Macroeconomic Theory
M. Finkler

Spring 2008 Midterm Examination #2

Do both questions in Part I and two questions in Part II.  You may use notes, texts, calculators, computers, or any other inanimate devices.  Exams will be collected 100 minutes after you start (i.e., either at 10:40 or 11:00).  You have 100 points and 100 minutes; use your time wisely.  Please reaffirm the Lawrence University Honor Code.

“No country has ever been in a liquidity trap, and Japan is not in one now.  Statements to the contrary are based on faulty analysis.” – Allan H. Meltzer

Part I.  Answer both questions.  (30 points each.) 
Be sure to show your work. 

1.
Consider the following variant of Model 4.

Consumption:



C = a + b*Yd – c*r
Investment:



I = e-d*r

Disposable Income:


Yd = (1-t)*Y 

Aggregate Demand:


AD = C + I + G

Goods Market Equilibrium:

Y = AD

Money Demand:


Md/P = k*Y – h*r + Mo

Money Market Equilibrium:

M = Md

Labor Supply:



Ls= n0 + n1*(W/P) +n2*(P/Pe)

Labor Demand:


W/P = d0 – d1*Ld + d2*K

Unemployment Rate:


U = (Ls-Ld)/Ls   +Un
Production Function:


Y = s1*Ld + s2*K

Endogenous Variables

Exogenous Variables
C, Yd,r,I,Y,AD,Md,P,Ls,Ld,U
a,e,t,G,Mo,Pe,K,Un,W

(10)
a.
Derive the Aggregate Demand Curve. Indicate the sign of its slope.

(6)
b.
Derive the Aggregate Supply Curve.  Indicate the sign of its slope.

(8)
c.
How would a decrease in the exogenous portion of investment demand affect prices, income, employment, real wages, and interest rates?  You may use a graphical version of this model to determine the effects.

(6)
d.
How would an exogenous increase in expected prices affect the price level, income, unemployment, real wages, and interest rates?  You may use a graphical version of this model to determine the effects.

2.
Consider a Solow-type growth model with the following production function.

Yt = (Kt)1/3(Lt)2/3  
where t is the time period so Kt – the capital stock in time t
This production function features capital augmenting technical change  
Kt = Techt*Ko  and Ko = initial stock of capital

Assume that the growth rate of labor is endogenous, that technology grows at 2% per year, that the savings rate equals 10%, and that the depreciation rate equals10%.

(4)
a.
Write the production function in terms of output per unit of labor.
(8)
b.
Determine the steady-state path of output per unit of labor.
(6)
c.
Determine the capital-output ratio for this economy. Does it vary over time?
(6)
d.
How fast does output per labor grow in this model?  (Explain why.)

(6)
e.
If the depreciation rate were to double what would be the impact on output per unit of labor?  On output?

Part II.  Answer two of the following questions. (20 points each.)
3.
Use a graphical representation of the IS-LM model to illustrate the following: 

(5)
a.
Equilibrium in the goods market and excess supply in the money market
(5)
b.
Excess demand in the money market and excess supply in the goods market

(10)
c.
Analyze Meltzer’s comment at the beginning of this examination.  First, indicate how a liquidity trap would be reflected in Model 3.  Then show under which circumstances monetary policy would be particularly potent?  Impotent?
4. Some economists argue that how we fund governmental expenditures is important while others argue that deficits per se are important.  Use Model 3 to analyze this debate.  (Restrict your attention to the effects on GDP and interest rates within this model.)

5. Use Model 2 with endogenous taxes and endogenous net exports to answer the following:

a. Determine the equilibrium value of income (GDP).

b. Determine the effect of an increase in governmental expenditures financed by an equivalent increase in the exogenous portion of taxes on GDP and on equilibrium consumption.
