Written Comprehensive Exam in Economics 2007
Macroeconomics

YOUR NUMBER IS __________________
Put your Student ID number and “Macro Essay 2007” 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.


         Explicitly state the assumptions you are working with.

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

Good luck!

Table 1 provides information on some important macroeconomic aggregates. When needed, the question will refer to this table.

 Table 1

	UNITS
	SCALE
	DESCRIPTOR
	1999
	2000
	2001
	2002
	2003
	2004

	Index number
	Units
	GDP VOL. (2000=100)
	91.0
	100.0
	106.0
	112.5
	116.6
	122.3

	Percent per annum
	Millions
	POPULATION GROWTH
	n.a.
	1.4
	1.6
	1.3
	1.9
	1.8

	National Currency
	Millions
	GOVT. CONSUMPTION EXPEND.
	11383
	13050
	15474
	17692
	19232
	21017

	National Currency
	Millions
	GROSS FIXED CAP. FORMATION 
	21712
	25321
	27056
	28983
	31816
	36509

	National Currency
	Millions
	HOUSEH.CONS.EXPND
	43721
	49488
	54349
	59019
	62935
	66439

	Percent per annum
	Units
	DEFICIT AS % OF GDP
	2.3
	3.5
	3.7
	4.0
	4.0.
	4.3.

	Percent per annum
	Units
	UNEMPLOYMENT RATE
	4.0
	4.1
	4.0
	4.4
	4.7
	4.5


Source: International Financial Statistics (IMF) (own calculations)
For students that are not familiar with the data, note that 'Govt. Consumption Expend.' refers to government expenditures (G); 'Gross fixed capital formation' refers to investment (I); and 'Househ. Cons. Expend.' refers to Consumption (C).
1. Fiscal policy 

(20 points)

Use the Keynesian cross graph to discuss the effects of an exogenous increase in government consumption expenditures in 2001 (Table 1). Discuss what the maximum theoretically possible effect would be on output and what information you would need to calculate this. Compare the magnitudes of the initial impact and the outcome. Can the burden of this increase in G be transferred to future generations? If yes, explain how. If no, explain why not.

2. Time inconsistency

(10 points) 

Use the short run Phillips curve to explain time inconsistency in economic policy making. 

3. Growth: Solow model 

(20 points) 

Explain the concept of the Golden Rule steady state in the Solow growth model. In particular:

- draw a graph, label it, and explain the variables you are using

- explain what a steady state is

- explain what is special about the Golden Rule steady state

- relate it to living standard

- explain what the main source of "improvements" is in this model

4. Monetary policy
(50 points)

In his article "Optimal Choice of Monetary Policy Instruments in a Simple Stochastic Macro Model” William Poole wrote:
"In this paper a solution to the ‘instrument problem’ – more commonly known as the ‘target problem’ – is determined within the context of the Hicksian IS-LM model. Baldly stated, the problem arises as a result of the fact that the monetary authorities may operate through either interest rate changes or money stock changes, but not through both independently, and therefore must decide whether to use the interest rate or the money stock as the policy instrument."  (W. Pool (1970), Quarterly Journal of Economics, vol. 84, No.2, pp. 197-216)
Write an ESSAY interpreting the quote above. Use the IS-LM framework to discuss the effects of fluctuations arising from changes in fiscal policy (as seen in Table 1 above) on output and interest rate based on the three possible objectives by the central bank: 1) constant money supply, 2) constant interest rate, and 3) constant income.  Please provide an IS/LM graph for each of these three objectives. In your essay, use the dynamics of fiscal variables as a starting point to discuss the three possible scenarios. Additionally, speculate about what may cause a central bank to choose one objective over the other two.


















































































































































































