Chapter 8 – Solutions to Problem Set # 7

Analytical Problems
2.
Expenditure on durable goods is more sensitive to the business cycle than expenditure on nondurable goods and services, because people can more easily change the timing of their expenditure on durables. When economic activity is weak, and people face the danger of losing their jobs, they avoid making durable goods purchases. Instead, they may drive their cars a little longer before buying new ones, get the old washing machine repaired instead of buying a new one, and put off buying new furniture until a new expansion indicates greater income security. So in a recession, durable purchases decline a lot, but when an expansion begins, durable purchases pick up substantially. The exception was in the business cycle that began in March 2001, when very low interest rates supported expenditures on durable goods.

3.
(a)
In symbols, let A ( average labor productivity, Y ( output, and H ( total hours worked. By definition, A  Y/H, so in growth terms, (A/A ( (Y/Y – (H/H. Since all three are procyclical, they all move in the same direction over the business cycle. If total hours worked varied more than output in an expansion, then (H/H would be greater than (Y/Y, so that (A/A would be negative, and average labor productivity would be countercyclical. So it must be the case that output varies more than total hours worked in an expansion. A similar argument holds in a contraction.


(b)
That average labor productivity is procyclical helps explain why the Okun’s Law coefficient is 2, not 1. A one-percentage point increase in unemployment is approximately a one percent fall in employment. Thus, if there were no change in average labor productivity, we might expect the percentage fall in output to equal the number of percentage points that the unemployment rate rises. But since average labor productivity moves in the same direction as output, it magnifies the output effect of a given amount of unemployment.

4.
Figure 8.9 illustrates the effects of a demand shock. The economy begins in equilibrium at point A, where the LRAS, SRAS, and AD curves intersect. The demand shock shifts the aggregate demand curve to the left to AD(. In the short run, the equilibrium is at point B, where AD( intersects SRAS. This is a point at which output has declined (a recession), but the price level is unchanged. Over time, the short-run aggregate supply curve shifts down to SRAS(, restoring long-run equilibrium at point C. At this point, output is back at its full-employment level and the price level has declined. Thus the result of a demand shock on the price level is that the price level is unchanged in the short run and declines in the long run. Since the 1973–1975 recession was one in which the price level rose sharply, it must not have been due to a demand shock.
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Figure 8.9


Figure 8.10 illustrates the effects of a supply shock. The economy begins in equilibrium at point A, where the LRAS, SRAS, and AD curves intersect. The supply shock shifts the long-run aggregate supply curve to the left to LRAS(. The new equilibrium is at point B, where AD intersects LRAS(. This is a point at which output has declined (a recession), but the price level has risen. This matches what happened in the 1973–1975 recession. Thus we conclude that the 1973–1975 recession was the result of a supply shock, not a demand shock.
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Figure 8.10

5.
Growth that is “too rapid” most likely refers to a situation in which the aggregate demand curve has shifted to the right and, in the short run, intersects the SRAS curve at a level of output that’s greater than the full-employment level of output (Figure 8.11). This situation is associated with inflation because, in the long run, prices will rise, shifting the SRAS curve up to intersect with the LRAS and AD curves. The shock that is implicitly assumed to be hitting the economy is an aggregate demand shock, since that’s the only shock that increases output in the short run and inflation in the long run.
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Figure 8.11

