
Practice Questions, Chapter 2 Added
	EC 500


	1.
	Assume that a small open economy gets involved in a global war, in which its government purchases increase and the rest of the world's government purchases also increase. Then, for the small country, net exports: 

	A)
	will certainly decrease. 

	B)
	will certainly increase. 

	C)
	may increase or decrease. 

	D)
	will remain the same. 


	2.
	Protectionist policies implemented in a small open economy with a trade deficit have the effect of ______ the trade deficit and  ______ the quantity of imports and exports. 

	A)
	decreasing; decreasing 

	B)
	not changing; decreasing 

	C)
	decreasing; not changing 

	D)
	not changing; not changing 


	3.
	The currencies of countries with high inflation rates relative to the United States have tended to ______, and the currencies of countries with low inflation rates relative to the United States have tended to ______. 

	A)
	appreciate; appreciate 

	B)
	appreciate; depreciate 

	C)
	depreciate; depreciate 

	D)
	depreciate; appreciate 


	4.
	In a small open economy, policies that increase: 

	A)
	investment tend to cause a trade surplus. 

	B)
	investment tend to cause a trade deficit. 

	C)
	saving do not affect the trade balance. 

	D)
	saving tend to cause a trade deficit. 


	5.
	One consequence of high inflation is a(n): 

	A)
	appreciating nominal exchange rate. 

	B)
	appreciating real exchange rate. 

	C)
	depreciating nominal exchange rate. 

	D)
	depreciating real exchange rate. 


	6.
	An increase in the trade deficit of a small open economy could be the result of: 

	A)
	an increase in taxes. 

	B)
	an increase in government spending. 

	C)
	a decrease in the world interest rate. 

	D)
	the expiration of an investment tax-credit provision. 


	7.
	If the real exchange rate depreciates from 1 Japanese good per U.S. good to 0.5 Japanese good per U.S. good, then U.S. exports ______ and U.S. imports ______. 

	A)
	increase; increase 

	B)
	decrease; decrease 

	C)
	increase; decrease 

	D)
	decrease; increase 


	8.
	Net exports equal GDP minus domestic spending on: 

	A)
	all goods and services. 

	B)
	all goods and services plus foreign spending on domestic goods and services. 

	C)
	domestic goods and services. 

	D)
	domestic goods and services minus foreign spending on domestic goods and services. 


	9.
	When exports exceed imports, all of the following are true except: 

	A)
	net capital outflows are positive. 

	B)
	net exports are positive. 

	C)
	domestic investment exceeds domestic saving. 

	D)
	domestic output exceeds spending. 


	10.
	Starting from a small open economy with balanced trade, if large foreign countries increase their domestic government purchases, this policy will tend to increase: 

	A)
	investment in the small open economy. 

	B)
	saving in the small open economy. 

	C)
	exports by the small open economy. 

	D)
	imports by the small open economy. 


	11.
	If a country has a high rate of inflation relative to the United States, the dollar will buy: 

	A)
	less of the foreign currency over time. 

	B)
	more of the foreign currency over time. 

	C)
	the same amount of the foreign currency over time. 

	D)
	an amount of foreign currency determined by the real exchange rate. 


	12.
	In a small open economy, when foreign governments reduce national saving in their countries, the equilibrium real exchange rate: 

	A)
	rises and net exports fall. 

	B)
	rises and net exports rise. 

	C)
	falls and net exports fall. 

	D)
	falls and net exports rise. 


	13.
	The lower the real exchange rate is, the ______ expensive domestic goods are relative to foreign goods, and the ______ the demand is for net exports. 

	A)
	more; greater 

	B)
	more; smaller 

	C)
	less; greater 

	D)
	less; smaller 


	14.
	In a small open economy with perfect capital mobility, a reduction in the government's budget deficit ______ net exports and the real exchange rate ______. 

	A)
	increases; appreciates 

	B)
	increases; depreciates 

	C)
	decreases; appreciates 

	D)
	decreases; depreciates 


Essay Questions

1. Use the model of the small open economy to predict what would happen to the trade balance, and the real exchange rate in response to each of the following events.

a. A fall in consumer confidence about the future induces consumers to spend less and save more.

b. The introduction of s stylish line of Toyotas makes some consumers prefer foreign cars over domestic cars.

2. The country of Leverett is a small open economy.  Suddenly, a change in world fashions makes the exports of Leverett unpopular.

a. What happens in Leverett to saving, investment, net exports, the interest rate, and the exchange rate?

b. The citizens of Leverett like to travel abroad.  How will this change in the exchange rate affect them?

c. The fiscal policymakers of Leverett want to adjust taxes to maintain the exchange rate at its previous level.  What should they do?  If they do this, what are the overall effects on saving, investment, net exports, and the interest rate?

3. In 1995, President Clinton considered placing a 100-percent tariff on the import of Japanese luxury cars.  Discuss the economics and politics of such a policy.  In particular, how would the policy affect the U.S. trade deficit?  How would it affect the exchange rate?  Who would be hurt by such a policy?  Who would benefit?
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