
Smitka sections Economics 102 Midterm #1 Fall 2017

Due 5:00 pm Tuesday October 10th in Huntley 125B
You may type or handwrite. No Blue Book required. Pledge! Please limit your time to 90 minutes.

Read everything before you write anything. Show off! – use jargon. This is NOT an essay exam. Aim for 
brevity. Budget 5 minutes per question, and use any remaining time to check your answers.

1. For centuries politicians have railed against imports; the current administration is not an exception. So 
why should we allow foreign goods to cross our borders, robbing Americans of job opportunities?

Key: comparative advantage (labor intensive), specialization (increases productivity), incomes 
(consumption) rise (in both countries). 

possible details. 
specialization can reflect economies of scale (different car models) not just comparative 

advantage, hence trade within/between the EU and NAFTA (Krugman’s Nobel prize).
you can’t specialize in exporting petroleum or wheat if you don’t have any or are in the 

tropics – that is a bit different from comparative advantage.
typical comparative advantage examples for US: textiles imported, aircraft exported

notes / cautions.
in the background these models presume full employment (if there’s unemployment, it’s due 

to other macroeconomic issues). so trade shifts where people work, moving them towards 
jobs where they are more productive. it does not affect whether they work. 

jobs can shift faster than people, who are tied to place and skillset. all economic change has 
costs, not just those tied to international trade.

2. If the growth of the U.S. economy continues apace, short-term interest rates will rise. (We’ll look at 
why later this term.) What will happen to the value of the U.S. dollar relative to currencies such as the 
Chinese yuan and Mexican peso? Is that good or bad?

Note: You are given an interest rate change. Don’t argue why, answer my question.
Key: i ↑ means more dollars bought to deposit in US banks, so D ↑ and dollar appreciates. 

(also S ↓ as US firms sell fewer $ to buy £ / ¥ etc to earn interest in foreign banks)
So what: stronger dollar means X ↓ M ↑ . cheaper imports are good for us as consumers, but bad 

for us as producers as we face more import competition while exporting is harder.
Addition: can draw S, D curves and show shifts

3. GDP accounting
A. Investment has been flowing into U.S. stock markets; the S&P 500 and Dow Jones average are all 

at record highs, and over the last two years the NASDAQ index has risen to 25% above its level 
at the peak of the dot.com era. How does that affect GDP?

A financial flow does not affect GDP. It is NOT “I”.
Possibly a partial point for arguing that a boom on Wall Street boosts C and/or I. In fact 
such effects are not important empirically: the elasticity between paper wealth and 
consumption is very small, while in the US the stock market is not a source of investment 
funds – stock buybacks outweigh new issues.
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B. I just bought a used Subaru Forester. How does that affect GDP? How about if I had bought a 
new Audi Q-series, all of which are now made in Mexico?
Used goods were consumed when first bought. Selling them to someone else doesn’t raise C .
A new Audi enters both C (plus) and M (minus) so doesn’t affect GDP.
Common thread: ask whether jobs were created or income raised. if not, GDP didn’t change.

4. The “headline” unemployment rate for September 2017 was 4.2%. What are the strengths and 
weaknesses of that metric for how the labor side of the US economy is doing?
Key: “U” gives us quick feedback but no single number captures the complexity of a labor market! 
Theme 1: Headline U counts only those actively looking for work. It misses discouraged workers and 

workers on short hours. Participation rates provide a picture of how many potential workers there 
are (NILFs and don’t show up as discouraged but might realistically return to the labor market).

As macroeconomists we worry most about cyclical unemployment, a concept for which we have no 
direct measure. In contrast we’re not concerned about frictional unemployment (we do have 
measures that correlate with “churn”, see the JOLTS survey on FRED/BLS).

5. Keynes, the founder of macro, quipped that in the long run we are all dead. Since it can take an 
economy decades to reach an equilibrium, models where that’s true have little practical value. Now 
investment fell during the Great Recession. If President Trump can convince firms to reverse that 
behavior and permanently raise investment, then will he succeed in making America great again, 
returning us to the “extraordinary” economy of his childhood? 
“Long run” should point you towards the Solow model: in the long run all that matters is TFP 

(productivity) growth – investment (capital accumulation) suffers from diminishing returns. 
Unfortunately, no one knows how to boost TFP growth, particularly in a high income economy 
that is pushing the technology frontier. “Catching up” is a key issue for lower-income economies.

Note: our unemployment measures suggest the US economy does not have a lot of excess 
capacity – how much is a key focus of discussions at the Fed. You can go to FRED to see 
whether investment is in fact low by recent norms.

6. Calculating the impact on consumers and businesses of “π” inflation is straightforward, so as long as 
it remains steady we can build its effect in to wages and other long-term contracts. It is thus irrelevant 
in a sophisticated economy such as that of the U.S. Or are there exceptions?
IF π is steady THEN you can bargain over real variables rather than nominal variables. That is, you 

can focus on interest rates or wages corrected for inflation.
Social security IS indexed to inflation. Private pensions are not. So people on fixed incomes are 

vulnerable even if inflation is predictable. 
Detail: At π = 3% prices double in 72/3 = 24 years. So if you retire at age 65 and get a fixed monthly 

pension, by age 89 you’re only getting half as much – and many of you will live that long.
7. The Consumer Price Index provides a precise measure of how rising prices affect your personal 

welfare – or does the CPI fall short of that goal? Argue briefly.
Warning: no economic concept or data measurement is precise! Ever!
CPI asks how much you have to pay today relative to a previous point in time to buy the average 

consumption bundle of goods and service – that differential is our definition of inflation. 
• you’re not average, and you don’t live in an average location. it’s NEVER the right measure for you, 

though you can put together sub-series that  better match your situation
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• example: the BLS does publish an experiment CPI for older Americans: more healthcare, less 
commuting and work wardrobes, more owner-occupied housing and so on.

• the CPI doesn’t incorporate new goods, handles quality changes poorly, generally ignores 
substitution between similar goods, and use yesteryear’s shopping outlets. 

• all of these add up to an overstatement of inflation by perhaps 1 percentage point. there’s also 
“noise,” particularly in monthly data – hence variations on the “headline” such as the CPI less 
food and energy, trimmed mean CPI, and sticky price CPI. 

• consistent with this, social security is bumped up annually by inflation less 1 percentage point

8. Real vs Nominal: The price of a Big Mac in the U.S. is $3.99; it costs �20 in China. Given billions 
of burgers consumed in China, such sales add a lot to China’s GDP. Indeed, across all types of retails 
sales are up 10.5% while the CPI is up only 0.5%. Meanwhile this past year the exchange rate 
appreciated from �6.95 to �6.65 per US$, so each now burger now adds 20/6.65= $3.01 to GDP, up 
4.5%. So – are my calculations right? – per capita GDP is thus up 10.5% + 4.5% or about 15%. 

Note: Big Macs are cooked on the spot – they’re NOT traded! (Gross! an imported 1-month-old 
warmed-up sauce-laden cheeseburger?) → 

So … retail sales up 10.5%, inflation 0.5% so real sales = +10%.

Note: Chinese don’t care about US$ – they want to be paid, and pay bills in � not US$. the forex 
rate is irrelevant.

However … retail sales are only one part of C and C is only one part of Y = GDP. Now 10% is a 
big increase, so we can presume the overall economy is growing strongly, but...

In addition, per capita [not “capital”] calculations require that we know how population changed. 
[In fact population growth in China is almost zero, so you don’t have to bother making that 
correction, but I don’t expect you to know that.]


