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Please answer the following questions with necessary graphs, equations and words

I. The spot price of crude oil has been rising from $45 per barrel in February 2005 to $62 per
barrel in February 2006. This rising trend of oil price has been the major concern for future
economic performance in all industrialized countries.

(2) (20 points) Please use the Real Business Cycle theory to analyze the geliettl equilibrium
effects of a permanent increase in the price of oil (i.e., a permanent adverse supply
shock) on employment, the real wage, current output, the real interest riite, and _the
price level. (Assume that, besides reducing the current productlwty of capital and labor
the permanent supply shock lowers both the expected future marginal product of capllal
and households’ expected future income.)

(b)(10 points) Accotding to the Solow model, how this permanent increase in oii price
would affect output per worker in the long run (i.e. in the steady state)?

2. In May 2001, the United States Congress passed, and President Bush SIgned the Economic .
Growth and Tax Relief Reconciliation Act of 2001 (2001 % 4@ &, & R M A% &3 &), whlch
featured both short-run and long-run tax cuts.

(a) (5 points) What is Ricardian equivalence theorein (% & F % & # 31)? -

(b)(15 points) Assume that the Ricardian equivalence theorem does not hold, please use the
Keynesian IS-LM model (open-economy version) to describe the short run effect of
this tax cut on output, the real iiterest rate, and net export.

(¢) (15 points) The United States has been the main trading partner of Taiwan. Pleasé - L
explain how this tax cut in the United States would affect Taiwan’s gutput, real mterest '
rate, and net export in the short run. :

3. From year 2000 to 2005, the trade deficit of the United State with China has rising from 84.
billion US dollars to 202 billion US dollars. This inci easing trade deficit with China has ;
been the main reason for the United State to urge China to revaluate its currency. - o

(2) (10 points) Please explain why under the fixed ex«:hange rate system, when Ren Min B1 e

(A BM) is undervalued, China will accumulate la rge amount of reserve (& ).
(b) (5 points) If China switches to flexible exchange rate system, what will happen to the :
nominal exchange rate between the United Sate:s an¢ China? Please explain why. ‘
(c) (10 points) What is J curve? Assume the’ iprice levels in both countries stay the same,
according to the exchange rate change you predicted in (b), how this change would
affect the net export of the United States?
(d) (10 points) The United States has a huge amoun! of trade deficit, but we do not observe
a sharp value drop in the US dollar, please explein why.




