Macroeconomics, 1st module, academic year 2004-2005

Introduction to Macroeconomics

Problem set 3

Due: October 14

1. Mankiw, Ch. 8: Problems 5 on page 228, problem 2 on page 235.

2. Mankiw, Ch. 17, Problem 2 on page 481.

3. Consider a firm facing a production function F=AKαL1-α. Suppose that there is no depreciation, the initial stock of capital equals 81 units, α=0.5. Also suppose that A=L=1.The firm needs to decide whether or not to invest (buy more capital). The real interest rate is 8%. The price of capital goods PK equals the general price level P. 

a. Is the marginal product of capital equal to its marginal cost?

b. What is the optimal investment decision for the firm?

c. Suppose now there is a technological progress, and A increases to 2. What is your answer now? Explain. 

4. Evaluate the following statement: the original q-theory of investment makes less sense than the modern theory based on marginal q. However, the original old theory is easier to test empirically, since Tobin’s q is observable. 

