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Economics 3334 – Intermediate Macroeconomics

Prof. Vollrath

Spring 2006
Final Exam
There are 5 problems.  Each has multiple parts.  Each part may have one or two actual questions in it.  Make sure you answer all of them.  Within each problem the parts get harder as you go on, so manage your time accordingly.
1. (20 points)  Consider a closed economy.  Let’s see what if confidence in bank systems fails.
a. (4 pts) First, draw the money market, and show the equilibrium real interest rate as r*.  Label the real money supply 
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.
b. (4 pts)  Now draw the IS/LM diagram with the equilibrium real interest rate of r* and equilibrium output of Y*  
c. (4 pts) Failures in bank computers make everyone afraid of using banks, so their demand for cash goes up.  Show in the money market diagram in a) how this increase in money demand affects the real interest rate.   
d. (3 pts) The change in money demand in the money market will affect the LM curve.  Show in the diagram from b) how the LM curve shifts in response to the increase in money demand.  What happens to output?
e. (3 pts) If the Federal Reserve didn’t want output or the interest rate to change because of the increase in money demand, what would they do to the money supply?  
f. (2 pts) If the Fed didn’t do anything at all, what would happen to prices in the long run because of the increase in money demand?  
2. (25 points)  Consider a closed economy that is looking at a declining population in the future (like Japan, Germany, or Italy).  
a. (4 points)  Draw the loanable funds market for this economy and label the equilibrium interest rate r*.  
b. (4 points)  Draw the IS/LM diagram and label equilibrium output Y* and the equilibrium interest rate r*
c. (3 points)  Now, businesses know that the population will decline in the future, meaning that there will be low demand for their products.  So they don’t bother to invest very much in their businesses.  Show in the loanable funds diagram from a) how a drop in investment demand affects the equilibrium interest rate.
d. (3 points)  Now show in the IS/LM diagram from b) how this decline in investment demand affects the IS curve.  What happens to output and the interest rate?
e. (5 points)  Now draw the AD/AS diagram, with an initial price level of P* and output of Y*.  (Make sure you draw both the LRAS and SRAS).  Show in this diagram what happens to the AD curve after investment demand falls.   

f. (2 points)  What will happen to the price level in the long run in this economy?
g. (2 points)  Show in the IS/LM diagram from b) how the change in prices in the long run affects the LM curve.  What happens to output and the interest rate?
h. (2 points)  What would you predict would happen to the price of stocks and bonds in this economy in the long run?
3. (25 points)  Let’s try something tied to current events.  Think of Iraq, a small open economy.   Let’s think about what would happen if the U.S. did pull out immediately.  

a. (5 points)  Draw the loanable funds market for Iraq.   Show the world interest rate, 
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, as lower than the equilibrium interest rate.  Show the net export balance for Iraq.  Are net exports positive or negative?
b. (4 points)  Draw the open economy IS/LM diagram with the nominal exchange rate, e, on the vertical axis.  Label the equilibrium nominal exchange rate e* and equilibrium output level 
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.
c. (4 points)  The reason that  
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is so low is because the U.S. presence is artificially lowering the world interest rate for Iraq.  If the U.S. did withdraw, the world interest rate faced by Iraq would jump WAY up.  Show this increase in  
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in your loanable funds diagram from a).  What happens to net exports because of this?
d. (3 points)  How does this change in  
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 shift the IS curve?  Show the shift in the IS curve in your diagram from part b).  What happens to the equilibrium exchange rate?  What happens to output? 

e. (3 points)  The Iraqi central bank wants to stop the exchange rate from changing at all.    What should they do to the supply of  currency?  Show in the IS/LM diagram how this shifts the LM curve.  What happens to the exchange rate?   What happens to income?
f. (4 points)  If 
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 keeps rising for Iraq, will the Iraqi central bank be able to keep the exchange rate from changing?  Why or why not?    
g. (2 points)  Assume the U.S. withdrawal leads to chaos, meaning that businesses and infrastructure are destroyed.  This lowers 
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 and shifts the LRAS curve down.  Show this shift in your diagram from f).  What affect does this have on the price level in Iraq? 
4. (10 points)  Consider the model of money creation from Chapter 18.

a. (4 points)  Write down the equation for money supply M in terms of the monetary base, B, the currency ratio, CR, and the reserve ratio, RR.  

b. (6 points)  Let’s say that the Fed is decreasing the monetary base, but the total money supply M is rising.  What could be happening to CR and RR to make this true? 

5. (10 points)  Look at the natural unemployment rate from Chapter 6

a. (3 points)  Write down the equation for the natural rate of unemployment in terms of the separation rate (s) and the finding rate (f)

b. (3 points)  If the separation rate is equal to 10, and the finding rate is equal to 90, what is the natural rate of unemployment?  
c. (4 points)  If the separation rate falls to 2, what would you have to set the finding rate equal to in order to keep the natural rate of unemployment unchanged from part b)?
6. (10 points)  True/False.  Each of the following is worth 1 point

a. _____  With a flexible exchange rate, government spending has no affect on output.
b. _____  If the real interest rate goes down, the price of bonds will rise. 
c. _____  If the Fed sells bonds, this will lower the money supply.
d. _____  Government debt is always bad for the economy.
e. _____  A shock upwards to the SRAS curve will cause higher interest rates. 

f. _____  In the long run, lower taxes lead to higher prices and lower interest rates.
g. _____  In a small open economy, you will run out of reserves if you keep trying to lower the money supply.
h. _____  In the long run, output will always end up to equal 
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i. _____  The trade deficit in the U.S. is because of unfair currency manipulation in China
j. _____  In a closed economy, increases in investment demand will raise the amount of actual investment done. 
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