Ph.D. Theory Examination January 12, 2004
Macroeconomics

Part I. Answer six of the following nine questionsin this part.

1.

2.

It issad that “money is neutrd” in the long run. Explain the neutrdity of money.

Many phenomenain economics are symmetricd, i.e,, the andysis of an increaseisjud the
reverse of the anadyss of adecrease. One exception isthe analysis of acentra bank’ s ability to
maintain indefinitely an overvalued currency versusits ability to maintain indefinitely an
undervaued currency. Explan.

Suppose areputable study shows that a new workplace safety regulation will reduce the
growth of red GDP. Isthisaconcusve argument againg implementing the regulation?
Explan.

True, fdse, or uncertain: “Since farmers' incomes exhibit grester variability on average than the
incomes of nonfarmers, the permanent income hypothesis predicts that farmers margind
propendty to consume out of current income will be greeter than that of nonfarmers” Explain
your reasoning.

True, fase, or uncertain: “In an open economy with a pegged (fixed) exchange rate, monetary
policy is completely ineffective” Explain your reasoning.

In the Ramsey-Cass-Koopmans modd of infinitey-lived households with perfect foresght, will
atax cut (with no change in government purchases, now or in the future) cause an increasein
consumption spending? Explain.

True, fase, or uncertain: In an economy with a high interest-elagticity of money demand, an
increase in the cost of badic raw maerids will cause more inflation and asmdler reduction in

output than in an economy with alower interest-dadticity of money demand. Explain your
reasoning.

If the aggregate production function of an economy is
Y — el t K a Ll— a

where A = 2% and « = 1/3, compute the growth rate of per capita GDP if the population
growth rate is 3% and the capital stock accumulates at arate of 6%.

Assume an economy isinitidly at long-run equilibrium. Suppose awar destroys one-hdf of a
country’s capital stock. Use g-theory to explain the change in the capital stock and g at the
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time of this shock and the path to long-run equilibrium.
Part I1. Answer one of the following two questionsin this part.

10.  Oneof the problems that growth theorigts have struggled with is how to explain why some
countries, such as the United States, have a GDP per capita some 17 times grester than that of
such countries as Bangladesh and Kenya. One possihility is cross-country differences in both
physicd and human capitd.

a. Wha isthe difference between human capitd and technological know-how?

b. Suppose G(E) represents human capital per worker as afunction of years of education, E.
If the Solow growth model is extended to include human capita, how areits basic
characterigtics dtered, if the vaue of E isfixed exogenoudy? (Does the economy converge
to abalanced growth path? Will changes in the saving rate change the long-term growth
rate? What determines the long-term growth rate of output per worker? Will this growth
rate be dtered in the long term by anincreasein E?)

c. What proportion of the cross-country differencesin per capita GDP can be accounted for
by actud differencesin physicd and human capitd? What is the current explanation for the
remaining cross-country differences? Describe the various characterigtics of a country that
would beincluded in this explanation.

11. Congder the following mode of an economy:

(1) Y =C(Y-T) +1(r) + G + NX(€)
(2 M/P=L(,Y)

(3) NX(€) = CF(r - r*)

@ Il=r+mn®

(5) € = eP/P*

6) Y=Y +aP-P a>0
7 Y=FK,L)

where:
Y =red output
Y = natura rate of real output
K = capita stock (fixed)

L =labor force (fixed)
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C = red consumption

T =red tax revenue

| = red gross private investment

r = domestic redl interest rate

r* =world red interest rate

G = red government spending

NX = red net exports

CF = red net capitd outflows (net foreign investment)

€ = domestic rea exchange rate (quantity of foreign goods required to trade for one unit of
domestic goods)

e = domestic nomind exchange rate (units of foreign currency per unit of domestic
currency)

M = nominad money supply

P = domestic pricelevd

P* =foreign price leve

P? = expected domestic price level

| = nomina domestic interest rate

7¢ = expected inflation rate

a.  What happens to the short-run aggregate supply curve (equation 6) if o isinfinite?

b. What isthe implication for net exports when CF(r-r*) = 0 versus when CH(r-r*) is
perfectly elagtic?

c. Caxel Assumethefollowing:
o isinfinite
CF(r-rx)=0
n°=p , afixed congant.

What is the short-run impact of an increase in government spending (holding tax revenue
and the money supply congtant) on (&) output, (b) the red interest rate, (¢) consumption,
(d) investment, and (€) the red exchange rate?

d. Case2. Assumethefollowing:
o isinfinite
CH(r-r*) is perfectly eadtic.
°=p

What is the impact of an increase in government spending (holding tax revenue and the
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money supply congtant) on (a) output, (b) the red interest rate, () consumption, (d)
investment, and (e) the red exchange rate?
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Part I11. Answer one of the following two questionsin this part.

12. a Countriesthat adopt the Euro are required to keep their government budget deficits below
3% of GDP. Currently a number of countriesincluding France and Germany have
exceeded thislimit. Provide an economic retionae to justify why thisrestriction on fisca

policy was imposed for monetary policy purposes.

b. TheU.S. federd government ran budget surpluses from 1998 to 2001. Federd budget
deficits returned in 2002 as aresult of tax cuts and increasesin spending. These deficits are
growing and expected to continue for the foreseeable future. Explain at least two positive
and two negative potential impacts of these deficits for the U.S. economy.

13.  TheU.S. economy is recovering from the recesson of 2001, but the U.S. dollar has been
depreciating againg the yen and the euro. On top of these conditions, the U.S. budget deficit is
expected to rise.

Andyze the causes and effects of dollar depreciation and the mushrooming U.S. debt on the
U.S. economy and the world economy.






