Macroeconomic Theory

Spring 2009

M. Finkler
Midterm Exam #1

 “Yet one lesson from the worldwide economic distress of three-quarters of a century ago is that once trade barriers come up, they take years of negotiation to dismantle.” – The Economist, March 28, 2009
Part I
(30 points)
1. Assume that the following version of Model 1 applies to the U.S. and use it to answer all parts of this question.  For parts a and b, show algebra.  For parts c and d, show algebra or equivalent graphics.
(1) Labor Demand
W/P = do – d1*L + d2*K + d3*RM

(2) Labor Supply
Ls = s1 + s2*(W/P) – s3*UCB   where UCB = the time period covered by unemployment compensation benefits

(3) Labor Market Equilibrium
L = Ls

(4) Production Function

Y= AK.3*L.5*RM.2
(5) Aggregate Demand

AD = k*(M/P)

(6) Goods Market Equilibrium
Y = AD

Endogenous Variables



Exogenous Variables

W, P, L, Ls, Y, AD



K, RM, UCB, M, k

a. Derive the Aggregate Supply Curve.
b. Determine the reduced form equation for nominal wages.

c. If the U.S. Congress were to pass a bill that increased the time period for receipt of unemployment compensation benefits (UCB) for those unemployed, what would be the effect on the number of laborers employed, real wages, GDP, and prices? 
d. If the cost of raw materials were to rise as a result of climate change policy, what would be the effect on the number of laborers employed, real wages, GDP, and prices? 
Part II.
  Answer two of the following three questions (20 points each)
2. Consider data from the following table as description of the economy of Saysville. Show your work.
	Year
	Computers
	Bicycles
	Mobile Phones

	
	Price
	Quantity
	Price
	Quantity
	Price
	Quantity

	2000
	$1,200
	5
	$200
	200
	$200
	100

	2008
	$   600
	10
	$240
	250
	$100
	160


a. (8)
Compute the growth in output from 2000 to 2008 using a Laspeyres index.

b. (8)  Compute the growth in output from 2000 to 2008 using a Paasche Index.

c. (4)  Calculate the chain weighted increase in output between 2000 and 2008.

3. This question features characteristics of the Chinese economy in the past decade. Provide supporting algebra or graphics for your answers.
a.  
A large outflow of capital has come from China to the U.S.  Use the sources equals uses identity to determine what this says about the relationship between domestic savings and investment for China.
b.
What is the effect of the increased capital outflow on China’s real exchange rate and on domestic investment?
c.
The China government has just implemented an almost $600 billion increase in governmental expenditures.  Assuming that China is a large open economy, what would be the effect on domestic private investment and net exports?

 d.
What would happen to the exchange rate in terms of Yuan (renminbi)/ US$ if China decided to hold fewer US$ in its reserve holdings?
4. This question involves trade weighted exchange rates for Mexico.  Use the data in the table below to answer all parts.
	Country
	Share of Trade in 2009
	Exchange Rate in 2000
	Exchange Rate in 2009
	Price Level Change   2000 to 2009

	United States
	40%
	9.4 Pesos/$
	13.4 Pesos/$
	22.8%

	Canada
	20%
	6.4 Pesos/C$
	10.8 Pesos/C$
	21.8%

	Europe
	40%
	8.9 Pesos/Euro
	17.4 Pesos/ Euro
	15.2%


a. Assuming a base year of 2000, how much has the Peso appreciated or depreciated against its trading partners.
b. Mexico’s price level has risen by 42.2% between 2000 and 2009. What has happened to the “terms of trade” for Mexico with Europe from 2000 to 2009?
c. Why might the results in part 1 not be unique?  How might a more accurate result be obtained?
Part III.
Answer two of the following three questions.  (Each question counts 15 points.)
5.
Milton Friedman once claimed that “inflation is always and everywhere a monetary phenomenon.”  Does Model 1 support his claim?  If so, show how.  If not, show why not.
6.
The Bush administration actively supported development of bilateral Free Trade Agreements and concluded 20 such FTAs in its 8 years in office.  Paul Blustein calls these agreements Preferred Trade Agreements.
a.
What argument does the Council of Economic Advisors make for FTAs?

b.
 Why does Blustein call them PTAs rather than FTAs?  Does he believe they are a good idea?  Explain your answer.
7.
Based on the data provided in class, which of the following recessions would you consider the worst in terms of labor market effects: 1979, 2001, and 2009?  Choose and justify three indicators to make your case. 
