Written Comprehensive Exam in Economics 2006
Macroeconomics – some answers
YOUR NUMBER IS __________________
Put your Student ID number and “Macro Essay 2006” on the outside cover of your bluebook.

No other identifiers are needed.
Instructions: Be sure to label your answer in your bluebook for each question.


         Label the axes and curves on all graphs.


         Clearly label all points on your graphs.

Notice that questions are not all worth the same number of points.

Good luck!

a. Growth: Solow model 

Use the following graph illustrating the standard Solow growth model to answer questions 1 to 5. 




1. (3 points)

 Copy the graph into your bluebook. Then label axes and both curves.


See above
2. (4 points)

Identify the steady state on the graph and explain what a 'steady state' here means.

Point B is the steady state. In steady state capital per effective worker does not grow. It is the point where the economy will tend to operate in the long run.
3. (6 points)
Clearly explain what would happen if an economy is initially at point C.

In point C investment is less than the break-even investment. Therefore less capital is added than it is necessary for capital per effective worker not to change. Therefore keff  is going do decrease until the steady state is reached.
4. (6 points)
Suppose that initial steady state on the graph above is NOT the Golden Rule steady state. You know that in the initial steady state on the graph above, investment is higher than at Golden rule steady state. What needs to happen to the saving rate(s) to achieve the maximum possible long-run consumption per unit of effective labor? Show this on the graph.


The saving rate has to decrease. This would mean that the line syeff shifts downward.
5. (4 points)
What is the main source of the long-run growth in output per worker according to the Solow model?  What policies would promote this?

The main source of sustainable growth in output per worker in this model is technological progress. Policies stimulating this progress promote it. Examples include expenditures for research activities, protection of intellectual property and other.
b. Fiscal policy 
Use the following information to answer questions 6 to 9.

"But then the economy started to slow: unemployment rose from 3.9 percent in October 2000 to 4.5 percent in April 2001. The argument shifted to emphasize that the tax cut would stimulate spending and reduce the risk or recession. Congress passed the tax cut in May 2001." (Mankiw: Macroeconomics, 5th ed., p. 266)

6. (15 points)

Use the IS-LM model to show the short run (fixed prices) effect of this tax cut on real output and interest rate. Explain through which component of aggregate expenditures an income tax decrease works and how it causes the change in real GDP and interest rate. 

IS curve outward ( output increases and interest rates increases. Changes in income tax affect output through changes in consumption.
7. (6 points)
Based on the tax multiplier, some argue that a decrease in taxes by x units would change real output by more than x units. Explain this multiplier process. 

Spending but some is income for others. This second group then saves part of that and according to MPC spends the rest in the second round of multiplication. This is again income for the third group that again saves a part of this additional income and spends the rest. Through this re-spending process final output increases by more than the initial increase in exogenous expenditures.
8. (6 points)
Suppose that the above mentioned tax cut was met by exactly the same amount of decrease in government expenditures to keep the budget balanced. What would be the effect of this change (ΔT = ΔG) on real GDP if you base your conclusion on the government expenditures and the tax multipliers.

The change would decrease output because the tax multiplier is smaller than the government expenditures multiplier.
c. Money and inflation

The following table shows the notes in circulation in three countries between 1921 and 1925.
	 
	Notes in circulation
	 

	year
	Poland
	Austria
	Hungary

	Jan. 1921
	55080
	34525634
	3851

	Jan. 1922
	239615
	227015925
	2488

	Jan. 1923
	909160
	4110551163
	5888

	Jan. 1924
	313659830
	6735109000
	105481

	Jan. 1925
	553174980
	7902217000
	2138629






Source: Sargent: The Ends of Four Big Inflations

"An alternative 'rational expectations' view denies that there is any inherent momentum in the present process of inflation" (T. J. Sargent: “The Ends of Four Big Inflations,” in Inflation: Causes and Effects, by R.E. Hall ed., p. 41)

9. (50 points)
Write an ESSAY interpreting the numbers in the table and the quote above. In particular, address/explain the following: (these are essential parts of a more elaborate answer)
a. predictions by the Quantity theory of money;  
b. changes in the market for money (draw a graph to illustrate) and their effects on inflation; 

c. the role of expectations in general and rational expectation in particular for inflation; possibility of hyperinflation; and 

d. disinflationary programs.

V-constant, the magnitude of real output growth rate is less than 15 ( thus high growth of money supply (e.g. in Poland it increased by more than 10,000% over this period) will lead to hyperinflation.







In short run increase of money supply ( lower interest rate (may cause even negative real interest rate) ( stimulates AD ( further increases in inflation

Inflation depends on adjustment of prices by individual economic agents. Thus their expectations are crucial for determining the inflation outcomes.

· can discuss static and adaptive expectations ( gradual adjustment and therefore a possibility of momentum in expectations
· Rational Expectations – uses all the information available – adjustment of expectations is extremely quick  therefore hyperinflation disappears when credible economic reform sets the stage for expectations of low inflation.

· Large increases with money combined with rational expectations mean that inflation is increasing extremely fast.

· Credibility of the policy maker or reform outcomes is essential for changes in inflationary expectations in hyperinflationary environment. Frequently such rates of money growth are the result of inflationary financing of the government budget deficit. Thus the reform needs to include a substantial changes in both fiscal and monetary policy and possibly institutional changes. 
· Other relevant issues (such as structural causes of inflation, external shocks, political environment etc.) may be included in the answer.
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