Part B: Short Answers (60 marks)

1. (20 marks) Assume that a country's production function is ¥ = AK->L-". The ratio of
capital to output is 3, the growth rate of output is 3 percent, and the depreciation rate is 4
percent. Capital is paid its marginal product.

a. What is the marginal product of capital in this situation? (Hint: The marginal
product of capital may be computed using calculus by differentiating the
production function and using the capital-output ratio or by using the fact that
capital's share equals MPK multiplied by K divided by 1) (5 marks)

b. If the economy is in a steady state, what must be the saving rate? (Hint: The saving
rate multiplied by ¥ must provide for gross growth of (5 + 7 + 2)K, where & is the
depreciation rate.) (5 marks)

c. Ifthe economy decides to achieve the Golden Rule level of capital and actually
reaches it, what will be the marginal product of capital? (5 marks)

d.  What must the saving rate be to achieve the Golden Rule level of capital? (5 marks)

2. (20 marks) Assume the following model of the economy, with the price level fixed at 1.0:

C=08Y-17 7=1,000

I=800-20r G =1,000

Y=C+I+G M/P = MY/P = 0.4Y — 40r

M =1,200

a. Write a numerical formula for the IS curve, showing Y as a
function of r alone. (Hint: Substitute out C, 7, G, and T.) (4 marks)

b. Werite a numerical formula for the LM curve, showing Y as a

function of r alone. (Hint: Substitute out A/P.) (4 marks)

c. What are the short-run equilibrium values of ¥, r, Y =T, C, 1,
private saving, public saving, and national saving? Check by
ensuring that C + 1+ G = Y and national saving equals /. (4 marks)

d. Assume that G increases by 200. By how much will ¥ increase in
short-run equilibrium? What is the government-purchases
multiplier (the change in Y divided by the change in G)? (4 marks)

& Assume that G is back at its original level of 1,000, but M (the
money supply) increases by 200. By how much will ¥ increase in
short-run equilibrium? What is the multiplier for money supply
(the change in Y divided by the change in M°)? (4 marks)
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4. (20 marks)This question asks you to give a step-by-step effect of a policy change on the
economy. Suppose the economy is in a long-run equilibrium. Now, suppose that the
government increases expenditure by AG. The Central Bank policy is to hold
money-supply constant.

a. What is the effect of the increase in government spending in the Keyensian
Cross? (5 marks)

b. What is the effect of the increase in government spending in the IS-LM
model? Is it bigger or smaller than your answer in part b? (5 marks)

¢.  What would your answer for part (b) be if the Central Bank policy was to
hold interest rates constant? (5 marks)

d.  What would your answer for part (c) be if the Central Bank policy was to
hold output constant? (5 marks)
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