Econ 304- Intermediate Macroeconomic Theory II
Assignment #4 

NAME:_________ANSWER KEY__________



1. Consider the following short-run model of the economy:

	Goods Market
	Money Market

	𝐶 = 100 + 0.8(𝑌 − 𝑇)
	𝑀 = 1000

	𝐼 = 40 – 𝑟
𝐺 = 𝑇 = 100 

	𝑃 = 5
𝐿(𝑌, 𝑟) = 𝑌 – 5r 




a) Find the equilibrium interest rate, 𝑟*, and equilibrium level of income, 𝑌*. 
Apply equilibrium conditions in the market for goods Y=C+I+G and in the money market M=PL(Y,r) to get Y and r. Y=500 and r=60. 
b) Consider an equal increase in government spending and taxes to 𝐺 = 𝑇 = 200. Find the new equilibrium value for 𝑌*.
Redo the exercice from a), for G=200 and get Y=550 and r =70. Note that a 100% increase in G (financed by greater taxes) leads to a 10% increase in GDP (Y).

2. Wage rigidity: 
a) forces labor demand to equal labor supply. 
b) is caused by sectoral shifts. 
c) prevents labor demand and labor supply from reaching the equilibrium level. 
d) increases the rate of job finding.

3. After years of quantitative easing, assume the Fed begins to worry about inflation and starts to move toward more contractionary monetary policy. Describe in words how the FOMC would accomplish this and how the new policy will impact the price level, real GDP and unemployment both in the short and long run. Use an Yd-Ys diagram to support your explanation.
The central bank would decrease the money supply by selling government securities (bonds) on the open market. As a result, the price will decrease and so will production (GDP). With a lower production level and a relatively smaller quantity of money to finance production, unemployment will increase.

4. Now assume you are an economic advisor to President Obama, who worries that the Fed’s contractionary policy in question 3 will cause unemployment to rise. What policy would you recommend to the President? Use an Yd-Ys diagram to support your recommendation.
[bookmark: _GoBack]An increase in government spending or a decrease in taxes would have an expansionary effect on economic activity. Also, see your class notes.

5. Evaluate this statement: “Macroeconomic theory states that monetary policy has long-run impacts on GDP and standards of living.” 

Money is more likely to be neutral in the long run, than in the short run. However, this means that a change in money supply as a result of monetary policy will cause a change in prices. Money neutrality occurs when the change in prices matches the change in money supply, so that purchasing power and real variables remain unchanged.


6. Efficiency wage theories claim that firms may pay high real wages in order to: 
a) avoid the threat of unionization. 
b) make workers more productive.
c) discourage unskilled workers from applying.
d) reduce the level of frictional unemployment.

7. Evaluate this statement: “Quantitative easing refers to the gradual reduction in federal taxes.”
The central bank sells/buys long term bonds to target long term interest rates. 
Textbook reference: p 409, ch12

8. Evaluate this statement: “To hit a long-run target of 2% inflation, given 0% real GDP growth, the Fed should maintain 2% growth in the money supply.”
According to the theory on money neutrality in the short run, when the Ms and P change at the same rate, there is no real effect on the economy (i.e. no change in real GDP). Also, one could apply the Taylor rule to prove the relationship between inflation and growth in Ms.

9. “Which is the better macro model, the real business cycle model or the coordination failure model? Explain.
Compare the effects of an increase in productivity, under the 2 models. Use the notes and textbook.
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