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FINAL EXAM

The final exam has the same rules and conditions as the two mid term exams: open book, open 

notes, and no consultations. Since grading is based on how your reach your answers rather than 

the answers per se, be sure to clearly show your work. The exam counts for 140 points. You have 

until noon to complete the exam.

Answer question 1, two questions from Part II, and three questions from Part III.  If necessary, be sure to clearly indicate which questions you wish me to grade. Also be sure to indicate your adherence to the Lawrence Honor Code.

“The first great panacea for a mismanaged nation is inflation of the currency; the second is war. 

Both bring temporary prosperity; both bring a permanent ruin. But both are the refuge of political 

and economic opportunists." - Ernest Hemingway, ''Notes on the Next War", Esquire, Sept. 1935 

(50 points)

1. Use the following algebraic model of an economy to answer parts a-g. You may use the graphical version of this model for parts e and f.


Labor Demand:
Ld = n0 - nl *(W/P)


Labor Supply:
Ls = s0 + sl *(W/P) - s2*t


Labor Market Position:
Ld = Ls


Production:
Y = A*Ld.8 * K.2


Consumption:
C = c0 + cl *(Y - T) - c2*R


Investment:
I = d - e*R + f*Y


Net Exports:
X = g0 - gl*(Y-T) - g2*R


Taxes:
T = t*Y


Aggregate Expenditure:
AD = C + I + G + X

Goods Market Equilibrium: Y = AD


Money Demand:
Md - P = k*Y - h*i


Money Supply:
Ms = m0 + ml *i + m2*(Yp - Y)

Money Market Equilibrium: 
Md = Ms


Real Interest Rate:
R = i - Πe


Inflation Expectations:
Πe = Πe(-1)

Endogenous Variables


Exogenous Variables

Ld,W,P,Ls,R,Y,C,T



G,  Πe(-1), Yp, t, K and

I,i,X,AD,Md,M, Πe


various autonomous terms

(5)
a.   Derive the IS Curve

(3)
b.   Derive the LM Curve

(8)
c.   Derive the Aggregate Demand Curve and indicate its slope.

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

(10)
e.   Determine the effect of a rise in the tax rate on Y, P, R, and L.

(8)
f     Show how an increase in autonomous exports affects Y, P, R, and L.

(8) g.   Explain how the money supply rule works.

Part II (24 points each) – Answer two of the following three questions.  Be sure to show either the relevant mathematics or graphical representations.

2. Use the sticky wage version of Model 4 to determine the effect of an increase in the stock of raw materials on output, prices, employment, and the real interest rate.  Assume that the economy features excess demand for labor.

3. Use Model 5 with adaptive expectations regarding the price level to determine the impact and subsequent effects of contractionary fiscal policy.  Assume that the labor market can be characterized by excess supply of labor.

4. Use Model 1G (the Solow growth model) to determine the effect of a rise in the depreciation rate for capital on the steady state values of output per laborer and capital per laborer.  Explain how the change affects the growth rate of output per laborer in both the short run and long run.

Part III (14 points each) – Answer three of the following questions.

5. Last Friday, the Bureau of Labor Statistics reported that labor productivity grew at 3.7% and that compensation per hour grew at 5.3%.   What does this mean for the growth of unit labor cost?  If we assume that the Federal Reserve Bank Board of Governors believes both in Model 5 and that these growth rates will persist, explain how would you expect this information to affect monetary policy.

6. Okun’s Law and the Phillips Curve are standard tools used by macroeconomists.  Briefly explain each concept.  Explain why some macroeconomists advocate use of these tools for stabilization policy while others disagree.

7. True, False, or Uncertain? Policy makers can use aggregate demand management to obtain particular rates of inflation and unemployment?  Be sure to discuss the sacrifice ratio concept as well as why economists disagree about its magnitude.

8. True, False or Uncertain?  The method used to pay for governmental expenditures makes little difference in terms of its effect on output, employment, and interest rates.  Use Model 3 or 4 to defend your answer.

