Ph.D. Theory Examination January 12, 2005
Macroeconomics

Part I. Answer six of the following nine questions in this part.

1. True, false, or uncertain: “In a Solow growth model, an increase in the rate of
technological progress will increase the level of output per effective worker in the steady
state.” Explain your reasoning.

2. Suppose that the exchange rates of both the Chinese currency, the yuan, and the
Argentine currency, the peso, are fixed to the U.S. dollar. If the yuan is undervalued
relative to the dollar and the peso is overvalued relative to the dollar, which country can
maintain its fixed exchange rate longer? Explain.

3. If the aggregate production function of an economy is
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where 8 = 1% and " = 1/4, compute the growth rate of per capita GDP if the population
growth rate is 4% and the capital stock accumulates at a rate of 8%.

4. True, false, or uncertain: “According to the permanent income hypothesis, consumption
depends on permanent income, but saving depends on current income.” Explain your
reasoning.

5. True, false, or uncertain: “In an open economy with flexible exchange rates, an increase

in government purchases will have a greater impact on real GDP than it would in an
otherwise identical closed economy.” Explain your reasoning.

6. Monetary policy is neutral in many models of the long run. Explain why fiscal policy is
generally not neutral in these models.

7. In Irving Fisher’s model of intertemporal choice, suppose a person who is initially a
borrower is faced with a decrease in the interest rate. Is it possible for the borrower to
become a saver in response to this drop in the interest rate? Explain.

8. Suppose there are two countries, A and B. Country A has a larger variance of the
unexpected component of the money growth rate than does country B. According to the
Lucas-type model, in which country would you expect to observe greater variance in real
output? Explain.

0. True, false, or uncertain: “Given the money market equilibrium represented by the LM
curve, at any point below the LM curve, there will be an excess supply of money, and the
interest rate will be tending to decline.”



Ph.D. Theory Examination January 12, 2005
Macroeconomics

Part II. Answer one of the following two questions in this part.

10. Suppose that a small, open economy in Southeast Asia can be described by the following
model:

Y = C(Y-T) + I(r* + 2) + G + NX(e)
M/P = L((t* + 2), Y)

where:

Y = real output

C =real consumption

T=real net taxes

I = real investment

r =real interest rate

2 = political risk premium

G = real government spending (assumed to be exogenous)
NX = real net exports

e = real exchange rate = units of foreign goods per unit of domestic goods
M = nominal money stock

P = domestic price level

L = real money demand

* denotes world value

a. How would you expect investment and money demand to respond to changes in the
risk-adjusted interest rate, (r*+2)?

b. Assume that prices are fixed and there is perfect capital mobility. What is the impact
of a decrease in G on output, net exports, and the exchange rate, if this country
pursues a flexible exchange rate policy? How would this differ under a fixed
exchange rate policy?

c. Continue to use the model above assuming that prices are fixed, there is perfect
capital mobility, the economy is initially at full employment, and the government
pursues a flexible exchange rate policy. If political unrest in the country generates an
increase in the political risk premium, what is the impact on output, net exports, and
the exchange rate in this model?
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11.

Consider the similarities and differences between the Ramsey-Cass-Koopmans growth
model of an economy with a fixed number of infinitely-lived identical households and the
Diamond growth model with overlapping generations. Assume a constant population
growth rate n in both models.

a.

In each case, discuss whether the economy will converge to a balanced growth path.
If so, what factors determine the long-run rate of growth of output per worker on this
balanced growth path in each model? If not, why is there a failure to converge?

Suppose that at some point in time, each household discovers that its preferences have
changed unexpectedly, and that it now discounts future utility at a lower discount rate
than before. That is, each household’s rate of time preference has unexpectedly
fallen. For each model, how will this affect the level of capital per effective worker in
the steady state? How will it affect the level of output per worker? How will it affect
the growth rate of output per worker?

In each model, will the economy’s equilibrium balanced growth path be Pareto-
efficient? If not, what might be done to achieve an efficient balanced growth path?

Compare the effects of an unexpected permanent increase in government purchases in
each model, financed by lump-sum taxes on workers.

Part III. Answer one of the following two questions in this part.

12.

13.

The United States is currently running both a large government budget deficit and a large
current account deficit.

Discuss the consequences of these “twin deficits” on output growth, inflation, interest
rates, and exchange rates.

What fiscal and/or monetary policy adjustments (if any) would you suggest to deal
with these deficits.

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

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



	Page 1
	Page 2
	Page 3

