August 29, 2005
Macroeconomics
Comprehensive Exam
NAME__________________________________________________________
Put your name on the line above and on the cover of your bluebook(s).  If you choose Question 1, answer on this form, as appropriate, and in your bluebook.  Answer all other questions only in your bluebook.  There are two kinds of questions; problem questions and essay questions.  Follow the instructions concerning how many of each to answer.  Each question is worth 25%.  

You have four hours to complete your exam.

I.  Problem Questions:  Answer any two of Questions 1-3.  
Question 1 (Answer Part A on this form and Part B in your bluebook).
Assume the following:
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A.   Find the steady-state values of each of the following variables, entering your answer in the blank spaces:
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B.   Answer the following in your bluebook.

a.
In this example, does k* attain the “golden-rule” level?  How do you know?  If so or if not, what does this mean?  Explain mathematically and illustrate graphically.

b.
Suppose there is a decrease in the saving rate.  Explain how this change will affect the values of the variables for which you solved above.  Illustrate graphically.

Question 2
Consider the basic model of consumption/saving choice under uncertainty in a centralized endowment economy. The utility function is quadratic. There is one riskless asset A. The interest rate r is equal to the rate of time preference. Use the closed and open economy versions of this model to answer the following questions.
a.
Closed economy. The budget constraint is 
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 and assets accumulate according to the following rule: 
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Write down the optimization problem. Derive the optimality condition. Explain the meaning of this condition. Show that the optimal consumption is a constant fraction of total wealth. How do shocks to output affect consumption in this model (consider both temporary and permanent shocks)? How are these effects different from the effects of productivity shocks in an economy with production and variable return on capital?
b.
Open economy. The budget constraint is 
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 and there is free foreign lending and borrowing.

Write down the optimization problem. Give the optimality condition and the consumption function. How do shocks to output (net of investment) affect consumption and the current account balance (consider both temporary and permanent shocks)? What is the intuition for these results? Explain how adding government to this model can generate the twin deficits observed currently in the United States.

Question 3
Consider an economy populated by many identical consumers that earn wage income and receive monetary transfers from the government. These consumers can hold money that pays no interest and bonds that pay positive interest. They choose how much to consume, how much real money balances to hold, and how much to work. Their one-period utility function takes the following form:
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There are many (a continuum on [0,1]) monopolistically competitive firms that employ these consumers to produce differentiated consumption goods using a constant returns technology: 
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. These firms face downward sloping demands for their goods, of the following form: 
[image: image9.wmf],

,

it

itt

t

P

YY

P

s

-

æö

=

ç÷

èø

.
a.
Write down the consumers’ problem. Derive and interpret the optimality conditions with respect to
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b.
Assuming that each firm chooses its price one period in advance, write down the firms’ problem. Derive and interpret the optimal price-setting condition.

c.
Describe the symmetric general equilibrium in this economy. Derive the implied IS-LM-AS model. Carefully interpret each of the equations.

II. Essay Questions:  Answer any two of Questions 4-6.
Question 4
What are the main features of Real Business Cycle theories? What is the role of technology shocks in these models? What is the evidence on the importance of such shocks in practice?

What is different about New Keynesian Economics? What is the role of nominal rigidities in this class of models? What makes such small frictions have large effects on the macroeconomy?

How well do these two schools of thought explain empirical features of the business cycle in the United States?
Question 5
Describe the New Keynesian IS-LM-PC model. How is it different from the traditional IS-LM model? Discuss the New Keynesian Phillips Curve. What are its implications for monetary policy?
Describe the effects of a persistent monetary expansion on output and prices. Explain how neutral monetary policy can be used to respond to a persistent adverse shock to potential output (for example, an oil shock). Can you relate your arguments to current monetary policy of the United States?
Question 6
In the traditional Solow model, the effectiveness of labor (A in Romer) is exogenous.  In contrast there are “new growth theory” (NGT) models in which this coefficient is endogenous.  Answer the following questions:
a.
How do the NGT models make the effectiveness of labor endogenous?  Offer at least two examples.

b.
Consider the saving rate s, the growth of population (or labor) n, and the fraction of labor (or capital) allocated to the production of knowledge 
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).  Compare the effects on economic growth of changes in these variables in the Solow and in the NGT models.  Under what circumstances can these variable affect growth in the NGT models but not in the Solow model?

c.
For either class of models:  To what degree do these models explain global economic growth?  To what degree to they explain inter-country differences in growth?  
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