BUAD 200 Spring 2009 : New Material Final Topical Review (Chapters 15,16,20,21,22,23) plus Class Lecture Material The following is a review of the topics we have covered since the second midterm and should serve as a review tool for the new portion of the final. The list may not be definitive.

1. Measuring a Nation’s Income & Output (Chapter 15)


Reviewed the Circular Flow Model of the Exchange Economy

A. Defined Gross Domestic Product (GDP)



The total dollar value, at current market prices of the final goods and services produced domestically in a one year time period


B. Expenditure method of measuring GDP = C + I + G + (X-M)


C. Derived the determinant of each component

C = Consumption spending by households: [Determined primarily by Income]


I =  Investment spending by firms: Total spending by firms on Buildings & Equipment + Changes in Inventory. [determined by business expectations of future profits]


G = Government spending: [Determined by congress: a policy variable]


NX = Net Exports: Exports minus Imports [Determined by relative demand for foreign products here and abroad]


D. Derived the goals of a Macro Economy (Classnotes)


E. Defined Real vs. Nominal Variables


A. Nominal Variables: Measured in terms of Current Prices.


B. Real Variables: Adjusted for inflation.

F. Derived the Nominal Interest Rate (i%) = Real (r%)  + Anticipated inflation (P*)



 i% = r% + P*

2. Measuring the Cost of Living (Chapter 16)

A. Defined the consumer Price Index (CPI)


A.  The index is constructed by choosing a basket of goods & services consumed in some base year, then calculating what it would cost at current prices to purchase the same basket. The base year has an index value of 100. The variation from 100 determines the rate of inflation since the base year. 


B. Calculated the CPI


B. CPI Calculation: If it Cost $100 to buy a certain combination of goods in 2001, and it now costs $ 115 to but the same combination, then the CPI index value would be 115, and the rate of inflation has been 15%. Changes in the CPI are reported monthly.


C. Calculated inflation rates from CPI

3. Unemployment and its Natural Rate (Chapter 20)

A. Defined the labor force

Actively seeking work or employed


B. Defined the unemployment rate

looking for work but not employed

C. Analyzed the categories of unemployment.

Frictional: People between jobs and entering the labor force. (natural)



2. Structural: People unemployed due to the minimum wage or the changing

                structure of the economy. (natural)



3.  Cyclical: People unemployed due to the business cycle or recession.

D. Defined the Natural Rate of unemployment

C. The natural rate of unemployment is made up of frictional and structural.
4. The Monetary System (Chapter 21)

A. Derived the Functions of Money


1. Medium of Exchange


2. Store of Value over time


3. Standard of Value (unit of account)


4. Standard of deferred payment (contracts over time)

B. Traced the forms of money as it has developed over time


1. Commodity


2. Full bodied 



a. Coins



b. paper money


3. Fiat Money (nothing backing it)

C. Defined M1 = the supply or stock of money today

Currency in circulation + Checkable deposits + traveler’s checks = M1


D. The Federal Reserve System 



1. Functions of the Fed.



1. Provide Check Clearing Facilities



2. Provide for Financial Soundness of the banking system.



3. Control the growth of the Money Supply


2. Structure of the Fed.

12 regional branches established according to distribution of financial

                     transactions.


   2. Board of Governers: Policy making body




a. seven members




b. each appointed by the president and confirmed by the senate.




c. 14 year non-renewable terms, staggered (one expires every two years)




d. Chairman appointed for 4 year renewable term.

                         (Alan Greenspan / Ben S. Bernanke)



3. Independence of the Fed.

    1. Staggered terms reduces presidential ability to control monetary policy


    2. Independent income source (interest earned on holdings of Gov. Sec.)

                    reduces congressional ability to control policy.

E.  Analyzed how money is created



1. Banks making loans creates new deposits

Money added to each side of equation.



2. Repayment of loans destroys deposits


F.  Defined Fed. Reserve requirement

The Fed. defines [Vault Cash & Dep. at the Fed.] to be legal reserves for the bank.

Required Reserves = rf% of Demand deposits. ( where rf% is the required reserve ratio set by the Fed.) Suppose rf% = 20%



1. Analyzed the Open market operations of the Fed. 

C. Fed. Open Market Operations: Buying bonds increases reserves, allowing the banks to make more loans and thus increase the money supply. Selling bonds destroys reserves and reduces the banks ability to create money. Buying is expansionary, Selling is Contractionary.

D. Interest rates: When the Fed. buys bonds and creates reserves, interest rates tend to decline. This can stimulate the economy promoting purchases of cars, homes and spending. When the Fed. sells bonds and reduces reserves, interest rates tend to rise thus slowing economic activity.

E. Leverage Effect: Since banks are only required to hold 10% of Demand Deposits (DD) as reserves, $10,000 of new reserves will support $100,000 of newly created money thru new loans. Note, however, the Fed can create reserves but it cannot force banks to make loans which is where money is created.


2. Buying bonds creates reserves allowing banks to make more loans



3. Selling bonds destroys reserves reducing the ability of banks to make loans



4. Buying bonds lowers interest rates.



5. Selling bonds increases interest rates.

H.  Analyzed the Money Multiplier and ability of Banks to make loans

5. Optimum Monetary Policy ( Chapter 22)


A. Defined the maximum real growth rate of an economy

B. The maximum rate of Growth ((Qr*) is a function of the rate of change in the factors of production:



1. (NR = Increase in Natural Resources



2. (L = Increase in the labor Supply 



3. (HC = Human Capital (Education) 



4. (K = Increase in the Capital Stock of Buildings and Equipment



5. (T = Increase in Technology of production

B. Derived the contributing factors


C. Analyzed the causes and solutions 



1. Unemployment

B. Unemployment: is caused by too slow a growth of the money supply


Solution: Increase the rate of Growth of the Money Supply



2. Inflation

A. Inflation is caused by excessive growth of the money supply i.e. (%(Ms > (Qr*
Solution: reduce the rate of growth of the money Supply


D. Defined the optimum monetary policy


C. Optimal Policy set the rate of Growth of the Money Supply equal to the maximum rate of growth or real output. This will generate full employment without Inflation.



 (%(Ms  =  (Qr*

6. Aggregate Demand & Supply (Chapter 23)

A. Defined the short-run aggregate supply curve for the economy


A. Aggregate Supply: the ability of the economy to produce. If we assume prices do not adjust downward easily, supply is horizontal at rates of production below full employment (Yfmax) and since we can’t produce more than the Ymax, supply becomes vertical.

THE ABILITY TO PRODUCE OUTPUT AT ALTERNATIVE PRICES

B. Defined aggregate demand and its components

B. Aggregate Demand:[ Da = C + Ip + G + NX] The position of Da determines the rate of production. 
TOTAL PLANNED PURCHASES

C. Reasons Ag Demand is downward sloping


D. Defined Fiscal policy and policy tools

–Government Spending: 

•increase  G ( increase Da; 
•decrease  G( decrease Da

•Government Taxes: 

–Increase T( decrease C or Ip( decreases Da   

–Decrease T (increase C or IP( increase Da   

E. Analyzed the causes and solutions



1. Unemployment

                2. Problem: Unemployment: Unemployment arises if aggregate demand is not sufficient to generate a full employment production level.

[image: image1]
 Solution: Increase Aggregate Demand by increasing government spending(G) or lowering Taxes (T) , thus increasing C or Ip.



2. Inflation

. Problem Inflation: Inflation is caused by excess aggregate Da due to too much money in the system. At the current price level (P1) People are trying to buy more output than the economy can currently produce (Yfmax) The competition for the current output just bids up prices.
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Solution: Decrease Aggregate Demand by reducing government spending (G) or raising taxes (T),thus lowering C or Ip.
7. The great Depression: Causes and Solution (Classnotes & Powerpoints)
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