   Macroeconomic Theory

M. Finkler

Spring 2009 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 11:00.  Please reaffirm the Honor Code.  You have 100 minutes and 100 points.  Use your time to maximize your score.
 “If the money the government lays out doesn’t get spent – if it just gets added to people’s bank accounts or used to pay off debts – the plan will have failed.”  - Paul Krugman  (New York Times, January,  2008)

Part I – Answer both questions.  Each question is worth 30 points.  Be sure to show your work.

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.

Consumption:
C = 1200 + .8*Yd



Taxes

T = -100+ .2*Y




Investment

I = 300 – 40*r + .2*Y



   
Net Exports
NX = 500 -.05*Yd +.03*Yrow– 10*r
      



where Yrow = income   in rest of the world

Money Demand
Md = (.5Y – 50*r)*P


  Assume Y<Yp
Endogenous Variables

Exogenous Variables
C, Yd, T, Y


M, G, P, Yrow
AD, I, r, NX, Md

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. How would an increase in rest of the world income of 100 affect GDP and the real interest rate?
2. Consider a Solow growth model (1G type) with the following production function.




Yt = Techt*Kt.3 Lt.7
a. Write the production function in output per unit of labor terms (y).

b. Assume that technology grows at g% per year.  Determine the steady state (equilibrium) time path for output per unit of labor.

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

d. Determine the optimal savings rate for this model where optimal means highest consumption per unit of labor.  Interpret the result.

e. Show how does an increase in the population growth rate affects the steady state paths of output per laborer and capital per laborer.

Part II.  Answer two of the following three questions. Each question is worth 20 points. Clearly show your work.
3. Use the graphical version of the Model 4 to address parts a and b.  Be sure to clearly show all relevant steps.
a. Given U > U*, how would a decrease in the exogenous portion of export demand (g) affect output, employment, prices, and real wages?  

b. With U < U*, how would an increase in the level of technology affect output, employment, prices, and real wages?  

4.
True, false, or uncertain.  The quotation at the beginning of this exam reflects what Keynes called the paradox of thrift:  an increase in the marginal propensity to save (1-b) yields decreased aggregate savings.  Does the paradox of thrift hold in Model 2 with the inclusion of the three extensions posed on the handout?  Explain your answer and briefly indicate why you think the result may or may not hold in other models.
5. How is fiscal policy defined?  Show how one fiscal policy multiplier changes from Model 2 to 3 and 3 to 4.  Indicate a specific set of behavioral assumptions in either Model 3 or Model 4 that would yield the result that fiscal policy has no effect on GDP.
