greenspan and other Fed officials. Fed policymakers have long taken potential reactions in the stock and bond markets, and the potential for overreaction, into consideration as they acted. But the relationship between the Fed and the markets has become more complex as stock prices have headed higher and the bond markets have come to react so instantaneously to Fed actions and pronouncements. 

To avoid surprising the markets, Greenspan frequently uses public speaking appearances to send signals to investors about likely Fed actions on interest rates. 

In an unusual instance, he recently used his July testimony before two congressional committees to clear up widespread confusion about why Fed officials in June announced that they had adopted a neutral stance toward the possibility of a rate increase in the near future. He explained that while they agreed in June to raise the Fed's target for overnight interest rates to 5 percent from 4.75 percent because of worries about a possible rise in inflation, concern about investor reactions caused officials to signal that they don't plan a series of such increases "in short order." In part, such heightened concern stems from the fact that Greenspan and most Fed officials believe the stock market is overvalued, and worry that their actions could indeed trigger a big correction. 

It also reflects their uncertainty about how a sharp drop in stock or bond prices would affect the economy. The huge drop in stock prices in October 1987 had no discernible effect on consumer spending despite the loss of wealth, and thus no effect on the overall economy. 

Greenspan and some of his colleagues, however, have attributed part of the extremely strong economic growth of recent years to the "wealth effect" produced by the rising stock market--the possibility that many consumers have been emboldened to spend more because of the increasing value of their stock portfolios, or because they have more cash in hand after selling stocks for big profits, or capital gains. If that's the case, then a steep decline in stock prices might slam the brakes on consumer spending and thereby slow the nation's economic growth. 

But recent research by two economists at the New York Federal Reserve Bank, Sydney Ludvigson and Charles Steindel, questions the extent of that connection. 

Essentially, they argue that stock wealth is so concentrated at the top among American households that most have few or no stock holdings. While spending growth has been augmented by capital gains on stock, the concentration of ownership suggests that a market decline shouldn't necessarily lead to a large drop in spending. 

In testimony last year, Greenspan said the impact of a market correction depends largely on "whether or not you took out debt against" the paper gains. "The real danger exists if there is an awful lot of debt, which, in the event of a significant stock market contraction, then all of a sudden becomes unserviceable," he said. 

After Greenspan's 1996 speech, he sent his top staff to work seeking answers to the questions he posed. As with so many issues involving economics, markets and policy, the results underscored the limits of the policymakers' knowledge and power. 

In short, Greenspan and the staff concluded that whatever the level of stock prices, there is no way to be sure whether there is a market bubble. And if the Fed can't tell, it can't do anything directly about it until after the bubble bursts. Only then can policymakers be sure there was one, and then all they can do is help pick up the pieces. 

Greenspan summed up his views about equity prices in congressional testimony last month. Stock prices are important because they influence both consumer spending and business investment, but "the central bank cannot effectively directly target stock or other asset prices," he said. "Should an asset bubble arise . . . monetary policy properly calibrated can doubtless mitigate at least part of the impact on the economy" when the inevitable correction occurs. 

"And, obviously, if we could find a way to prevent or deflate emerging bubbles, we would be better off. But identifying a bubble in the process of inflating may be among the most formidable challenges confronting a central bank, pitting its own assessment of fundamentals against the combined judgment of millions of investors." 

One reason for such caution is that policymakers see that when Greenspan first mused about "irrational exuberance" there were strong forces at work that did boost corporate earnings so much that, in retrospect, the Dow at 6500 was not so irrational after all. Those forces were a heightened level of competition, much of it driven by technological innovations, and a sustained high level of business investment that together were beginning to cause an acceleration in the growth of productivity--the amount of goods and services produced for each hour worked. 

A widespread sense among business executives that their customers won't accept price increases has forced them to find ways to increase profits by cutting costs--and the surge in productivity has allowed them to do so. 

In December 1996 there were hints that this process was underway, which was one reason analysts' estimates of future corporate earnings were so high. That process, as Greenspan said in his recent testimony, is continuing. 

"The business and financial community does not as yet appear to sense a pending flattening in this process of increasing productivity growth," he said. "This is certainly the widespread impression imparted by corporate executives. And it is further evidenced by the earnings forecasts of more than a thousand securities analysts who regularly follow [Standard & Poor's] 500 companies on a firm-by-firm basis, which presumably embody what corporate executives are telling them." 

But are the corporate executives and the analysts to whom they speak right? Maybe or maybe not, Greenspan cautioned. 

"By itself, the interpretation that we are currently enjoying productivity acceleration does not ensure that equity prices are not overextended," he said. "There can be little doubt that if the nation's productivity growth has stepped up, the level of profits and their future potential would be elevated. That prospect has supported higher stock prices. 

"The danger is that in these circumstances, an unwarranted, perhaps euphoric, extension of recent developments can drive equity prices to levels that are unsupportable. . . . Such straying above fundamentals could create problems for our economy when the inevitable adjustment occurs." 
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