   Macroeconomic Theory

M. Finkler

Spring 2006 Midterm Examination #2

Answer questions 1 and 2 (30 points each) and two of the remaining three questions (20 points each.)  You may use notes, texts, calculators, or any other inanimate objects.  Exams will be collected at 12:50.  Please reaffirm the Honor Code.  You have 100 minutes and 100 points.

“Money is what the state says it is.  The state claims the right not only to enforce the dictionary but to write the dictionary.” – J. M. Keynes

1. Use the behavioral statements below along with the other needed identities and equilibrium statements from the IS-LM model to answer all parts of this question.

Endogenous
Exogenous

Consumption:
C = 200 + .8*Yd


Variables
Variables

Taxes

T = To + .25*Y


C, Yd, T, Y
M, G, P, To

Investment

I = 200 – 20*R


AD, I, R, NX
     
Net Exports
NX = 100 - .2*Y – 5*R

Md

Money Demand
Md = (.5Y – 50*R)*P



Assume Y<Yp
a. Identify the other equations needed to complete the model.

b. Solve for the IS curve and identify its slope.

c. Solve for the LM curve and identify its slope.

d. Find the reduced form statement for Y.

e. Determine the balanced budget multiplier on output for this model.  (Use the exogenous portion of taxes to determine your answer.) Interpret the result.
2. Consider a Solow growth model (1G type) with the following production function.




Y = Tech*K.5 L.5
a. Write the production function in output per unit of labor terms (y).

b. Assume that technology grows at g% per year.  Determine the equilibrium time path for y (output per laborer at any given time period (.)

c. Show how fast output per laborer grows along its steady-state path.

d. If population growth were controllable, determine the optimal population growth rate under the assumption that optimization is based on the highest growth path for consumption per laborer.  Interpret the result.

3. Use the graphical version of the sticky wage model (four) to address both parts.  Be sure to clearly show all relevant steps.
a. Given U > U*, how would an increase in the stock of money (M) affect output, employment, prices, and real wages?  

b. With U < U*, how would a decrease in the stock of capital, as the result of an earthquake, affect output, employment, prices, and real wages?  

4.
True, false, or uncertain.  Believers in Keynesian economics (including those who believe in Models 2, 3, or 4) argue that policy-makers should use fiscal policy to balance the federal budget.  If true, explain why.  If false, how would the statement need to be changed to make it true?   If uncertain, what would you need to add to make the statement true?

5. In the 1960s, economists debated whether monetary policy or fiscal policy would be more effective in stabilizing the economy.  What evidence would a believer in the IS-LM model need to make the case that fiscal policy was more potent than monetary policy?  Explain carefully.
6. True, false, or uncertain.  Use Model 3 (IS-LM model) to determine the answers.

Be sure to explain your answers.

a. Increased dependence on international trade makes monetary policy more effective. 

b. Increased dependence on international trade makes fiscal policy more effective. 

