Answersto Questions: Chapter 1

1. Question 1 does not have a solution. It is kéekfirst, to get the students to search out
news stories that are related to economics, armhdeto get them to distinguish
between stories that have a macroeconomic themppased to a microeconomic
orientation.

2. Using the quarterly GDP data contained in TébR the recession phases of the basic
business cycle would seem to be: 1947:Q1 to 1947t@83:Q4 to 1949:Q4; 1953:Q2 to
1954:Q1; 1957:Q3 to 1958:Q1; 1960:Q1 to 1960:Q4910Q3 to 1970:Q4; 1973:Q4 to
1975:0Q1; 1980:Q1 to 1980:Q3; 1981:Q3 to 1982:Q301092 to 1991:Q1; 2001:Q2 to
2001:Q3; and 2007:Q4 to 2009:Q2. The expansiongshasuld seem to be: 1947:Q4 to
1948:0Q4; 1949:Q4 to 1953:Q2; 1954:Q1 to 1957:Q38191 to 1960:Q1; 1960:Q4 to
1969:0Q3; 1970:Q4 to 1973:Q4; 1975:Q1 to 1980:Q8010Q3 to 1981:Q3; 1982:Q3 to
1990:Q2; 1991:Q1 to 2001:Q2; 2007:Q4 to 2009:Q#H; 2009:Q2 to the present. Please
note that these dates do not conform exactly totfgal dates of recessions and
expansions as determined by the National Bure&cofhomic Research (NBER). For
example, there was no recession in 1947, and tB@-8d recession started in the
second quarter, not the first quarter of 1960, emdid in the first quarter of 1961, not
the last quarter of 1960. The NBER’s website, Htipvw.nber.org/cycles/main.html,
has information on the precise starting and endatgs of recessions and expansions.

3. In terms of number of quarters during whicH @BP declined, note that neither of the
two recessions during the 1983—-2007 period wergdothan any of the recessions
during the period 1947-82. Second, no recessiam {@i1983 was as short as the 2001
recession, again in terms of the number of quaderisig which real GDP declined.
Furthermore, real GDP declined for a greater nurobgquarters during four of the
recessions prior to 1983 than the number of dediquarters of real GDP during the
1990-91 recession.

In terms of the length of expansions, all thregagmsions during the years 1983 to 2007
were longer than all of the expansions during #mgog 1947-1982, with the exception
of the long expansion during the 1960s. Theref@eecan conclude that, for the most
part, recessions were shorter and expansions weger during the 1983-2007 period
when compared to the years between 1947 and 1982.

The 2007-09 recession, which started in the Foguarter of 2007 and ended in the
second quarter of 2009, was the longest recessitheipost-World War |l era.



Finally, you should be aware of the fact thatMBER’s official dating of the lengths of
recessions and expansions is in terms of monthgussters. However, the general
conclusions concerning the comparisons of the kengt recessions and expansions that
you reach in answering this question are not altbgeswitching the dating of these
lengths from quarters to months. Again, for spesifioncerning the exact lengths of
recessions and expansions, see the NBER’s website.

4. Natural real GDP equals actual real GDP, aad#tural unemployment rate equals the
actual unemployment rate when the inflation raioisstant.

5. As the economy expanded and unemployment ddogeng 2003—-04, policymakers
became increasingly concerned that continued exgamsuld move actual real GDP
above natural real GDP and actual unemploymentb#ie natural rate of
unemployment, causing inflation to speed up. TtetWas attempting to use monetary
policy to stabilize the economy by slowing the gtlowf aggregate demand.

6. As the recession started and the unemployragmtegan to rise, policymakers probably
did become concerned that actual real GDP wasddielow natural real GDP. On the
other hand, they were also concerned that too &dgcline in short-term interest rates
might increase the inflation rate by pushing actaal GDP well above natural real
GDP.

7. a. The unemployment and inflation rates areepts used to evaluate the economy
over the short run. In particular, we are concemid the behavior of the
unemployment and inflation rates over the course lfisiness cycle. On the other
hand, how fast living standards rise over the langis determined by productivity
growth.

b. Figures 1-2, 1-3, 1-4, and 1-6 all show how ratteal GDP can be used in
conjunction with real GDP to evaluate the behagfadhe economy and the
unemployment rate over the business cycle or afgrisiness cycles. In addition,
the definition of natural real GDP tells us howte it in conjunction with real GDP
to discuss what pressures there are on the inflaéite during the business cycle.
Finally, Figure 1-5 makes clear that natural reBIR&an be used to measure how
fast an economy is growing over the long run.

8. Since productivity growth means that the avemagtput produced per hour is rising, the
same amount of output can be produced in fewershdinerefore, some of the increase
in productivity can be used to spend more timechosl, more time on vacation, and a
greater percentage of one’s life in retirement.



9. When real GDP is above natural real GDP, tleagtendency for the inflation rate to

10.

rise. Similarly, the unemployment rate is “too Hig¥hen natural real GDP exceeds real
GDP, and simultaneously, inflation tends to faliefefore, by examining where real
GDRP is relative to natural real GDP and/or how faat GDP is growing relative to
natural real GDP, policymakers can decide how josadheir policy instruments in
order to achieve the desired values of the inftatiod unemployment rates.

Over the time period 1970-2007, economic treshdsv important differences as well as
similarities among the United States and the nfajoppean countries. Unemployment
in Europe rose steadily from 1970 to 1985, therided slightly until 1989—-90, when it
started to once again rise, reaching its highest during 1994-95. Thereatfter, it started
declining until 2000. The unemployment rate rogeugh 2004, but declined until the
onset of the Global Economic Crisis in 2008. Unayplent in the United States rose
for most of the first half of the 1970s, but thestlihe during the second half of the
decade. The unemployment rate spiked upward ifirtehree years of the 1980s, but
then fell for most of the next 18 years, with tixeeption of 1990-92. The
unemployment rate rose from 2000-02, then decluri the onset of the Global
Economic Crisis at the end of 2007. Finally, themployment rate was higher in the
United States than it was in Europe up until 13&8ce then the unemployment rate has
been lower in the United States than in Europe.

Productivity growth rates declined in both Eureye the United States over the course
of the seventies, then fluctuated up and down a885. During that 25-year period,
productivity growth in Europe was higher than ie thnited States. The productivity
growth rate in the United States started to riser 995, peaking in 2002, before
declining until 2006, when it started to rise ag&m the other hand, the decline in
productivity growth in Europe continued after 198%ter 1998, the productivity growth
rate in the United States exceeded the Europeatugtivity growth rate.

The two main differences between the behaviothetJnited States and European
economies since the start of the Global EconomisiCnave been a much larger
increase in the unemployment rate and more ragidyativity growth in the United
States than in Europe.



