Econ 375 Marietta College
Problem Set 1 Spring 2008

Data of M acr oeconomics

1. Suppose that a women marries her butler. Alftey are married, her husband continues to waltesn
as before, and she continues to support him asébéiat as a husband rather than as a wage eaidevry.do
you think the marriage affects GDP? How shoublffiect GDP?

2. Identify which of the following purchases is oted as part of GDP: You purchase a used lawn mowe
at a garage sale. General Motors purchases tmes Goodyear to equip new Chevrolets. General Koto
purchases tires from Goodyear to replace worn tireexecutives' company cars. A neighbor hirestgdaaby-

sit for an evening. You purchase a share of AT& neighbor breaks your window with a golf ball,dayou
purchase a new window. You pay your tuition far femester.

3. Suppose that automobile purchases were to beetrdike housing purchases in the national income
accounts. How would that affect saving? Investifen

4. Obtain the appropriate data from the latesteisduthe Economic Report of the President (avaslatil
www.access.gpo.gov/egpio complete the following table for the latestecalar year. For each series state
your statistical source and table number.

(% in billions)
Gross Domestic Product >
EQUALS
Consumption
+ Investment
+ Government Purchases
+ Exports
- Imports
Confirm that GDP =C + 1 + G + NX.
5. Consider an economy that produces and consuread bnd automobiles. In the table below are data
for two different years.
Y ear 2008 Year 2009
Price of an automobile $60,000 $70,000
Price of a loaf of bread $10 $20
Number of automobiles produced 100 120
Number of loaves of bread produced 600,000 500,000

a) Using the year 2008 as the base year, computsatd year nominal GDP, real GDP, the impliciteri
deflator for GDP, and a fixed-weight price indexisas the CPI.

b) How much have prices risen between year 2008yaad 2009? Compare the answers given by the
Laspeyres and Paasche price indexes. Explainffeestice.
C) Suppose you were a senator writing a bill teexn&ocial Security and federal pensions. Thagasr

bill would adjust these benefits to offset chanigethe cost of living. Would you use the GDP dtfta
or the CPI1? Why?



National Income: Where it comesfrom and whereit goes.

6. Assume that the production function is givenYby AK= L-°, where Y is GDP, K is the capital stock,
and L is labor. The parameter A is equal to 1&sune also that capital is 100, labor is 400, and bapital
and labor are paid their marginal products:

a) What is Y?

b) What is the real wage of labor?

C) What is the real rental price of capital?

7. The table below describes the key elementsrinidg a labor demand curve for a bakery. Complleée
table and answer the following questions.

Number of Number of MP of Price per Nominal Real
Workers Loaves Baked Labor loaf P x MP Wage Rate| Wage Rate
per hour (W) (W/P)
0 0 - $1 - $8 $8
1 20 20 $1 $20 $8 $8
2 36 $1
3 48 $1
4 56 $1
5 60 $1
6 62 $1

a) At what employment level does the firm encoudterinishing marginal returns?

b) Draw a graph of the (PxMP) column. Plot the bemof workers on the horizontal axis and dollars o
the vertical axis. What does this curve represent?
C) How many workers will the bakery hire if the nioid wage rate is $8?

d) Suppose the price of bread increased to $2qadr IHow many workers will the bakery hire if the
nominal wage rate is $8? How many workers will lagery hire if the nominal wage rate is $16?

8. Use the neoclassical theory of distribution tedgct the impact on the real wage and the renteé pf
capital of each of the following events:

a) a wave of immigration increases the labor force.

b) an earthquake destroys some of the capital stock

C) a technological advance improves the produdtiogtion.

9. The government raises taxes by $100 billiothdf marginal propensity to consume is 0.7, whapbap
to:

a) public saving?

b) private saving?

C) national saving?

d) investment?

10. Suppose that an increase in consumer confidexm®es consumers' expectations of future inconae an
thus the amount that they want to consume todapis Tight be interpreted as an upward shift in the
consumption function. How does this shift affeataatment and the interest rate?



11. Suppose that GDP (Y) is 6,000. Consumption i§Cyiven by the equation C = 600 + 0.6(Y-T).
Investment (1) is given by the equation | = 20A®MOr where r is the real interest rate in percéaxes (T) are
500, and government spending (G) is also 500.

a) What are the equilibrium values of C, I, and r?

b) What are the values of private, public, andarati saving?

C) If government spending rises to 1000, what laeenew equilibrium values of C, I, and r?
Does the amount of investment that the change'icr@vds out” depend on the value of the
MPC?

d) What are the new values of private, public, aatlonal saving?

e) Suppose that G is once again 500 but that $ tes&000. What are the new equilibrium
values of C, I, and r? Does the amount of investrthat the change in G "crowds in"
depend on the value of the MPC?

f) What are the new values of private, public, aatonal saving?

0) Now suppose that both G and T are 1000. Whaharaew equilibrium values of C, I, and r?
Why is investment lower than in part (a), and whihe interest rate higher?

h) What are the new values of private, public, aatlonal saving?

i) If you were an adviser to the President of ti®and you were asked whether, other things
equal, a government budget surplus or a governmeddet deficit was more favorable to
investment, what would you answer, based on theetsmf textbook Chapter 3? Why?

Unemployment

12. The natural rate of unemployment is also tleadst-state unemployment rate. Once the economy
reaches this steady state, the unemployment ratés teo remain the same. Now consider the following
example: Suppose that there are 2,300 employedgaofhe economy and 200 unemployed people. Sgpo
further, that 23 percent, or 0.23, of the unempliofrad jobs each month and that 2 percent, or 0dd2he
employed lose their job each month.

a) During the next month, how many of the currenttgmployed people will find a job?

b) During the next month, how many of the currerdiyiployed people will lose their job and become
unemployed?

C) Consequently, at the beginning of the next mohtdw many total people will be unemployed? How

many will be employed?
d) Why is this situation an example of a steadyestmemployment rate?
e) Calculate the unemployment rate.

13. If the rate of job separation is 0.02 per mamid the rate of job finding is 0.10 per month, tvkahe
natural rate of unemployment?

14. If the economy were at a steady-state unemmaymate with a separation rate of 0.02 per montha
job-finding rate of 0.10 per month, and the lakmcé was 100 million, how many individuals wouldéotheir
jobs each month?

15. In which two ways does unemployment insurarfileetthe natural rate of unemployment? Explaiaho
each way changes the rate of unemployment.

16. Some economists who have studied differena@sscountries in labor markets have suggestedhbat
relationship between unemployment and unionizatesembles an inverted letter "U." That is, thewfthat
the natural rate of unemployment is low if unioniaa is very low or very high, and that intermedié¢vels of
unionization lead to the highest rates of unemplaytn Why might this be true?



17. Give three reasons for why the real wage manaie above the level that equilibrates labor supypigt
labor demand.

18. Describe the difference between frictional eaat unemployment.
Inflation

19. Which of the three functions of money is s&tby each of the following?

a) a $50 traveler's check
b) a $10 food stamp
C) a vacation home in the Caribbean

20. Ask one of your grandparents (or parents)afttemember how much they earned in their firdttfore
job. Calculate the current dollar value of thoamangs using the CPI.

21. In the country of Retseemeled, the velocitynoihey is constant. Real GDP grows by 5% per ybar,
money stock grows by 14% per year, and the nonmialest rate is 11%. What is the real interetgt?a

22. Suppose you are advising a small country (siscBermuda) on whether to print its own currenctoor
use the money of its larger neighbor (such as thiged States). What are the costs and benefigésrational
money? Does the relative political stability o¢ thwo countries have any role in this decision?

23. Assume that a series of inflation rates isrtgm, 2 percent, and 4 percent, while nominakesterates
in the same three periods are 5 percent, 5 per@edtt percent.
a) What are the ex post real interest rates isénee three periods?

b) If the expected inflation rate in each periodhis realized inflation rate in the previous periathat are
the ex ante real interest rates in periods twothrek?
C) If someone makes a loan in period two, basetherex ante inflation expectation in part b, wl ar

she be pleasantly or unpleasantly surprised?

24. During WWII, both Germany and England had plmmsa paper weapon: they each printed the other's
currency with the intention of dropping large quies by airplane. Why might this have been ardcive
weapon?

25. Calvin Coolidge once said that "inflation ipudiation.” What might he have meant by this? ybo
agree? Why or why not? Does it matter whetheirthiation is expected or unexpected?

26.  Assume that the demand for real money balaki¢®)(is (M/PY = 0.6Y - 100i, where Y is national
income and i is the nominal interest rate. Thé irdarest rate, r, is fixed at 3 percent by theestment and
saving functions. The expected inflation rate égjtlee rate of nominal money growth.

a) If Y is 1,000, M is 100, and the growth ratenofinal money is 1 percent, what must i and P be?

b) If Y is 1,000, M is 100, and the growth ratenoiminal money is 2 percent, what must i and P be?



