Chapter 15 Stabilization Policy


1. The inside lag is the:
A. time between a shock to the economy and the policy action responding to that shock.
B. time between a policy action and its influence on the economy.
C. time between a shock to the economy and the influence on the economy of a policy action.
D. difference between the time it takes to implement monetary policy and the time it takes to implement fiscal policy.


2. The outside lag is the:
A. time between a shock to the economy and the policy action responding to that shock.
B. time between a policy action and its influence on the economy.
C. time between a shock to the economy and the influence on the economy of a policy action.
D. difference between the time it takes to implement monetary policy and the time it takes to implement fiscal policy.


3. Suppose that the index of leading indicators leads the business cycle by twelve months. If the inside lag of monetary policy is three months, then the maximum outside lag that makes monetary policy successful is:
A. three months.
B. six months.
C. nine months.
D. twelve months.


4. Automatic stabilizers largely eliminate:
A. the business cycle.
B. active policy.
C. the outside lag.
D. the inside lag.


5. All of the following can definitely be considered an automatic stabilizer, EXCEPT a(n):
A. income tax.
B. investment tax credit.
C. sales tax.
D. corporate tax.


6. A fall in the index of leading indicators is supposed to predict that:
A. a downturn in the business cycle is likely in the near future.
B. fiscal policy is getting less contractionary.
C. monetary policy is getting less contractionary.
D. inflation is likely to fall in the near future.


7. The Lucas critique is based on:
A. the inside lag of economic policy.
B. the Phillips curve.
C. automatic stabilizers.
D. the fact that people’s expectations are rational.


8. Suppose you are president and your advisors give you an econometric estimate of the output-inflation trade-off. To your surprise, when you try using this estimate to make policy, you find the actual tradeoff is smaller. This situation is an example of:
A. the Lucas critique.
B. time inconsistency.
C. discretionary policy.
D. a political business cycle.


9. A monetary policy that specifies in advance the different levels of monetary growth corresponding to different economic conditions is called a(n):
A. active discretionary monetary policy.
B. passive discretionary monetary policy.
C. active monetary rule.
D. passive monetary rule.


10. Suppose that the government has been conducting policy according to the following equation for some time now: Money Growth = 3% + (Unemployment Rate −6%) This kind of policy is called a(n):
A. passive rule policy.
B. passive discretionary policy.
C. active rule policy.
D. active discretionary policy.


11. Suppose that the government has been conducting policy according to the following equation for some time now: Money Growth = 3% + (Unemployment Rate −6%). If the unemployment rate is currently at 9 per cent, then:
A. the government should increase the money supply by 6%
B. the government should decrease money supply by 6%
C. the government should decrease the money supply by 9 per cent.
D. the government should increase themoney supply by 9 per cent.


12. A political business cycle is said to exist when:
A. the economy is managed by the parliament.
B. politicians manipulate the economy for electoral gain.
C. economic policy is guided by the interests of the corporate sector.
D. business people go into politics and affect the way economic policy is conducted.


13. Suppose the economy is experiencing an economic expansion and the unemployment is below the natural rate. If elections are to be held in a few months, an incumbent politician seeking electoral gain will most likely:
A. cause deflation
B. cause more inflation.
C. cause more unemployment.
D. A and C are both correct.


14. Suppose a politican has just recently taken office and is interested in increasing his chances of getting reelected at the next election. Would he/she benefit from an economy that is in a recession early in his/her term of office?
A. No. 
B. Yes, as long as he/she can lower the unemployment rate just before the next election.
C. Yes, as long as he/she can keep the unemployment rate high until after the next election.
D. Yes, as long as the economy experiences high inflation during the recession.


15. Suppose that a professor announces that an exam will be given in one particular week. When the date for the exam comes, the professor is tempted not to give the exam, reasoning that the students have already studied and now she can teach an extra day. This is an example of:
A. rational expectations.
B. adaptive expectations.
C. discretionary policy.
D. time inconsistency.


16. Which of the following would have the strongest effect in eliminating the time inconsistency in monetary policy?
A. history of consistent low-inflation policies
B. law prescribing a low-inflation policy
C. constitutional amendment dictating a low-inflation policy
D. change in administration


17. The monetary-policy rule that monetarists advocate is:
A. an unemployment target rule.
B. a steady rate of growth of the money supply.
C. nominal GDP targeting.
D. price level targeting.


18. Economists believe that a monetary policy rule that requires a small constant growth rate in the money supply may not be the best policy when:
A. the economy is experiencing a hyperinflation.
B. GDP is increasing.
C. the unemployment rate is at the natural rate of unemployment.
D. the velocity of money is not stable.


19. Economists usually advocate targeting nominal rather than real variables because:
A. nominal variables have larger effects on the economy.
B. it is difficult to determine the exact level of real variables.
C. real variables vary more than nominal ones.
D. policy instruments do not affect real variables.


20. Which of the following is an example of discretionary policy?
A. a balanced-budget amendment
B. a law specifying that the money supply grow at 3% every year
C. a law specifying that the money supply grow at 3% + (unemployment rate −6%) every year
D. a capital gains tax cut during a recession


21. Which of the following patterns of economic activity is most likely to occur when there is a political business cycle?
A. high output growth after an election
B. high inflation after an election
C. high unemployment before an election
D. high output growth before an election


22. Most monetarists believe that:
A. changes in the money supply have no effect on output.
B. money supply growth should vary over the business cycle.
C. money supply fluctuations cause most large fluctuations in the economy.
D. active monetary policy can help stabilize aggregate demand.


23. Relatively more independent central banks are associated with:
A. lower inflation and lower unemployment.
B. lower inflation and higher unemployment.
C. lower inflation.
D. higher real GDP growth.


24. Countries whose central banks have adopted inflation targeting typically must:
A. aim for a specific rate of inflation.
B. aim for a rate of inflation within a certain range. 
C. face criminal charges if they miss the target rate of inflation for a period of time.
D. keep secret the actual inflation target.

Feedback for correct answer: Correct! 

Feedback for incorrect answer: Incorrect! The correct answer is: aim for a rate of inflation within a certain range. See the Case Study in Section 15-5.



Answers

1a - As defined in Section 15-1, the inside lag is the time between a shock and the policy action responding to that shock.

2b - As defined in Section 15-1, the outside lag is the time between a policy action and its influence on the economy.

3c - The sum of the inside lag and the outside lag predicts how long it takes for policy to be enacted and to work. If policymakers know of a shock twelve months in advance and it takes them three months to enact policy, the policy must take effect in nine months or less to be successful. See Section 15-1.

4d - With automatic stabilizers, policies go into effect without policymakers having to enact them. Thus, automatic stabilizers largely eliminate the inside lag. See Section 15-1.

5b - Investment tax credits reduce taxes as firms spend more on investment. Since investment spending generally decreases in a recession, the result will be that taxes increase in a downturn. This effect is the opposite of the effect of a typical automatic stabilizer. See Section 15-1.

6a - The index of leading indicators is designed to predict the business cycle. See Section 15-1.

7d - The Lucas critique states that traditional policy evaluations are incorrect because they do not take into account the fact that people form their expectations rationally. See Section 15-1.

8a - The Lucas critique states that econometric estimates may not be reliable policy guides if people have rational expectations. See Section 15-1.

9c - A “monetary rule” specifies monetary policy in advance and an “active monetary rule” specifies different monetary policies depending on economic conditions. See Section 15-2.

10c - This situation illustrates a policy rule since policymakers have set in advance the way in which they will behave. It is considered active because the resulting policy is different depending on economic conditions. See Section 15-2.

11a - Money growth = 3% + (9%−6%) = 6%. See Section 15-2.

12b - See Section 15-2.

13b - A politician seeking reelection will most likely implement expansionary policies such as increasing money supply which will cause inflation. See Section 15-2.

14b - High unemployment early in the term and lower unemployment before the elections may increase the politician’s chance of getting reelected. See Section 15-2.

15d - See Section 15-2 for a discussion of time inconsistency.

16c - Time inconsistency will be most effectively eliminated by committing policymakers to rules. A constitutional amendment represents the rule that would be most difficult to break. See Section 15-2.

17b - Monetarists advocate a steady money growth rate so as to prevent large fluctuations in the economy. See Section 15-2.

18d - Most economists believe that a policy rule needs to allow the money supply to adjust to various shocks to the economy. See Section 15-2.

19b - For example, the true natural rate of unemployment is unknown. See Section 15-2.

20d - The balanced-budget amendment and the laws specifying money growth represent policy rules, while the capital gains cut is an individual response to a particular event. See Section 15-2.

21d - Political business cycles are usually characterized by slow output growth after elections to reduce inflation and high output growth before elections to reduce unemployment. See Section 15-2.

22c - See Section 15-2 for a description of the monetarist view.

23c - Research has shown that there is no relationship between central bank independence and real economic activity such as unemployment and real GDP growth. On the other hand, more independent central banks are strongly associated with lower inflation. See Section 15-4.

[bookmark: _GoBack]24b - See the Case Study in Section 15-5.
