ECN 5401                                                                                            Midterm Exam I
Macroeconomics                                                                                      March 9th, 2021


I) Consider the following Classical model of a large, semi-closed economy:

Y= (3/2) K1/3 L2/3                                                       L = 8(W/P)2/3
Y= C + I + G
C = 110 + ½ (Y-T) – 4r
I = 50 - 8r                                                                    r = i - πe
M/P = 60 + ½ (y) – 3i

In this model, G =2, T = 0, M = 63, K = 8, and πe = 2 are parameters which you can take as given.
Suppose I made the calculations for you, L=8, and Y=12.


a)     Solve for C, I, r, i, P, and w. (Note, due to the numbers I’ve chosen, you will get a negative value for investment. Of course, this does not make much sense but proceed as if it does.) 

C=56
I= -46
r= 8
i= 10
p= 1.75
w= 3.5

b)    Suppose the foreign price level, P*, equals3. What is the nominal exchange rate, e?


c)     Suppose there is an increase in the number of foreign immigrants to the country, explain what happens to Y, I, C, i, r, CF, NX and P.
Y; Immigrant increases labor force which translates more goods and services been produced. This results to increased GDP

I; Immigration of the educated labor force attracts foreign and domestic investment leading to increase per capita income thus enhancing labor productivity.
C; immigrants leads to higher levels of consumption thus increasing the levels of GDP
r; rate of interest rates are lowered to attract more investors.
CF; are increased due to increased economic activities such as businesses.
NX; net exports are increased or reduced
P; price of commodities are decreased due to increased cheap labor force.

d)    Suppose M increases. What happens to P? What happens to e? and what happens to Y? Explain providing economic intuition
When M increases p increases
When M increases e decreases
When M increases Y increases

e)     Suppose there is an earthquake that destroyed some of the capital stock, explain what happens to L, Y, W/P, C, r, and I.
L decreases
Y decrease
W/P increase
C decrease
r decrease
I decrease

f)     Suppose investment demand decreases. Explain intuitively what happens to C, I, r, i, P, NFI, E and NX.
All these parameters decrease because of reduced low output due to reduced investment.

g)    Assume that the consumption function has to change from the above equation to:          C= 110 + (Y-T) -4r. Now assume increase in income, explain what happens to C, S, & I.

Consumption increases simply because consumption is a function of income.  Meanwhile, Savings and investment reduces because they will be less disposable income.







II)            Please answer the following SHORT, CLEAR, and TO the POINT

1)    Explain, using LRAS-SRAS-AD framework, how the recessionary gap would be removed under the classical assumptions.
When the economy is at recession gap at any point, and wage rates x per hour and price levels are at y. The issue may not be if wage rate and price levels fall however how long they take to attain long run levels. Therefore if they take a short period then the classical economists are correct and the economy is self-regulating.

2)    Biden’s administration, along with the Congress, is about to finalize a $1.9 trillion package. The package includes a third round of stimulus checks equal to $1400 for single filers and $2800 for married filing jointly. What is your recommendation to the government for this stimulus package to achieve its targets?
According to my point of view this is a good idea since many families have been affected by pandemic and they will use such money to pay their bills and buy foods and other expenses. Also people earning average incomes can use such money to pay off their debts or save.
[bookmark: _GoBack]3)    Explain the FOUR different types of unemployment.
Cyclical unemployment; this kind of unemployment is caused by changes in the number of unemployed persons over the course of economic downturns and upturns. For instance unemployment will increase during recession and decline during times of economic growth.
Frictional unemployment; happens when people voluntarily change occupations or jobs within the economy. For instance when a worker quits his/her job, it naturally takes some time to get another job.

Structural unemployment; occurs due to technological changes in an economy. Technological changes like replacement of new and modern machines may replace human labor causing some individuals to remain jobless.
Natural unemployment; this condition where people who are willing and able to work at given wages or salaries are unable to get jobs in a given economy.

4)   “What matters is not whether the economy is self-regulating or not, but whether prices and wages are flexible and adjust quickly.” Comment.
This is to say the economy is self-regulating is the same as saying that product or commodity prices or/and wages are flexible and can be quickly adjusted at the same time.

5)    Consider the following table

	Year
	Disposable income
	consumption
	savings

	2019
	2000
	1500
	?

	2020
	2500
	1800
	?



1. Find savings in 2019, and 2020
Savings in 2019= Disposable income- consumption
2000-1500= 500
Savings in 2020= 2500-1800
= 700
2. What is the marginal propensity to consume, and the marginal propensity to save?
	Mpc =  marginal propensity to consume

	


C= consumption function
Y= change in disposal income
MPC= change in C/Change in Y
(2500-2000)/(1800-1500)
=500/300
Therefore MPC =1.667
Marginal propensity to save = 1-MPC
= 1-1-667
=-0.667

3. If the government expenditure has to increase by $ 100 billion, how much will be the increase in output?
MPC= DC/DY
1.667= X/1000
X=1.667*1000
= $1667

6)    Consider the following table of CPI in year 2019 and 2020.
	Year
	CPI
	No. of unemployed
	population
	Labor force

	2019
	130
	60,000
	1,000,000
	800,000

	2020
	132
	50,000
	1,100,000
	850,000



1. What is the inflation rate in year 2020?
{(Consumer price index of current year- consumer price index of previous year)/consumer price index of previous year}*100%
= {(132-130)130} *100%
=1.54%
2. What is unemployment rate in year 2019?
Employment rate= (unemployed/ labor force)*100%
=(60000/800000)*100%
= 7.5%




7)    What is the difference between real variables and nominal variables? Give examples.
Real
In economics, real variable are those variables where the effect of prices or inflation have been take out. Example of real variable include bundle of products or commodities such as income and Gross Domestic Product.
On other hand, nominal variables are variables where the impact of inflation have not been controlled for. For instance, interest rate.
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