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Homework 9
Solutions
1. List and discuss three key facts about economic fluctuations.

Economic fluctuations are unpredictable.  Despite the fact that it is called the business cycle, it is not a cycle that moves in a predictable pattern.  When the economy fluctuates, economic measures tend to move together.  When GDP drops, so will disposable income and personal wealth.  Also, as GDP drops unemployment rises.  When the economy is slumping there is a cut in production that leads to a reduction in the amount of jobs available, raising unemployment.

2. Why is the aggregate demand curve downward sloping?  What is the difference between short-run and long-run aggregate supply?
The aggregate demand curve is downward sloping for four possible reasons: Pigou’s wealth effect, Keynes’s interest-rate effect, and Mundell-Fleming’s exchange-rate effect.  According to Pigou’s wealth effect when prices are low, consumers feel wealthier.  The feeling of greater wealth spurs greater spending and investment increasing the amount of goods and services demanded.  A lower price level also causes the interest rate to fall, at lower interest rates people will be inclined to invest more which will increase the amount of goods and services demanded.  When prices fall, the real exchange rate may depreciate, and these two stimulate net exports, further increasing the amount of goods and services demanded.  

The main difference between the short run and long run supply curves is the slope.  In the short run, prices are fixed, so the short-run aggregate supply curve is horizontal.  In the long run, output is fixed, so the long-run aggregate supply curve is vertical.  Furthermore, The short-run supply is subject to economic fluctuations.  The short-run fluctuations cause the real variables to moved while intertwined.  In the long-run, all real variables remain unchanged, while it is the nominal variables that move.  Real variables, such as output, remain unchanged because they are determined by national resources, such as capital and labor, and technology.  Because of the suddenness of economic changes in the short-run, the real variables can be changed along with the nominal.  This difference is driven by the fact that the neutrality of money does not hold in the short-run.

3. Use an aggregate demand and aggregate supply diagram to analyze the effects of a negative oil shock caused by Hurricane Katrina.
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Hurricane Katrina destroyed refineries and other productive capacity.  Therefore, aggregate supply fell.  This is shown as a shift to the left of aggregate supply.  This will result in a rising price level (increase in inflation) and a decrease in GDP.  This decrease in our GDP could cause an increase in unemployment. These effects could be outweighed by the boost the U.S. economy will have during the rebuilding process which would shift aggregate supply to the right increasing GDP and decreasing inflation.   The GDP rose by 4.5% after Hurricane Andrew in 1992.  

4. What is the government spending multiplier?  How is it calculated?
The government spending multiplier is a measure of how the money spent by the government multiplies and creates money beyond its original transaction.  Because each dollar spent has the effect of spurring demand, its effect on demand is multiplied.  The multiplier = 1/(1-MPC), where MPC is the marginal propensity to consume.  The marginal propensity to consume refers to the proportion of income that people spend.  The multiplier magnifies the effect of the governments spending depending on the propensity of individual consumers to buy rather than save.
The basic idea is that when the government spends money (e.g. buys a new boat), the money that it spends first gets counted as GDP because  Y=c+i+G+nx.  So an increase in G directly increases Y.  Second, the money that the government spends becomes income for someone else (the boat seller).  The boat seller then goes out and buys something else, like shoes. The money that the boat seller spends on shoes becomes income for the shoe seller, who then takes that money and goes and buys something else, which becomes income for someone else, and so on.  All of these purchases then get counted as GDP (if they are newly produced goods, of course).  Thus, money the government spends gets MULTIPLIED through the economy.  If total GDP goes up by 100 after the government spends 25, then the multiplier is 4.
5. Consider the data contained in http://www.macalester.edu/~robertson/USinfUE.htm .  Plot the data with unemployment on the x-axis and inflation on the y-axis.  

a) Do you see any obvious relationship between unemployment and inflation?

b) Using the same data from http://www.macalester.edu/~robertson/USinfUE.htm 

, graph the data that fall between 1973 and 1984.  Does any clear relationship emerge?  What about for the data between 1984 and 1994?  Use these graphs with your explanation of the relationship between inflation and unemployment.
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c) What seems to be happening since 1994 in the economy?  Given that inflation and unemployment are the two main macroeconomic problems faced by countries, how do the years 1995-1999 look compared to all the years since 1970?
a) A graph of unemployment and inflation does not really show any definitive relationship.  The points cluster around 6 percent unemployment with inflation randomly changing between 1 and 12 percent, but no relationship is obvious.  From this graph it would not appear that there is any historical connection between unemployment and inflation.


b) If the data are broken up into two time periods a trend does appear.  In the time periods studied, when separated, an inverse relationship exists between inflation and unemployment.  There is an inverse relationship between the variables.  This lends credit to the theory that the trade off exists in the short-run, but not in the long-run.  In the long run, the relationship can shift.  In the short-run low inflation must be traded off with high unemployment, and maintaining a low unemployment rate must be balanced with high inflation.

c) The period from 1995-1999 stands out against the historical inverse relationship between unemployment and inflation.  During this period unemployment hovers between 4 and 6 percent, and inflation stays around 2 percent.  What is most striking is that there appears to be a slightly positive trend with the points.  The positive slope of a trend line suggests that unemployment and inflation are not trade-offs, but rather move in the same direction.  In the case of these points the lower the unemployment the lower the inflation!!  What changes in the AS-AD graph would generate this result?
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