
Solution key  
to exercises from chapter 17 of Macroeconomics 
 
 
17.1 (a) Income and employment decrease. 

(b) If the current-period choice is below 35h, choice remains unaffected. If it is above 
35h, a corner solution with lower utility obtains at L = 35h.  

 
    17.2 MPL is considered constant, i.e. individuals face a positive but linear constraint.  

 
17.3 (a) Households will consume more in the current period; part of the grant will be saved 

for next period's consumption, however. 
(b) If the grant must be repaid with interest: No effect on consumption. If only the 
capital must be repaid: Households will consume slightly more.  

 
17.4 (a) In this country, the AS curve is kinked and vertical north (and also a bit to the south) 

of the equilibrium. This makes intertemporal substitution of labour impossible during the 
adjustment process. Despite this, the response is qualitatively the same as sketched in 
Figures 17.10-17.12. 
(b) Despite the modified AS curve, the qualitative response is similar to the one 
sketched in Figures 17.10-17.12, but with the opposite sign.  
(c) They are symmetrical as long as we remain on the vertical section of the AS curve 
in (b).  

 
17.5  The long-run response (as depicted in Figure 17.12) would obtain immediately.   
 
17.6 In the long run: The interest rate must have risen to match the new time discount rate.  

MPC ↑, Capital ↓, Income ↓. In the short run: The interest rate starts increasing and 
there is negative net investment. Income starts to fall.    

 
17.7 (a) Short run: Employment falls. Medium run: Employment rises. Long run: 

Employment unchanged.   
(b) Yes. (c) Yes. 

 
17.8 Consumption: The model is in line with empirical studies. Investment: The model is in 

line with empirical studies. Real interest rate: The model is not in line with empirical 
observations. Employment: The model is in line with empirical observations.   
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