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A EIE ¢ Students should write down the detailed computations or explanations in order to

get the points.

. REATEE—/E 3%) |
a. Von Neumann-Morgenstern Utility Funetion

b. Arrow-Pratt measure of Relative JR’lskM-erﬁon
| / _

¢. The First Theorem of Welfare Economigs
d. Walras' Law

e. Nash Equilibrium
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6. (6%) Kevin Wang is paid $3.000 e»er}-hlﬁ-dayb Fiis salar}f is deposited directly in his bank. He

spends all his money at a constant rate ﬂvcr the 30 days and musl pay cash,  He can (1)
withdraw all of the money at once: (2) W]Ehdi'ﬂ'ﬁn’ half al once and the rest after |5 days: (3)
withdraw one-third at once, one-third a?ler 10 days. and one-third at 20 days: or (4) make any
number of evenly spaced withdrawals. Each withdrawal costs his $2 m terms of time and
inconvenience. For each day that Kevin has a dollar in the bank, he gets .03 cents ( .0003 per

dollar) in interest. Thus, if he withdraws-half dt Eusmoney immediately and half in 15 days, he

has $1,500 in the bank for 135 days and eatns ;6 [T5. 1ntercst
(a) How many withdrawals per month lcad tq-me laigest net earnings?

(b) If Kevin chooses this number, what w111 be Ins-average amount of cash on hand over the 30

days?
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7. (10%) Assume that a large open economy with a floating exchange rate is described in the short
run by the equations: C=0.5(Y-7); T'= 1,000 ;1= 1.500 - 2507 : G = 1,500 : NX = 1,000 -
250e

C+I+G+NY=Y; M/P=035F- 500/ M= 1.000 : CF=500-250r: NX=CF
The last two equations specify that CF, et capital putflow, decreases with r, the mnterest rate, and
that VX, the net exports, is equal to net capita_f /c-)utlflow. NX is also related ro the exchange rate, e,
and falls when e appreciates. The pri‘if; level [H‘; 1s fixed at 1.0. ' Calculate short-run
equilibrium values of ¥, r, C, I, CF, NX, e, private saving, public saving, and foreign saving that

is defined here as minus VX

For the following three questions, be sure to label: i the axes; ii. the curves: iii. the initial

equilibrium levels; iv. the direction the curves shift; and v. the new short-run equilibrium,

8. (10%) Suppose that technological change is not labor-augmenting, but affects only capital. Use
the Solow growth model with depreciation rate (8). saving rate (s), population growth rate (n),
and technological progress rate (g) to explain and graphically illustrate the impact of the
slower rate of technological change that increases the rate at which capital wears out on the

steady-state capital-labor ratio and the steady-state |evel of output per worker.
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9, (14%) In early [994, Mexico was adhising Ld'a&{é'{:i—exqﬁange—ram system. Usethe
Mundell-Fleming model to explain and iiluslrale graphically the short-run impact on the
exchange rate and level of output of increased country risk caused by the Chiapas uprising and
the assassination of presidential candidate Colosjo.
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10. (10%) Economic expansion throughout the rlgm__:crf Lhe world raises the world interest rate.  Use
the Mundell-Fleming model to explain and ilfus'tfagé graphically the impact of an increase in
the world interest rate on the exchange rate and level-ef-output in a small open economy with a

floating-exchange-rate system.




