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Suggested Answers to Midterm Exam #1

1. a. To obtain the Aggregate Supply curve, first determine the amount of labor and then plug into the production function.

Plug (3) and (1) into (2) to yield
L = s1 + s2*[d0 – d1*L + d2*K + d3*RM] – s3*UCB, which can be solved for the equilibrium level of L (L*).

L* = s1 + s2*[d0 + d2*K + d3*RM] – s3*UCB 


1 + s2*d1

This result can be plugged into equation (4) to yield

Y* = AK.3*[L*].5RM.2
where L* is given above.

b. To determine the reduced form level of nominal wages, we first need to find the equilibrium level of real wages (W/P)* and then find the value for P*.
Plugging (3) into (2) and then (2) into (1) yields

W/P = d0 – d1*[s1 + s2*(W/P) – s3*UCB] + d2*K + d3*RM which can be solved for the equilibrium level of real wages (W/P)*.

(W/P)* = d0 – d1*s1 +d1*s3*UCB + d2*K + d3*RM 



1+ d1*s2

To determine P, we plug (5) into (6) and then Y* into the resulting equation to yield

P* = k*M/[Y*]   so W* =[(W/P)* ]x k*M/[Y*]
c.
To determine the indicated impacts of an increase in UCB, we can look at the reduced form statements above.
Since UCB enters the L* equation with a negative coefficient, employment would fall.

Since UCB enters the (W/P)* equation with a positive coefficient, real wages would rise.

Since Y* and L* are positively related, given that L* falls, so would GDP.

Since Y* falls, P* must rise.

d. To determine the indicated impacts of an increase in the cost of raw materials, we can assume that RM would fall and then can look at the reduced form statements above.

Since RM enters the L* equation with a positive coefficient and RM falls, employment would fall.

Since RM enters the (W/P)* equation with a positive coefficient and RM falls, real wages would fall.

Since Y* and L* are positively related as are Y and RM, given that L* falls, GDP would fall for both reasons. 
Since Y* falls, P* must rise.
2. a. To compute the growth of output using a Laspeyres index, first determine the cost of 2008 output using year 2000 prices and then determine 2000 output using year 2000 prices.
P(2000)*Q(2008) = 1200*10 + 200*250 + 200* 160 = 94000

P(2000)*Q(2000) = 1200*5 + 200*200 + 200* 100 = 66000

The growth in output would be (94-66)/66 = 28/66 = .424 or 42.4%

b. For the Paasche index, go through the same calculations using 2008 prices.
P(2008)*Q(2008) = 600*10 + 240*250 + 100* 160 = 82,000

P(2008)*Q(2000) = 600*5 + 240*200 + 100* 100 = 61,000

The growth in output would be (82-61)/61 = 21/61 = .344 or 34.4%

c. The chain weighted increase can be computed as follows:

Output growth = sqrt (1.424*1.344) – 1 = .383 or 38.3%

3.
a.
(Sp – I) + (T – G) = NX = Cf.  Since we know that cash flows out, it must be the case that the left hand side increased therefore 

 Sp + Sg  - I = S – I increased.


b.  REX
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Increased capital outflow drives the real exchange rate down and thus net exports up.  Since capital outflow means that domestic savings exceeds domestic income, interest rates rise and investment falls.
c.
Increased government spending reduces Sg, and thus S, so S (in the investment graph) and S – I (in the net export graph) both shift left.  Consequently, REX and r rise so private investment and net exports fall.

d. If we plot yuan/$ against dollars, then we have a downward shift in the demand for dollars; so yuan/ $ would fall.  The yuan would appreciate against the dollar.
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Dollars

4a.  
First determine the trade weighted exchange rate for 2009.  We take the ratios of the exchange rates for 2009/ 2000 and weight them by their share of trade to obtain   (13.4/9.4)*.4 + (10.8/6.4)*.2 + (17.4/8.9)*.4 = 1.69.  To put it in indexed terms, if the trade weighted value for 2000 = 100 then the trade weighted value for 2009 = 169.  One can easily see that the number of pesos per foreign currency unit rose by 69%; thus, the peso depreciated by that amount.
b. To determine the terms of trade with Europe, it is constructive to invert the exchange rates given in the table.  The results are .112 euros/ peso for 2000 and .057 euros per peso for 2009; thus, the nominal exchange rate fell by 49.1%

.057 - .112  = -.491

      .112

Terms of trade refers to change in the real exchange rate which would equal


E gr + P(Mex)gr – P (Eur)gr = -.491 +.422 - .152 = -.221 or 22.1% fall in REX

c. The results in part a depend upon the shares of trade for 2009.  There is little reason to believe that these shares of trade did not change through the decade.  Furthermore, we don’t know what approach to inflation calculation was used.  We’ve discussed three options, which obviously yield three different results.

5.
Inflation refers to a continuous increase in the average level of prices.  For Model 1, such results would be reflected by the Quantity Theory equation in growth terms; that is,
Mgr + Vgr = Pgr + Ygr.  In this model, Ygr is determined by what takes place in the labor market as well as shifts in the production function.  We can consider it to be independent of M growth.  V (velocity) growth is assumed to be constant in this model; thus, we can solve the equation for Pgr to yield Pgr = Mgr + Vgr – Ygr.  For some positive value of Ygr and Vgr=0, changes in Mgr are directly correlated with changes in Pgr.  This result supports Friedman’s claim and is consistent with the Quantity Theory of Money.
6a.
The CEA makes the argument that these agreements have led to a “dramatic increase in trade.”  They cite 61% growth in exports to FTA countries as well as reduced consumer prices.  They further note that foreign tariffs against US exports were lowered substantially whereas US tariffs were already relatively low.
b. Blustein argues that each agreement yields a preferred trading arrangement that works against multilateral efforts to reduce trade barriers and has helped slow progress in the Doha trade round.  He also argues that these trade agreements account for a relatively small portion of US trade and, thus, have more political ends than economic ends.

7.
I would select indicators that represent either hardship or job creation.  For the former, I would cite the severity index and U1 (those unemployed 15 weeks or longer).  One might also cite the median duration of unemployment.  For job creation, I would cite the employment ratio.  1979 is a relative good year according to these numbers.  2001 in some ways looks better than 1979 but much worse than 2009, although the employment ratio in 2009 is actually higher than it was in 1979.  
S- I shifts right; REX falls and NX rises
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