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1. In what ways does U provide a useful macroeconomic metric? In what ways is it misleading or incomplete?

Unemployment is useful because it adjusts rapidly to the level of current economic 
activity, particularly during downturns. It is available on a monthly basis, comes out 
rapidly, and is based on a sufficiently large sample to not only be reasonably accurate at 
the national scale but also to offer insights when broken down by geography and personal 
characteristics such as race, gender, age and education. 

Of course U is important in and of itself, since the goal of policy is to enhance the welfare 
of a nation's citizenry. However, for macroeconomic purposes we are interested in 
cyclical unemployment whereas U also includes structural, frictional and seasonal 
unemployment. (Indeed, the frictional U is in fact "good" U, since it reflects the normal 
job matching process, which benefits both workers and employers.) Second, it focuses on 
active members of the labor force, and so ignores discouraged workers. Third, while the 
detailed data provide additional information, "U" itself ignores workers put on short hours 
but want to work full time, or who are working two jobs and one can suspect would like a 
single, better job.

2. Whom does inflation hurt? whom does it help? for whom is it neutral?

Inflation, an increase in overall prices, is neutral for wage earners – after all, wages are 
just another price, and in practice they tend to move up in line with inflation.

Now an increase in inflation hurts creditors, at least in the US context, because it is not 
normally incorporated into the interest rate and so lowers the real return. In contrast, it 
therefore helps debtors, such as people who borrowed under fixed-rate mortgages. Their 
salaries tend to rise with inflation, but the amount they must pay stays the same, making 
them better off.

In contrast, people on fixed incomes suffer. Private pensions (and annuities) are typically 
a fixed monthly amount, and so in the presence of inflation retirees get poorer and poorer. 
(Note, however, that social security is indexed for inflation.)

Finally, inflation can interact with institutions in unusual ways. For example, tax rates are 
levied on nominal income. Interest rates tend to adjust to inflation, on an after-tax basis 
that can result in a negative real return.

Note that there is no tendency for low inflation to turn into high inflation, and when 
inflation is low, these various problems are small or even insignificant. Hyperinflation 
such as in Zimbabwe is a different case, rendering currency of no value as a means of 
exchange, leading to a collapse of the economy.

3. "Even if our trading partners are protectionist, it's still advantageous for us to open our own borders to 
flows of goods and services." Make the case for this statement.

Imports enable an economy to specialize and therefore increase productivity and income. 
Such specialization is the core of the "Law of Comparative Advantage." The fact that 
trading partners are protectionist does not undermine that, though it may make it more 
difficult politically to allow a high level of imports.

Note that in our simple model the only way to pay for imports is by exporting. So to the 
extent that the ability to export is limited, so too will be the ability to import and 
specialize. In the real world we trade on a multilateral basis, and we can also borrow 
money to pay for imports, so this is less important. 

A subtle addition is that most trade is between developed countries, and such trade is of 
differentiated goods. Passenger cars and machine tools are examples and the consumer 
good and industrial good level, respectively. At the factory level there are economies of 
scale in producing such goods. So protection by (potential) trading partners leads to a 
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lower number of models being made, which may not affect price much, but will affect 
variety. 

4. Let's assume Canada finds huge new deposits of gold, diamonds, and petroleum. What does this do to the 
exchange rate of the C$ (Canadian dollar)? How does this then affect other sectors of the economy, such as 
the auto industry (GM, Ford, Chrysler, Honda, and Toyota all have plants there)?

This will increase the demand for C$, initially as international firms might seek to invest 
(though the amounts are likely small relative to the overall economy and so probably 
won't have much effect). Over time and much more important is that it will increase 
demand for C$ in order to buy the output of petroleum, gold and so on. However, it 
would not have much impact on the supply of C$ as imports of such goods aren't very 
large.

Now D ↑ → price of C$ ↑ that is, the currency appreciates. This will depress exports and 
raise imports. In particular, this is bad news to manufacturers and to farmers, since their 
output is traded; it will have little or no impact on services. In the auto industry, it will 
make it more difficult for Ford and others to export to the US from their plants in Canada, 
and will make it more attractive to import from the US and from elsewhere (Korea, 
Germany, Japan). All of that is bad news for that sector of the economy.

5. A. Take inflation π = 2.6% in line with the latest Consumer Price Index data. Now the Employment Cost 
Index shows that wages rose an average of 1.5%, while a 6 month bank CD earns 0.3% and the interest rate 
on a home mortgage is 5.0%. Calculate the real value for each.

real w = nominal w - π = 1.5-2.6 = -1.1% so real wages fall

real i = i - π = 0.3-2.6 = -2.3% so real interest rates are negative

real i = i - π = 5.0 - 2.6 = 2.4% so the real cost of a mortgage is very low
B. The US Import Price Index for Petroleum & Petroleum Products had the following values (round off to 
make things easier). Calculation the annualized inflation rate for such imports from (i) Nov 2005 to Nov 
2006, from (ii) Nov 2006 to Dec 2006 and from (iii) Dec 2006 to Dec 2007.
Nov 2005: 197.1 Nov 2006: 199.2 Dec 2006: 207.1 Dec 2007: 306.7

(i) an increase of about 2 points over 200 = 1%

(ii) an increase of about 8 points over 200 = 4% 

this is a month-on-month increase. a bonus half-point for noticing that …. the annual rate 
is roughly 4x12 = 48% (and remembering to compound makes it yet higher, around 60%).

(iii) an increase of about 100 points over 200 or 50%.
6. "In the long run we are all dead." Discussion of the final denouement is best left to a religion class. But 

until that time what's most important for economists, and why?

(i) In the long run we are concerned about economic growth, and diminishing returns 
means that the only source of that is productivity growth (TFP). In the short-medium run 
capital accumulation matters, but without TFP rising the returns from investment 
diminish and incomes stop rising. (Of course population growth can contribute to an 
increase in the overall size of an economy, but not to the growth of per capita incomes.)

(ii) Less preferable: We care primarily about the short run, and hence about the current 
health of the economy. In particular, recessions are clearly costly, leading to both 
unemployment and in the aggregate to lower average incomes. Inflation can matter, 
though over the last century it has typically been too low in the US to be a major concern. 
Exceptions are the deflation of the 1930s and the inflation of the 1970s (and – though 
we've not studied it – during World War I).


