
Economics 102 Mr. Smitka Winter 2010
Midterm #1

1. Savings in China: two institutional structures and two changes. 
Facts: First, in China healthcare and pensions had been provided by employers or (in rural 
areas) local government; the normal retirement age was 60. Second, fertility was high in 
the 1960s under Mao, who encouraged it because he believed it made for a strong nation 
and believed it served as a bulwark against invasion by the "bear" (the Soviet Union). 

Changes: First, rapid growth and accompanying structural change have led to the demise 
of the majority of older firms and the impoverishment of local government. Second, 
fertility plummeted in urban areas from 1970, and in rural areas after Mao's death in 1976 
and particularly from 1980. (That is, think about demographics: for example, China's 
working age population will peak in 2015.)

A. What does the first "fact" and "change" imply about savings? why?
==> Remember theory and jargon! – precautionary and target savings, consumption smoothing, life cycle timing 
and its tie to the impact of income (GDP) growth and population. Your answers ought to be couched in those 
terms, and remembering those terms helps point towards the concepts and models that you need to utilize. <==

If employers provide for the future, then consumers need not do so; private 
savings should be low, limited to inventory (cash balances), short-term targets 
and (above all) precautionary motives. Hence:

• because of the financial difficulties the previous (governmental) providers of 
(i) healthcare and (ii) pensions, in the 1990s both rural and urban households 
had to increase their (i) precautionary and (ii) target (retirement) savings

• on top of that, rapid growth increases savings both due to habit persistence 
and to the higher level of consumption that individuals now hope to maintain 
in retirement, so that past savings, made when they were poor (and expected 
to remain poor) prove insufficient. 

(The old system did not necessarily lower national savings because the government was 
saving instead of individuals. This need not be inferior, either, because individuals cannot 
effectively hedge against many types of risks–lots of middle class Americans who happen to 
be hitting retirement age right now are finding that they may spend their retirement in 
poverty because the collapse of asset values and hence the value of their accumulated savings 
for retirement. And that's not even factoring in the failure of healthcare reform. 
Furthermore, in a developing country financial markets don't work very well, there may be 
no rural banks, whereas there may be rural government. So private savings might not get 
used very well, whereas public savings may be, at least in relative terms.)

B. What does the second "fact" and "change" imply about savings? why?

Think of our life cycle model. High fertility means lots of dependents relative 
to people in the labor force, and lots of people in the young, low-savings 
bracket of their life cycle. Both spell low savings. The drop in fertility 
reverses that, as more and more of the population will be in the peak savings 
years of their life cycle, and fewer in the young low-savings end. That will 
continue until the "baby boomers" start entering retirement in large number. 
Another way to think about this is to note that the ratio of workers to 
dependents becomes favorable.
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(In China's case this "demographic dividend" is large, with individual savings rates near 
30%. This will start to reverse from 2025 as China's "boomers" begin to enter retirement.)

2. Investment Hypothetical: President Obama announces a modest stimulus package in an environment of 
news on a stabilizing housing market, unemployment that has started falling, and rising interest rates. 
How does investment respond? why?

Investment depends upon the opportunity of funds (the interest rate) but 
above all on it depends on expectations for future sales and profits. In this 
scenario, expectations are unambiguously positive, reinforced if the stimulus 
package consists of direct job creation rather than temporary tax cuts or 
transfers. In contrast, interest rates right now are unusually low; a return to 
"normal" levels would raise the cost of funding, but empirically that is a 
much smaller effect and so we should still expect investment to increase.

(The February 2009 Obama stimulus package included lots of the tax cuts and transfers to 
get the Congressional support needed to pass it quickly, but did have lots of road 
construction and also transfers to local and state governments that staved off downsizing.  It 
is thus having a measurable impact, in contrast to the one-time tax rebate under Pres. Bush, 
which served to boost private savings. Second, while interest rates have been low, the high 
losses on loans and derivatives have hit the capitalization of financial institutions and 
lowered their willingness to lend. So even if firms wanted to carry out investment projects, 
they couldn't get funding. The financial system is now better capitalized, among other 
improvements (such as "lower counterparty risk"), and the increased availability of loans 
will surely more than offset any modest increase in interest rates.)

3. Krugman application: In Japan, which had been growing at nearly 10% pa on the back of strong 
investment,  various long-run forces came together to lead to an increase in savings in the early 1970s. 
But then the first oil crisis hit in the fall of 1973, quelling growth. (It also contributed to high inflation, 
irrelevant here but something we'll think about later in the term.) So what?

At the household level this should not lead to a large change in savings 
behavior – people still plan on retiring, and need to provide for that. In 
contrast, investment will likely fall a lot due to a change in expectations. The 
combination should leave the economy awash with money: lots of savings, 
little investment.

(However you can also tell a story of increased precautionary saving or of drawing down 
assets—negative saving—to offset temporary losses of income and thereby smooth 
consumption, as per our life cycle model. The preferred answer is what actually happened.)

4. Linked markets: In the late 1990s and into the early 21st century, there was tremendous optimism about 
the power of the "New Economy" linked to the ongoing IT revolution. In other words, we'd see a great 
boon from higher productivity, more outputs from the same inputs. How would this affect the economy in 
terms of labor supply and demand and wages? savings and investment and interest rates? Feel free to 
draw a graph or two.

(Empirical aside: as students of economic history know well, technological change does 
not lead to a "revolution" – the steam engine, the McCormick wheat reaper, the telegraph 
all took decades to diffuse and to lead to changes in how people organized work. Second 
aside: Huntley Hall was built with money donated to W&L by Cyrus McCormick, who 
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grew up and did his inventing on a farm at the north end of Rockbridge County – his 
blacksmith shop and the grain mill still stand.)

At least in the first instance our model suggest that labor supply LS is vertical 
and would be little affected. After all, that depends upon the population and 
its age structure, which hasn't changed. However, higher GDP should lead to 
an increase (shift right) in the demand for labor LD and hence a rise in real 
wages. You can also see this by noting that an increase in productivity should 
raise real GDP. With the same population, that implies an increase in wages. 

(Note that thinking about this from the standpoint of a single firm can lead you in the wrong 
direction, such as needing fewer employees because of higher productivity. But at the macro 
level those people end up somewhere producing output that adds to GDP; our models don't 
yet allow unemployment. We need to watch out for this, the "fallacy of composition.")

Similarly, savings might not react much, as the age structure (and hence 
retirement needs) of the population hasn't shifted. Indeed, we might see a fall 
in the level of savings as a percent of income, as people saw the value of their 
investment portfolios skyrocket and thus began to think they would not need 
to save as much to provide for a comfortable retirement. But if (as per the 
scenario) total incomes rise, then total saving may increase a teeny bit even 
though the savings rate falls. You really need empirical knowledge to know 
what happens, but you can certainly provide a story tied to theory.

However, in this scenario the expectation of a booming New Economy would 
unambiguously lead to an increase in investment. It is thus highly likely that  
ceteris paribus interest rates will increase. 

(But … you can provide a scenario and accompanying explanation where a rise in savings 
more than offsets the rise in investment, causing i to fall. Unlikely, but you don't have that 
empirical knowledge and pure theory alone doesn't provide an unambiguous answer.)

However, with GDP and investment up we hence in a demand for labor. 
Everything else being equal, this should lead to (i) an increase in wages as LD 

shifts right while LS remains the same and (ii) an increase in interest rates as 
S (supply of funds) stays the same while I (demand for funds) shifts right.

(Note that in retrospect there was no sustainable new economy boom - the y=f(L) curve 
didn't shift up except for temporary boom-related effects. Hence the sharp recession around 
2000 when there was a shift back to more realistic expectations. So wages rose and then 
stagnated, indeed median wages under Bush fell, the worst performance since the Great 
Depression. However, interest rates did not rise, due to monetary policy, something we won't 
consider until after the midterm.)

Graphs:

• a graph of Y = f (K/L) should shift up

• a labor market graph  should show LD shifting to the right but LS vertical and not moving

• an S-I graph should show relatively vertical curves with I shifting right and S constant or 
shifting right a bit. if you make S shift right, then what happens to interest rates i is 
ambiguous though in reality short-term swings in investment normally outweigh shifts in S


