
ECON 110, Professor Hogendorn

Problem Set 9

1. Sticky. Let the economy-wide labor demand curve be LD = 1000−
20w . Let economy-wide labor supply be LS = 800.

(a) Draw the labor market and show the equilibrium wage.

(b) Let firms reduce hiring, shifting labor demand to LD ′ = 800−
20w. If the labor market clears, show what happens to wages

and employment.

(c) Now suppose that wages are completely sticky and do not

adjust. Show what happens to wages and employment.

(d) If the Ministry of Labor of this economy did a telephone sur-

vey to find the unemployment rate, which would be the most

realistic unemployment rate under the conditions of part (c):

30%, 25%, or 20%? Explain.

2. OkunsLaw. Suppose the natural rate of unemployment is U N =
4%. Let current unempoyment be U = 6% due to a recession.

(a) Is the difference between U and U N attributable to frictional

or cyclical unemployment? Explain.

(b) How large is the output gap using Okun’s Law with a coeffi-

cient of 2?

3. GermansNotWorking. As you know from previous problems in this

class, there are 243 workers in Germany.1 Let’s assume they all

supply labor perfectly inelastically. Let the aggregate production

function for the German economy be Y = f (L) = 100L3/5.

1This is only a rough approximation.
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(a) What is the labor demand curve for the German labor mar-

ket? Explain how you found it and what assumptions you had

to make about German firms to do this.

(b) Graph the labor market and find the equilibrium real wage

for this economy (assuming the labor market clears). Contin-

uing to assume the labor market clears, what do you think is

a plausible value for the unemployment rate? Explain.

(c) Now suppose that an investment panic occurs, resulting in a

leftward shift of labor demand. Wages are completely sticky,

and unemployment rises to 10%.2 Recall that Okun’s Law is

Y P −Y

Y P
≈ 2(U −U N )

Assuming that Okun’s Law holds, what is the level of German

GDP Y after the investment panic.

Review Problem only, not to turn in:

4. Deflate. Given the information below about the U.S. economy, how

much did real GDP grow between 1980 and 1990? Between 1990

and 2000?

1980 1985 1990 1995 2000

Nominal GDP (trillions) 2.8 4.21 5.8 7.4 9.96

GDP deflator (1996=100) 57.0 73.7 86.5 98.1 106.9

Answer to Review Problem:

4. Deflate_a. Total growth in real GDP between 1980 and 1990 was

36.5% and between 1990 and 2000 was 38.9%.

2So obviously if you picked more than 10% in part (b), you should lower it!.
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