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1.  There are at least two related characteristics of micro markets that cannot be explained by looking at micro analysis alone:  the common movement (or "correlation") of both price and output movements across markets.  While there are exceptions, most markets expand and contract together, and this correlation across markets generates the business cycle.  Also, price increases tend to be similar across markets.  These common movements suggest that something is going on at the aggregate level of the economy that cannot be explained by looking at specific markets in isolation.

2.a)  GDP rises by $8,000 because the garage is a final good.  In fact, it would be classified as residential investment.

b)  GDP rises by only $2,000, the value of the goods bought in the market.  The value of the labor does not count toward GDP because it does not go through the market.

c)  None of these activities go through the market so Smith's work for herself does not affect GDP.

d)  The value of the newly constructed home, $180,000, adds to GDP as part of residential investment.  The sale of the existing Jones home is the exchange of a previously produced asset and therefore has no effect on GDP.

e)  Sales of existing stock does not affect GDP, even if the seller makes a profit.  Again, this is an example of the exchange of an existing asset.  Nothing new is produced as the result of this activity.  (The money made by buying and selling assets is called a “capital gain.”)

f)  Even though Honda is a Japanese company, the value of its production in the U.S., including profits that may accrue to Japanese owners, is part of U.S. GDP.  GDP measures what is produced within a country's borders whether the producing company is owned by domestic citizens or foreigners.  (The profits made by a Japanese company and transferred back to Japan would not be included in GNP, as discussed in class.)

g)  Lottery winnings do not represent the sale or production of final goods and services.  Therefore, they are not included in GDP.  In this case, lottery winnings would be treated like a transfer payment.

h)  The expenditure on a vacation represents the consumption of final goods and services.  GDP rises by $10,000 regardless of the source of the money your grandmother uses to pay for her trip.

i)  Social security is a transfer payment, not the purchase of final goods and services.  GDP is unaffected.

j)  Durable pollution control equipment is part of non-residential investment, a final good.  Therefore, GDP rises by $20 billion.  

3.  This legal case raises GDP by $1,000,000 which is Jane Justice's fee for services provided.  This payment raises GDP because legal services are part of final output.  The $2,000,000 awarded to Joe Doe is a private transfer payment and therefore is not part of GDP.

4.  There are a variety of problems with using GDP as an index to measure economic welfare; you needed to clearly explain three of them to receive full credit for this problem.  Here are some good examples:

- Goods sold in the "underground economy" are not counted as part of GDP, and therefore their contribution to welfare is ignored.

- If people sacrifice leisure time to work more, GDP will rise due to the goods they produce for sale on the market, but there is no subtraction for the welfare they lose by sacrificing their leisure time.

- Any welfare-enhancing production that is not sold on the market will not be included in GDP (housework, for example), and therefore GDP may understate economic welfare.

- There is no correction to GDP for the loss of capital due to depreciation, causing GDP to overstate the net production of the economy.

- GDP includes output designed to offset "bads" in the economy (pollution control and police protection, for example), but there is no subtraction for the negative impact of the "bads" themselves.

- GDP does not reflect the distribution of final output or income across individuals.  Even though aggregate GDP may be growing, the material welfare of many individuals in the economy may be declining.

Other coherent ideas may receive credit.

5.a).  GDP rises by $10,000 with consumption increasing by $20,000 and imports increasing by $10,000.  Note that these figures are consistent in the GDP equation, Y = C + I + G + Ex – Im.  The profit figure is irrelevant for this part of the question.

b)  The results are the same as part a).  An important point from both parts a) and b) is that GDP measures production within the “domestic” borders.  It doesn’t matter whether the business undertaking the production is owned by domestic citizens or foreigners.

c)  National income excludes profits earned by foreign citizens in the U.S.  Therefore the car produced by Toyota adds $7,000 to national income ($10,000 addition to GDP less $3,000 in profits to Japanese citizens).  The truck produced by Ford adds $10,000 to national income.  Because none of the income generated by Ford goes abroad, the rise in national income equals the rise in GDP in the situation described in part b).

6. a)  A housewife or househusband is probably not actively engaged in searching for a job, so they would not be counted as part of the labor force and would not be counted as unemployed.

b)  Because an inmate is not actively looking for a job, he or she is not counted as unemployed.  (Note that inmates might do some work in prison, but this is not considered part of the "market," and prisoners are not counted as part of the labor force.)

c)  This college student is not unemployed because he or she is not looking for a job.

d)  A recent graduate who is looking for a job but has not found one will be counted as unemployed.

e)  A person who was fired and is looking for a job would be counted as unemployed.

f)  If jobless people stop actively seeking work they will not be counted as unemployed--even if they once held a job and would like to have one again.

7. The unemployment rate is  Unemployed / (Working + Unemployed), or you can define the unemployment rate as Unemployed / Labor Force and the Labor Force as Working + Unemployed.  How could the unemployment rate fall even if there is no change in the number of people working?  If some unemployed people stop actively looking for work (that is, they become discouraged workers) the numerator of the unemployment rate will fall proportionately more than the denominator.  This change causes the unemployment rate to decline even though the number of people working does not change.

A roughly opposite condition can occur in the early stages of recovery.  Suppose that lots of people have dropped out of the labor force during a recession, that is, they stop looking for work, because they are discouraged and jobs seem very difficult to find.  When the economy begins to recover and grow, the news about jobs gets better.  Some of these discouraged workers will likely begin searching for jobs again.  If more people search for jobs, but don’t find them immediately, the unemployment rate can rise.

These examples show why the unemployment rate can be a misleading indicator of the state of the economy and the labor market.  Many economists put more emphasis on the number of new jobs created every month, even though this statistic gets less public attention than the unemployment rate.

8.  There are several reasons why this statement is false.  When the unemployment rate is above a level associated with full employment, some output is lost and can never be recovered.  There are also significant psychological costs to unemployed workers even if their incomes are maintained.  Furthermore, not all unemployed workers are covered by unemployment insurance, and the insurance often falls far short of what would be required to fully replace lost wages.  Finally, the government transfer payments that constitute part of the unemployment payments are financed by taxes, which may be better used elsewhere.

9.  An unemployment rate of 4.5 percent does not necessarily indicate bad macro performance.  Most economists believe that the economy is close to "full employment" even when the unemployment rate is in the neighborhood of 4 to 5 percent.  This is because there will always be some frictional and structural unemployment as the labor market adjusts to new conditions and people change their job preferences.  For these reasons, it is not likely that the government would propose any policies specifically to reduce unemployment below this level.

10.  You will gain and your friend will lose.  Because you set the interest rate on your loan at a level that you expected to yield a zero real rate of interest, you must have set the nominal interest rate equal to your expected inflation rate.  If inflation turns out to be lower than what you expected, the actual real interest rate will be positive over the term of the loan.  When your friend repays the loan, the total amount repaid will buy more goods and services than what you could have bought with the amount of money you lent at the time you made the loan.

11.  The real interest rate was the nominal rate (7.56 percent) less the inflation rate (8.7 percent) or negative 1.14 percent.  Because the real interest rate is negative, we can deduce that the individuals who bought these bonds did not expect inflation to be so high.  They probably would not have chosen to lend money to the government at an interest rate that did not even compensate them for the loss in purchasing power due to inflation.

