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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 you 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.

“…policy should have important rule-like features…But policy must also make credible commitments 

to act in a systematic way consistent with explicit ex-ante guideline…” – Charles Plosser, June 2008

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.

Part I (40 points)

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

1
Labor Demand:
W/P = 300 + .5*K - .2*L

2
Labor Supply:
Ls = 600 + 3*(W/P) +.5*(P/Pe)

3
Labor Market Position:
L = Ls

4
Production:
Y = 5000*L.7 * K.3

5
Consumption:
C = 6000 + .9*Yd

6
Investment:
I = 3000 – 5*r
7
Net Exports:
X = 1000 - .15*Yd – 3*r +.2*Yf

8
Disposable Income:
Yd = Y - T

9
Taxes:
T = t*Y

10
Aggregate Expenditure:
AD = C + I + G + X

11
Goods Market Equilibrium: 
Y = AD

12
Money Demand:
M/P = 5*Y – 8*r
13
Money Supply:
M = 1000 + 1.05*M(-1)

14
Money Market Equilibrium: 
Md = M

15
Price Expectations:
Pe = .5*P(-1) + .5*Pe(-1)
Endogenous Variables


Exogenous Variables

L,W,P,Ls,r,Y,C,,Yd,T



K,Yf,t,G,M(-1),P(-1), Pe(-1)


I,,X,AD,Md,M,Pe,


(5)
a.   Derive the IS Curve

(3)
b.   Derive the LM Curve

(8)
c.   Derive the Aggregate Demand Curve and determine the sign of its slope.

(8) d.   Derive the Aggregate Supply Curve and determine the sign of its slope.

(8)
e.   Determine the effect of a fall in the tax rate on Y, P, r, and L.

(8)
f     Show how a decrease in the capital stock affects Y, P, r, and L.

Part II (20 points each) – Answer three of the following four questions.  Carefully label all   graphical representation or show all relevant mathematics. Please indicate which you would like graded if it is not obvious.

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

3. Use Model 5 with rational inflation expectations to analyze the effects of expansionary fiscal policy on the output gap, inflation and real interest rates.  State any necessary assumptions.

4. Use Model 6 with naïve price expectations to determine the effect of an autonomous increase in consumption on output, employment, prices, and interest rates.  How would the results change if rational price expectations were used?

5. Use the Solow Model (1g) to determine the effects of an increase in the population growth rate on the steady state levels of output, output per laborer, and capital per laborer.  How would the long term rate of growth of output per laborer be affected?

Part III (20 points each) – Answer two of the following four questions.  Please indicate which you would like graded if it is not obvious.

6. Use the data in the tables below to calculate the sacrifice ratios for Israel (part a) and Italy (part b.)  Be sure to clearly state any necessary assumptions.

Israel

	Year
	GDP Deflator Growth
	CPI Growth
	GDP Growth

	1996
	10.8%
	11.3%
	5.6%

	1997
	9.0%
	9.0%
	2.8%

	1998
	6.3%
	5.5%
	4.2%

	1999
	5.6%
	5.2%
	2.9%

	2000
	1.3%
	1.1%
	8.7%


Italy

	Year
	GDP Deflator Growth
	CPI Growth
	GDP Growth

	1995
	5.0%
	5.4%
	2.9%

	1996
	5.2%
	4.0%
	0.6%

	1997
	2.5%
	1.9%
	2.0%

	1998
	2.6%
	2.0%
	1.3%

	1999
	1.3
	1.7%
	1.9%

	2000
	2.0
	2.6%
	3.7%


a. For Israel, assume that the potential rate of GDP growth is 4% per year.  

b. For Italy, assume that the potential rate of GDP growth is 2% per year.

c. Use Okun’s Law (with the US value for the slope) to determine the sacrifice ratio in terms of unemployment sacrifice for each country.

d. Briefly comment on why these rates might differ and why unique determination of the sacrifice ratio is not possible.

7. Plosser’s statement at the top of this exam contains several interesting claims.  

a. What are “rule-like” features?  Give an explicit example.

b. What are “credible commitments”?  Give an explicit example.

c. What is an “explicit ex-ante guideline”?  Give an explicit example.

d. Explain whether Taylor’s rule satisfies Plosser’s statement.

8. This question relates to the two speeches by recent Federal Reserve Chairs on central banking. (Cite specific text from the speeches as part of your answer.)

a. What does Greenspan view as the Fed’s central mission?

b. Cite one action or policy he suggests to help satisfy that mission.

c. Cite one action or policy he believes to be inappropriate.

d-f.
How would Bernanke answer parts a – c.

9. Unemployment

a. What is meant by the “Natural Rate of Unemployment?”

b. How is this rate similar to and different from the “Non-Accelerating Inflation Rate of Unemployment?”

c. Explain why economists believe that policy makers need to have an unemployment benchmark for macroeconomic policy.

d. Explain why this benchmark might be very difficult to estimate.

