
Economics 21 Spring 2014 
1st Midterm 

 
Answer all questions on this exam (use point totals to allocate your time): 
 
Part I:  (42 points) For each of the following, indicate whether the statement is Always 
True, Sometimes True or Never True and briefly explain why:  
 
a) A nation with a government deficit will have a current account deficit.  
 
b) A nation with a balanced current account (ie. current account = 0) will have a level of 
National Savings that is equal to its domestic Investment.  
 
c) The “money multiplier”, the multiplier that transforms the High Powered Money 
Supply into the total Money Supply, is equal to or greater than 1. 
 
d) An exogenous increase in government spending (financed by issuing bonds) will 
have a smaller effect on GDP than an equal-sized exogenous increase in net exports 
(nx0) because of crowding out. 
 
e) An exogenous increase in government spending (financed by issuing bonds) will 
have the same effect on GDP as an Open Market Purchase that increases the money 
supply by an equal magnitude. 
 
f) If all consumers are rational, farsighted and not liquidity constrained, then the degree 
to which a tax cut affects their consumption behavior is completely determined by the 
size of the tax cut (in prevent value terms) and not the timing of the tax cut. 
 
Part II (12 points):  Looking at the problem from the point of view of the individual or 
the firm (not the entire society), place leveraging and diversification in the appropriate 
box in the grid below (you can simply write the box’s characteristics in your green 
book) and briefly explain why: 
 
 Increases average 

return 
Leaves average 
return unchanged 

Decreases average 
return 

Increases risk    
Leaves risk unchanged    
Decreases risk    
 
Part III (18 points): Consider an economy that is in recession and assume that i1 = nx1.  
The government wants to bring the economy to full employment, but does not want to 
alter the level of National Investment: 
 
What policy, or policies, would you recommend to bring the economy to full 
employment without altering the level of national investment?  Be sure to explain your 
answer. 
 

(More Questions on Reverse Side) 



Part IV (28 points):  The questions below relate to the article “Have we been living in an 
age of austerity?” which is attached.  The letters in the question correspond to the letters 
in the margin of the article: 
 
a) The author, Zachary Goldfarb, believes that fiscal policy in the last several years has 
been contractionary (which is what he means by austerity).  Assuming he is correct, 
why, as Chuck Blahous notes, has the U.S. government been running big deficits?  Put 
another way, how can austerity be consistent with big deficits? 
 
b) How can austerity be consistent with the fact that “[Government] Spending is far 
higher as a percentage of the size of the economy than throughout most of postwar 
history”? 
 
c) Goldfarb writes that “the government has been doing a lot less to stimulate the 
economy for each of the past few years”.  He points to movements in the structural 
deficit (ie. full employment deficit) to prove this.  What must have been happening to 
the full employment deficit – was it becoming more deficity or less deficity and Why? 
 
d) Goldfarb refers to the chart at the end of the article as measuring “the change in the 
structural deficit as a percentage of GDP”, but if the title of the chart, “GDP Impact of 
Fiscal Policy”, is correct, it must be more than simply “the change in the structural 
deficit as a percentage of GDP”.  What must it also include?  
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 Comments

Have we been living in an age of
austerity?

 

A number of readers and conservative commentators today have argued that I was

wrong to describe the past several years as an age of austerity in the United States.

Chuck Blahous, a well-known conservative economist, writes this morning:

Since 1947 the four largest deficits run by the US government, as a percentage of the

economy, were in fiscal years 2009, 2010, 2011 and 2012—the first term of the

Obama Administration. These deficits ranged in size from 6.8 percent to 9.8 percent

of GDP. The previous annual record was 5.9 percent in 1983.

Blahous notes a number of other measures that suggest the nation hasn't been austere
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at all. Spending is far higher as a percentage of the size of the economy than throughout

most of postwar history, and the federal debt held by the public is far above what it was

before the recession that ended in 2009 and only likely to grow over the long-term.

Given that picture, how could I conceivably consider the past few years to be an age of

austerity? I'd argue that you must consider the stance of fiscal policy relative to the

environment we're in. And for the past few years, we've been recovering from the worst

recession since the Great Depression, and in that environment it makes sense that the

government will do what it can to make up for a massive shortfall in demand.

Except, the government has been doing a lot less to stimulate the economy for each of

the past few years. Last year - 2013 - probably was the most extreme. The expiration of

payroll tax cuts, a range of other tax hikes, and the deep cuts known as sequestration

removed a tremendous amount of money from the economy.

Consider this chart based on data from Moody Analytics' Mark Zandi, which measures

the change in the structural deficit as a percentage of GDP. The structural deficit

measures whether government policy alone is adding or subtracting from economic

growth. As you can see in the red, over the past few years, fiscal policy has been

subtracting  substantially from economic growth. As former Fed Chairman Ben S.

Bernanke said in December, "We’ve had very tight, on the whole—except for in

2009—we had very tight fiscal policy. People don’t appreciate how tight fiscal policy

has been."

So yes, we've had several years of austerity in the United States.

Have we been living in an age of austerity? http://www.washingtonpost.com/blogs/wonkblog/wp/2014/02/21/ha...

2 of 8 2/23/14 10:13 AM


