MACROECONOMIC POLICIES
Exam: 11/06/2007







3h 00m
Name:









Nb:


I (4,5 values)

Describe 3 of the following concepts:

1. Vicious and virtuous cycles in corruption 

2. Dutch disease
3. Heterodox stabilization

4. The debt Laffer curve 

5. The impossible trinity 
II (8 values)

In Novaquistan, the aggregate production function is given by 
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, where H=hN,  N is the number of workers and h measures the quality of labour. We also know that in this country 15% of income is saved and invested in physical capital, the population is constant and the physical capital stock depreciates at an annual rate of 4%.

1. Assume for the moment that the quality of labour evolves exogenously according to 
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a) Discuss the sensibility of that assumption and its implications for the model. 
b) Determine the equilibrium values of k = K/N and y = Y/N. Describe the equilibrium of the model on a graph and discuss its stability.

c) How well does this model explain the stylized facts of economic growth?

2. Now assume that
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, where sh refers to the investment rate in human capital.

d) Does this version of the model still verify the neo-classical properties? Why?

e) Compute the growth rate of per capita income in this economy and explain its dynamics with the help of a graph. Describe the income per capita dynamics of this model. Represent it on a graph.
f) Discuss, in terms of this model, the implications of introducing a subsidy to employee training.

III (3,5 values)

Consider a small open economy with two goods, one tradable internationally and another non-tradable. In the initial situation, aggregate expenditure and aggregate production are equal and the economy is in internal and external balance. Assume that this economy is hit by a shock that reduces aggregate demand. In this economy, the exchange rate is flexible.

1. Analyse the macroeconomic impact of the aggregate demand shift, with help of a graph. In particular, discuss the impact on: (i) the relative price of non-tradable goods; (ii) the production pattern; (ii) the consumption pattern; (iii) the trade balance.

2. What if the exchange rate were fixed? Discuss the main differences.

IV (4 values) 

Choose and answer to two of the following questions: 

1. “Transpiration responds to inspiration”. 

2. “Reducing inflation today without achieving a fiscal adjustment only means more inflation in the future”.  

3. “A major difficulty with the debt overhang in the 1980s is that it gave rise to a global coordination failure”. 

“More rules and less discretion! This is the receipt for macroeconomic performance”.
Miguel Lebre Freitas
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Susana Salvado
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