Macroeconomic Theory
M. Finkler

Spring 2009

Final Exam

The final exam features the same rules and conditions as the midterm exams:  open book, open notes, and no consultations.  The exam counts for 135 points.  You will have until 11:30 to complete the exam.  Be sure to show all relevant work and to indicate your adherence to the Lawrence Honor Code.
Answer question 1, two questions from Part II, and three questions from Part III.

“The New Normal: For the next 3 – 5 years, we expect a world of muted growth, in the context of a continuing shift away from the G-3…”  - Mohamed El-Erian

Part I. (40 points)
1. 
Use the following algebraic model of an economy to answer parts a-e and g.  If you like, you may use graphical versions of this model to answer part f.

(1) 
Labor Demand:   

Ld = 1000 - 4*(W-P) + 2*K

(2)
Labor Supply:


Ls = 500 + 4*(W-P) +2*(P-Pe)
(3)
Labor Market Position:

Ld = Ls = L
(4)
Production:


Y = 5000 + .8*L + 4*K
(5)
Consumption:


C = 6000 + .9*Yd 

(6)
Investment:


I = 4000 – 4*r 

(7)
Net Exports:


X = 2000 - .1*Yd -  2*r 

(8)
Disposable Income

Yd = Y – T

(9)
Taxes:



T = .25*Y

(10)
Aggregate Expenditure:

AD = C + I + G + X

(11)
Goods Market Equilibrium: 
Y = AD

(12)
Money Demand


Md= P + 1.5*Y-10*r

(13)
Money Supply


M = M0 + .5(Yp – Y)

(14)
Money Market Equilibrium
M = Md


Endogenous Variables


Exogenous Variables
Ld,W,P,Ls,L,Y,C,Yd,I,r

K, Pe, G, M0, Yp

X,T,AD,Md,M
(6)
a.
Derive the IS Curve. 

(3)
b.
Derive the LM Curve.

(5)
c.
Derive the Aggregate Demand Curve and indicate its slope.

(5)
d.
Derive the Aggregate Supply Curve and indicate its slope.

(5)
e.
Determine the equilibrium level of GDP in this economy.

(8) 
f. 
Determine the effect of an increase in expected prices (Pe) on output, prices, real interest rates, and employment.  Show graphics or algebra.

(8)
g.  
In this model, which is more potent (in terms of effects on output): monetary policy or fiscal policy?  Support your answer.
Part II. (25 points each) Answer 2 of the 3 questions.  Carefully label all graphs and clearly show the steps in your analysis. 
2. 
Use Model 4, with sticky wages and with the unemployment rate above the natural rate, to analyze how an increase in the exogenous portion of investment would affect output, prices, interest rates, and employment. 

3. 
Use Model 5 with naive expectations and Taylor’s rule to analyze how an increase in the budget deficit would affect the output gap and the inflation rate. Assume ( > (e initially.  How would the results change if expectations were rational?  

4. 
Use Model 6 with rational expectations of prices to analyze how an increase in household savings would affect output, prices, and interest rates.  How would the results change if expectations were naïve?

Part III (15 points each) Answer three of the following five questions.  
5
a.
What is meant by the term - Sacrifice Ratio?  

b.
Based on the table at the top of the next page, determine the sacrifice ratio for the Mexico.  Assume that Yp grows at 5% in Mexico.   [Foregone GDP in percentage terms can be directly determined from GDP growth information.]
c.
Interpret your results.  
d.
Explain why sacrifice ratio calculations are at best “ballpark” estimates which are unlikely to be very accurate.

Mexico
	Year
	GDP Deflator Growth
	CPI Growth
	GDP Growth

	1996
	30.7
	34.4
	5.1

	1997
	17.7
	20.6
	6.8

	1998
	15.4
	1539
	4.9

	1999
	15.1
	16.6
	3.9

	2000
	12.1
	9.5
	6.6

	2001
	5.9
	6.4
	-0.2

	2002
	7.0
	5.0
	0.8


6.
Policy makers have asked you whether they should use the Phillips Curve for macroeconomic policy making.  How would you answer them?  Be sure to include appropriate reference to the natural rate hypothesis and inflation expectations.
7.
What do macroeconomists mean by a recession? What indicators would you recommend that people watch to determine whether the current recession in the U.S.  has ended?  Explain your choices.

8.
The quotation at the beginning of the exam suggests that the “new normal” for long term growth in GDP should be considered to be between 2 and 2.5%. Carefully explain at least two ways in which this change matters in the United States.

9.  
True, False or Uncertain.  Explicit rules for macroeconomic stabilization policy lead to better private sector decision-making.  Explain your reasoning. 
