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Question I (20 points): 
 

Suppose the production function has the form: BlAy += .  where y is output, l is labor 
input, A is a positive constant, and B is another constant, which maybe positive, negative, 
or zero. 
 
 

a) Describe the wealth and substitution effects from an increase in the coefficient A. 
(answer using a graph). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

b) Describe the wealth and substitution effects from an increase in the coefficient B. 
(answer using a graph). 
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c) What are the effects on household’s work effort l, output y, and consumption c, 

from an increase in the coefficient A? 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

d) What are the effects on household’s work effort l, output y, and consumption c, 
from an increase in the coefficient B? 
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Question II: (30 points) True, False or Uncertain. Explain your answer. 
 

a) Following an optimal decision by the consumer, the marginal propensity to 
consume could be greater than one.  

 
 
 
 
 
 
 
 
 

b) Empirical evidence suggests that the nominal demand for money rises more than 
proportionally when the price level increases. 

 
 
 
 
 
 
 
 
 
 

c) The term ‘real money’ means things such as coins and currency rather than assets 
such as checking accounts that are not really money. 

 
 
 
 
 
 
 
 
 

d) There is positive real balance effect whenever a person’s initial real cash increases 
by the same amount as the average amount he or she plans to hold in the future. 
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True/False Continue: 
 

e) An unexpected increase in future wages relative to current wages will increase 
current leisure relative to future leisure. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Question III: (20 points) 
 
If yearly real consumption equals $ 18,000 and the interval between exchanges of 
interest-bearing assets and money is 1/12 year. Compute the, 
 
 

a) Initial amount of money withdrawn. 
 
 
 
 
 
 
 
 

b) Average amount of money held. 
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Question IV: (30 points) 
 
Consider the Robinson Crusoe (RC) economy. There is a single good (coconuts) which 
can be produced with labor. RC’s production function is 

γβα nnfy +== )(  
where n denotes labor and y denotes output. . DQG � DUH SRVLWLYH FRQVWDQW DQG � LV D
parameter with a value in the open interval (0,1). 
 
RC’s preferences over leisure (l) and the consumption of coconuts (c) are presented by 
the utility function 

lclcU δ=),(  
ZKHUH / LV D SRVLWLYH FRQVWDQW in (0,1). 
Finally, RC has a limited amount of time per period, normalized to 1, so that 

1=+ ln  
 

a) :KDW LV WKH HFRQRPLF LQWHUSUHWDWLRQ RI . DQG �" *UDSK WKH SURGXFWLRQ IXQFWLRQ LQ
(y,n) space. Does this production display a falling marginal product of labor? 
+RZ LV LW DIIHFWHG E\ WKH YDOXH RI �" 

b) Give an expression for the marginal rate of substitution (MRS) between 
consumption and leisure. Are RC’s preferences over c and l convex? What is the 
PHDQLQJ RI /" ([SODLQ WKH LQWXLWLRQ RI ZK\ FKDQJHV LQ / DIIHFW WKH 056� 

 
 
 


