FRQ 7

1. (a) Using a correctly labeled aggregate supply and aggregate demand graph, show the impact of a sudden, large decrease in private
investment spending on each of the following.

(i) Output

(ii) Price level

(b) Using the results in part (a), explain how employment is affected.

(c) Identify one specific fiscal policy that might be implemented to offset the effectes of the decrease in investment, and explain how
the policy would affect each of the following in the short run.

(1) Aggregate demand

(i1) Output and price level

(iii) Real interest rates

(d) Identify an open-market operation that the central bank might implement to offset the effects of the decrease in investment, and
explain how the policy would affect each of the following in the short run.

(i) Real interest rates

(i1) Aggregate demand

(iii) Output and the price level

(e) If the central bank continues the open-market operation described in (d), explain the long-run effects on each of the following.
(1) Inflation
(1) Value of the domestic currency in foreign exchange markets

2. The government replaces the income tax with a national sales tax that generates the same revenue. Assume throughout the question
that the economy stays at full employment.
(a) What is the effect of the change in tax policy on each of the following?
(i) Consumption
(il) National saving

(b) Using a correctly labeled graph of the loanable-funds market, explain how the change in tax policy will affect each of the
following.
(1) Real interest rate
(i1) Investment

(¢) Explain how this change in policy will affect long-run economic growth.
3. Country X has a flexible exchange rate and international capital mobility. Political turmoil outside of Country X generates capital
flow into Country X.

(a) Using a correctly labeled foreign-exchange market graph, explain the impact of the capital inflow on the international
value of the currency of Country X.

(b) For Country X, explain the effect of the change in the international value of its currency on each of the following.
(1) Exports
(i) Imports



