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Exercise 1
Introduction to Macroeconomics

. What are the four macroeconomic agents? What are the three

markets in which the agents interact?

. What is sticky price? Explain why price may be sticky.
. Explain the four main categories of unemployment.
. Classify the following events into the categories of unemployment.

- Some friends just graduated from college and have been looking
for jobs.

- Christine lost her job as a biologist at a biotech-company when
the whole industry went into recession.

- Gerhard, who used to be a taxi driver, stopped looking for a job
three months after he lost his job.

- Dirk used to work as a wooden-doll maker. Now all kids want
plastic dolls, so he is out of m‘d}f

- The hotel part-timers were laid o t during low season.

- Aditi, a high-tech engineer, just decided to quit her job; she is
being interviewed for a better-paid job in a multinational
company. Siwe &

- A man lost his job as a public reader as literacy has increased in

his village. 40
. Suppose there are 100 people in labor force and 60 peopl 100

currently in employment. Find the unemployment rate”Can we
find labor force participation rate? If not, what information do we
need?

. What is the discouraged-worker effect? How can it affect the

unemployment rate?

. On average, nations in Europe pay higher unemployment benefits

for longer periods of time than the US. How would this affect the
unemployment rates in these nations? Explain which type of
unemployment is most directly affected.
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8. What is inflation? It is often said that inflation reduces one’s
purchasing power, and hence inflation is bad. How can inflation
reduce one’s purchasing power? Is there a case where inflation
may not be bad? Wiy, dmvisn i

9. Who — lender or borrower — is better off, given unanticipated
deflation? Explain with examples.

10. When inflation is anticipated, what will the central bank do with
the interest rate? (Hint: Fisher Equation)

11. The CPI is 120 in year 1 and 150 in year 2. All inflation is
anticipated. If the bank charges an interest rate of 30%, what is the
bank’s real interest rate?

12. Explain why inflation is necessary to a growing economy with
reference to the money supply.

13. What are the two administrative costs of inflation? Explain.

14. Draw a diagram of business cycles and the trend line. Label the
four phases of business cycles. Answer the following questions.

- Which phase do you expect to see inflation?

- Which phase do you expect to see high unemployment?

- Which phase should the government use expansionary policy?
Give example.

- Which phase should the government use contractionary policy?
Give example.

- What factors determine the trend line?

15. An article states that capital stock and labor force are both
increasing at an annual rate of 7%. The same article also states that
real output is growing by 11%. Explain why this is possible.
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Answers sheet

1. The four economic agents are hauseholds , firms, the government, and
the rest of the world. The 3 markets that this four agehts interact with qve
the good- and- services market , the labor market , and the money ¢ financialy

market.

2. S‘ricky price is the price that adjusts slowly to the equilibrium due to
many ‘factors such as 'the government’s Euhcies and same cohtratls . For txample]
the grice of wage became sticky betause of the minimum wage folicy , employment
antract , and  labor union which ‘are not easy fo change immediately.

3. Frictional unemployment — Unemployment 3s 3 vesult of normal fumover in labor

market such 3s people thal are [voking for theiv hew job.
Structural unemployment  ~Unemployment as 3 vesult of changes in the structure of the

eunomy e.q. +echho|03ica| c‘nam’g s chinge in demand for
lRbor J(i“s, geoqraphical change .

Cydital ~ unemployment - Unemployment as a result of “fluctuation in business cycles

such as recession.
Seasonal unemployment = Unemployment due o changing ceasons.

4 41 Frictioml unemﬂoymoh*-
32 Cydlical  Unemployment.
4.3 Fricional Unemployment.
4.4 Structural - Unem ploy ment.
4.5 Seasgnil  Wnemploy ment.
+6 Frichonal  Unemployment.
43 Sructural - Unemployment.

5. The unemployment rate is 0.4 and we can't find Jabor force f‘ar’ricipa’r\'()n rate
because we don't have the dmunt of wirking-age population.

.. The discouraged - warker effect is the effect that caused by people Fhat qave up to find
jops betause jops are Too hard o find and then They exit labor fhrce S0 When' we
Glulate  the ‘unemploy ment rate | it will make the unemployment rafe become Jower
fhan its actwal number . This can midead Us inte Thinking that mere pRople have qat
their jobs.

*. Th my oPI'hn'on, I think in Europe,when people can recleve more maoney than in the US with out
working o people Will think that may be it doesn’t neccessery to them anymore to find the jobs,
and this makes Europe’s unemployment rate may become hi3hgr than the VS ’s. This affects
the frictional unemployment divectly because it makes people ‘Stop findin3 new jobs.
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Inflation is an increasing in the overall g’:fce Jevel. For peo le who veceive fixed amount of
Nige due To employment contract | their purdiasing power will reduce because a grie of
qoods & servites become, more expensive but they sHll' have the same amaut of Wage .
However , there shill has 8 case where inflakion way not be bad which (s when the price of

wa(?e, that jesple receive also becime higher dlong with the inflation . In this case "pesple
SHl

have enugh miney To buy qoods % services,

When unanticpated def lxtion hawens lender will better off because when borrower
refurn the money o lender | at tmt fime the ovevall price will g0 down. This makes
lender Can b\w more ‘b°°&~‘ than before with the same amount of monty .

The tentral bank will charge 3 higher nominal interest rate.

first , find inflatfon rate CT) from . different of CPT

il then wee r = i-T Yo Find real interest vate
150 -120 X100 Y = 25% r=20‘;.'257. )

ke res7 Ans
It there's oo high inflation , the grice will alse high and people need o e a lot of money

o buy the 9roduc\' or geople will need money. If the qovemment don't print more money , it My
cause Scarcify of money ‘because e amount of money supply is too less.

The two administative costs of inflation are menu cost and shoe leather cost. The menu
cost is the cost that happens because the vestaurant owner have v change the menu because
’rhet have to ddjust the price o became higher according Yo the Increasing in overall price
in the market . The Shoe "leather cost is the cast when people go to bank Tnorder to deposit
the money into the bank because they want to qain interest | they have to g3y Some money during
their way to arrive 3t the bank such a5 transportation expenditure.

peak Actual qrowth

Expansion N growth frend

cpotential output)

/

TYW(]h RecessTon ¢ Contraction)

14.1) whith phase we expect to see inflaton 2—> Expangion , Peak
14.2) Whith phage we expect to se¢ high unemployment 2— Recestion , Trough

4.3) which phae shwild the yovernment use expansionary policy ¢ — Recestion , Trough
Se9. tax tuts and increased government spending,

W.4) which phate shwld the yorernment use contrackionary golicy 1 — Expangion , feak
“¢.9. ihcrgasin3 Yaxe$ and lower\'ns government sqendins.
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14.5) what f3ctors determine trend hne?

l’quali’ry&quanﬁ’ry of fathrs of froduch'oh (FoP) which consist of
- land (hatwal Yesources)
- labor

ca\!ihl ¢ tools & machinery)

*entrepreneurship Cskill of business man)

15. This situation wil possiMe when capital stock ang laber ferce are become more
fmduc’rive suth 35 beter education of 13bors or better ’recbnologies of machines.



