Ch31 Regan/Lipsey

Question 4

a) The unemployment that exists at E0 is only frictional and structural. Since output equals potential, and there is neither excess demand nor excess supply in aggregate factor markets, there is no cyclical unemployment. Since the unemployment rate is 8% when Y = Y*, we know that the NAIRU is 8%.

b) Following the positive AD shock, output rises and the unemployment rate falls to 6.5%. There is negative cyclical unemployment of –1.5%. In other words, the unemployment rate has fallen below what it would be if labour markets were, in aggregate, in balance. Factor markets are in a state of excess demand.

c) With factor markets in excess demand, wages and other factor prices start to rise. This pushes up firms’ costs and shifts the AS curve up and to the left. This adjustment continues until the macroeconomic equilibrium gets to E2, at which point factor markets are once again in balance.

d) At E2, if there has been no change in the NAIRU, the unemployment rate has returned to 8%. At this point, all unemployment is either frictional or structural.

Question 5

a) The unemployment that exists at E0 is only frictional and structural. Since output equals potential, and there is neither excess demand nor excess supply in aggregate factor markets, there is no cyclical unemployment. Since the unemployment rate is 6% when Y = Y*, we know that the NAIRU is 6%.

b) Following the negative AS shock, output falls and the unemployment rate rises to 7.5%. There is cyclical unemployment of 1.5%. In other words, the unemployment rate has risen above what it would be if labour markets were, in aggregate, in balance. Factor markets are in a state of excess supply.

c) With factor markets in excess supply, wages and other factor prices start to fall. This reduces firms’ costs and shifts the AS curve down and to the right. This adjustment continues until the macroeconomic equilibrium returns to E1, at which point factor markets are once again in balance.

d) Back at E1, if there has been no change in the NAIRU, the unemployment rate has returned to 6%. At this point, all unemployment is either frictional or structural.

Question 6
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a) See the diagram below. If wages are fully flexible, then wages will fall to w1 and employment will fall to L1.

b) Employment has fallen, but every worker who wants a job at the new wage, w1, has one. There is no involuntary unemployment. This is the view of the labour market in the New Classical theories of business cycles.

c) If wages cannot fully adjust to the negative shock, then they may only fall to some intermediate wage like w2. This lack of complete wage adjustment forces a larger reduction in employment, to L2.

d) Now there is some involuntary unemployment. At the wage w2, there are some workers who cannot find jobs but would like them. This amount is shown in the diagram.

