


Econ 202: Intermediate Macroeconomics 

Problem Set 6: The labor market model 

Spring 2019 

 

This assignment is due in hard copy at the beginning of class on Thursday April 11. 
Remember that the process of how you arrive at an answer is as important as the answer itself. 

Therefore, full credit requires you to show all steps and work, clearly label all graphs, and fully 

explain any answers that ask for an explanation. 

 

Question 1: Quick check/short answer 

 

Use the following wage-setting and price-setting equations to briefly answer the following 

questions. Refer to the textbook and class notes for variable definitions.  

𝑊 = 𝑃$𝐹(𝑢, 𝑧) 

𝑃 = (1 + 𝑚)	𝑊/𝐴	 
a. Wage setting:  

i. List three examples of labor market institutions included in the parameter z.  

ii. Explain how an increase in the unemployment rate will affect nominal wages.  

 

b. Price setting: Why can firms set prices set above unit labor costs?  

 

Question 2: Recent labor market trends and evidence for the U.S. economy  

 

Read the article posted on Blackboard with this assignment about the February jobs report for the 

U.S. economy. (But also note that the March jobs report will be released this Friday a.m.!).  

 

a. What are two useful pieces of information from the article for understanding what’s 

going on in the U.S. labor market?  

 

b. What are two pieces of information that are not discussed in the article, that you would 

like to know in order to evaluate how well the U.S. labor market is doing? (Use your 

class notes and Sections 7-1 & 7-2 in the book to help you brainstorm). 

 

Question 3: The natural rate of unemployment  

 

Suppose that the mark-up of goods prices over unit costs is 5%, and the wage-setting equation is 

𝑊 = 𝑃$(1 − 𝑢) where 𝑢 is the unemployment rate. Set labor productivity (𝐴) to 1.  

 

a. What is the price-setting equation for this economy (i.e. when the mark-up is 5%)?  

 

b. Use your answer to (a) to solve for the real wage.  

 

c. What is the natural rate of unemployment? (Remember, the natural rate of unemployment 

is the unemployment rate when wage- and price-setting are both satisfied).  

 

d. Suppose the mark-up increases to 10%. What happens to the natural rate of 

unemployment? Support your answer with the graphical description of the labor market. 



Question 4: Use the labor market model to analyze the effects of the following shocks on real 

wages and unemployment. In each case, show your answer graphically, and explain what 

variable in wage- or price-setting is affected by the shock (𝑧,𝑚, 𝑢, etc.). 

 

a. The Federal Trade Commission allows Amazon to acquire Whole Foods.  

 

b. There is the following long-term trend in unionization rates in the U.S. economy (see 

Figure on pg. 2).  

 

Figure 1: Unionization rates in the U.S. economy (1983 to 2017) 

 

 
Source: Bureau of Labor Statistics, labor force statistics (Table 3: Union affiliation of employed wage and 

salary workers by occupation and industry).  

 

c. There are the following trends in the real and nominal federal minimum wage in the U.S. 

economy. [Hint: why should your answer refer to the real minimum wage?].  

 

Figure 2: The federal minimum wage in the U.S. economy (1938 to 2017) 

 
Source: Federal Reserve Bank of St. Louis; Federal Minimum Wage under the Fair Labor Standards Act 

(U.S. Department of Labor).  




