Problem Set 2

Covers chapters 31-36
Basic Concepts of Open-economy Macroeconomics

1. Consider the theory of purchasing-power parity.
a. A can of soda costs $1.25 in the United States and 12.50 rand in South Africa. What would the rand-dollar exchange rate (measured in rand per dollar) be if purchasing power parity held perfectly?

Exchange rate = 12.50/1.25 
		= 10 rand per dollar


b. The actual exchange rate today is around 15 rand to the dollar. How well does the theory of purchasing-power parity explain exchange rates?
Purchasing Power Parity theory states connotes that the exchange rates between two country currencies are the equal when purchasing power is also the same between the two countries. This implies that the ratio of currency exchange between the two countries should (e.g. US and SA), equals to the ratio of prices to fixed a quantity of goods or services. When the price of the domestic nation increases, the exchange rate will decrease so as to return to PPP. 
Why do you think there are sometimes deviations from purchasing-power parity in the real world? 
There are three major reasons why deviations in PPP occur:
i. Law of one price variations in traded goods between countries – despite contracts to fix an equal price among trading countries, changes in exchange rate often cause short-run deviations from the law of one price. Also, Krugman said that there are other forces that have an impact in the law of one price, for instance international price discrimination and pricing to market (1987). 
ii. Different weight that are used in the construction of price indices – the cost of production is totally different since nations are differently endowed. This is a major cause of price variation. Production cost is a variable that is used in price determination if the country has to benefits - profit. 
iii. Transportation costs and tariffs – local distribution costs are different within economies and so is their prices for that matter. 
c. If a monetary expansion caused all prices in South Africa to double, so that soda rose to 25 rand, what would happen to the rand-dollar exchange rate? 
The rand-dollar exchange rate reduces in order to return to the Purchasing Power Parity. Remember this is a law. 
A Macroeconomic Theory of the Open Economy

2. Consider the economy of Pepperdinia. 
a. Describe supply and demand in the market for loanable funds and the market for foreign-currency exchange. How are these markets linked? Draw a three-panel diagram. 
The supply for loanable funds in the market comes from the national savings. Domestic investment and net capital outflow (NCO) make up the demand for the loanable funds. Net capital outflow represents the dollars that are supplied in the market for foreign currency exchange while the demand on the other hand, for the foreign exchange is net exports. This explanation shows that net capital outflow is the link between these markets.
b. Suppose Pepperdinia decides to subsidize the export of Pepperdinian agricultural products, but it does not increase taxes or decrease any other government spending to offset this expenditure. On your three-panel diagram above, show what happens to national saving, domestic investment, net capital outflow, the interest rate, the exchange rate, and the trade balance.
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Subsidizing agricultural exports of Pepperdinian without increasing taxes, public savings decrease and so is the national saving. The graph depicts a rise in real interest rates from r1 to r2. When interest rates are high and savings are reduced, the level of investment reduces as well. Net capital outflow declines and real exchange rate of Pepperdinia rises. This reduces exports of the country while increasing imports and the impact of this is an increased deficit or trade balance due to a high foreign debt.
Aggregate Demand and Aggregate Supply 
3. Suppose the economy of Pepperdinia is in long-run equilibrium. 
a. List and explain three reasons the aggregate-demand curve slopes downward. 
i) The disposable income or general wealth effect; demand and price are inversely proportional. When the price of commodities decreases, consumers’ affordable basket enlarges and this compels them to spend more and more. This means that higher quantities are demanded.
ii) Exchange rate effect; commodities’ price reduction decreases the country’s interest rates. This in turn depreciates the real exchange rate hence encourage net exports. As a matter of fact, the demand for goods and services increases.
iii) The effect of interest rates; lower prices decrease interest rates and as a result, people spend a lot on investment. This means that increased quantities are demanded. 
b. Explain why the long-run aggregate supply curve is vertical.
The long-run aggregate supply curve is vertical. This is justified by the fact that the supply of goods and services to the economy in the long run is dependent on capital supply, labor availability, natural endowments and technology of production. Anything that is supplied to the economy is depended on these factors which are long termed. These long run determinants are not affected by the price level. 

c. List and explain the three theories for why the short-run aggregate-supply curve slopes upward.
i) The sticky wage theory; this is centered on the labor market. Contracts set wage basics in the short run and workers are paid on permanent schedules. Changes in the economy make wages of workers not to adjust immediately. When price rises, wages fall and labor gets cheaper. Firms thus hire more and output increases.
ii) Worker-Misperception Theory; this is once again based on the labor market. In this case wage have free mobility with changes in the economy. The labor that an employee purposes to provide is based on wage range expectations (nominal wage). They know the much they can paid but cannot know the exact goods and services that the real wage is worth. High real wage, more labor supply. 
iii) Stick-price theory; unexpected fall in price leaves with desired price fall. This induces the firm to reduce the quantity of goods produced.
d. Use the model of aggregate demand and aggregate supply to illustrate the initial equilibrium (label it point A). Be sure to include both short-run and long-run aggregate supply curves on your diagram. 






The state of the economy at current is shown in below graph: 
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From the graph, point A represents the initial equilibrium point. In the short run, aggregate demand and aggregate supply curves intersect at the same point and with the aggregate supply curve in the long run. 

e. The central bank raises the money supply by 5 percent. Use your diagram to show what happens to output and the price level as the economy motes from the initial to the new short-run equilibrium (label it point B). 
A 5 percent increase in money supply, an intervention of the government through the central bank shifts aggregate demand from point A to point B that is ADD to ADD1. A large effect is witnessed in the output of economy A and a larger effect on price in economy B. Half of the wages in economy B are sticky and that explains the reason why its short run aggregate supply curve is more steep than that of B. This in turn increases quantity of output and so is price level in the short run. The changes in price and output level are shown in the graph by the arrows. 

f. Now show the new long-run equilibrium (label it point C). What causes the economy to move from point B to point C?
The price movement comes forth with a number of counter forces. After a relatively good time, for instance, nominal prices and wages tend to adjust to the new price level. That means that wages and prices also increase. This will shift the aggregate supply curve to the left from ASS to ASS1 in the short run. The economy thus returns to its equilibrium output, point C in the graph. 
g. According to the sticky-wage theory of aggregate supply, how do nominal wages at point A compare to nominal wages at point B? How do nominal wages at point A compare to nominal wages at point C?
Nominal wages at point A and that at point B are the same in line with sticky-wage theory but at point C, nominal wages are higher. Nominal wages are money wages and therefore, money at points A and B are the same but different from point C.
h. Judging by the effect of the money supply on nominal and real wages, is this analysis consistent with the proposition that money has real effects in the short run but is neutral in the long run?
When money is pumped in the market, money supply increases which in turn increases the nominal wage while not affecting real wages. This happens in the long run. As a result, this analysis is consistent with a long run money neutrality. 
The Short-Run Trade-off between Inflation and Unemployment

4. Draw the short-run trade-off between inflation and unemployment. How might the Fed move the economy from one point on this curve to another? 
The Short run trade-off between inflation and unemployment is depicted by the Short run Phillips Curve as shown below: 

		Rate of	
			Inflation
	(π)


	β
                                                                                                             Phillips Curve


							I
                                 πe + v





                                                 0                                                      Un        Rate of Unemployment (u)

An inverse relationship exists between unemployment and the rate of inflation. When the rate of unemployment is natural (Un) and there is no cyclical unemployment in the economy, the rate of inflation will be dependent on the anticipated inflation and the supply shock, i.e. (π = πe + v)
The marginal rate of substitution (MRS) between unemployment and inflation is represented by β. It shows how much the society tolerates inflation in order to slice down unemployment by a unit percentage. 
By changing money supply in the economy moves the Fed from a point to the other on the Philips curve. An increase in the supply of money will reduce the rate of unemployment but increase inflation rate. A decrease in the supply of money, on the other hand, will increase unemployment rate and lower the rate of inflation. 
By expanding aggregate demand purposing to reduce the rate of unemployment raises inflation. 

5. Draw the long-run trade-off between inflation and unemployment. Explain how the short-run and long-run trade-offs are related. 
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From the graph, it is evident that there is no trade-off between the rate of unemployment and that of inflation in the long run. This is because the economy is resuming back to the natural rate of unemployment in the long run Phillips Curve (LRPC). 
In the short run, however, the economy is able to move along the short run Philips curve 1 in the graph. When inflation expectations adjust after time, however, the short run Phillips Curve shifts returning the economy to the long run Phillips curve that is, shifting from Short run PC to Short run PC1.

Debates over Macroeconomic Policy

6. Suppose the federal government cuts taxes and increases spending, raising the budget deficit to 12 percent of GDP. If nominal GDP is rising 5 percent per year, are such budget deficits sustainable forever? Explain. If budget deficits of this size are maintained for 20 years, what is likely to happen to your taxes and your children’s taxes in the future? Can you personally do something today to offset this future effect?
The budget deficit is 12 percent while the GDP growth rate in yearly basis is 5 percent. This implies that in the future, the government will implement a fiscal policy to raise taxes or cut down the government spending, or even both, to offset the deficit. It is therefor, not sustainable. For the budget deficit to be sustainable, the GDP ratio to that of the budget deficit is supposed to be maintained at balance that is 1:1. The case above is so unreliable, 12:5!
Maintaining such a budget deficit for 20 years, our taxes would increase so that the government can collect enough to fund projects. The taxes of my children will even go further up since the government can pursue borrowing decisions if it is not able to get enough of what it intends. This burdens the futures generation since foreign debts are carried forward. 
To save our future generations from this adverse economic stiffness of huge taxes and inflated economy, we can campaign for increase in savings today as a preparation of that time in the future. 

