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1. (a) Draw two graphs to show the effect of a DECREASE in current total factor productivity (z) on the labor and good markets. Add all necessary labels.

Labor Market
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Good Market
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2. Assuming substitution effect is dominating, a rise in wage rate will increase labor supply. If consumption and leisure are perfect compliments, is this a reasonable assumption? Briefly explain (verbally) your answer.

______________________________________________________________

______________________________________________________________

______________________________________________________________

______________________________________________________________

3. Consider the one period economy with the following features:

Production function: 
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 where K=1.

Utility function: 
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 where a = 2.

Suppose total time endowment (h) is 10 units.

(1) Originally, z=1 and G = 4. On the graph paper provided, plot the production possibility frontier (labeled as PPF1) and the indifference curve (labeled as IC1) that determine the competitive equilibrium. 

Solve for the following equilibrium values: 

C* 
= ______________   ,     N*
= ______________ , 

Y* 
= ______________   ,     l*
= ______________
(2) Now, z increases from 1 to 1.25. If the government chooses G such that the original competitive equilibrium is supported. On the graph paper provided, add the new production possibility frontier (labeled as PPF2) after the changes in z and G. 
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***  END  ***
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