Econ 202
Exercise 5 (Chapter 8)


1) Explain what is meant by the "wage-price" spiral.

2) Based on the 'early incarnation' of the Phillips curve, explain what effect an increase in the unemployment rate will have on the inflation rate.

3) During which decade did the original Phillips curve break down? Also, briefly explain why the original Phillips curve broke during this period.

4) Explain how the original Phillips curve differs from the expectations-augmented Phillips curve (or the modified, or accelerationist Phillips curve).

5) Explain how a reduction in the proportion of contracts that are indexed affects the relationship between changes in the unemployment rate and inflation.

6) Explain the natural unemployment rate and its relationship to inflation rate.

7) Mutations of the Phillips curve
Suppose the Philips curve is given by 

πt= πte +0.1-2ut
a) What is the natural level of unemployment?
Assume 

πet=πt-1 

and suppose that θ is initially equal to 0. Suppose that the rate of unemployment is initially equal to the natural rate. Inyear t, the authorities decide to bring the unemployment rate down to 3% and hold it there forever.
b) Determine the rate of inflation in years t, t + 1, t + 2 and t+5. 
c) Do you believe the answer given in (b)?  Why or why not? (Hint: Think about how people are likely to form expectattions of inflation.)

Now suppose that in year t+5, θ increases from 0 to 1. Suppose that the government is still determined to keep u at 3% forever. 

d) Why might θ increase in this way? 
e) What will the inflation rate be in years t + 5, t + 6, and t + 7? 
f) Do you believe the answer given in (d)?  Why or why not?

Oil shocks, inflation, and the unemployment

8) Suppose that the Philips curve is given by 

πt - πte =0.08+0.1mt   -2ut  

where m is the markup of prices over wages. Suppose that m is initially equal to 20% but that as a result of a sharp increase in oil prices, m increases to 40% in year t and after. 
a) Why would an increase in oil prices result in an increase in m?
b) What is the effect of an increase in m on the natural rate of unemployment? Explain in word
MULTIPLE CHOICE.  Choose the one alternative that best completes the statement or answers the question.
9) Which of the following will NOT cause an increase in the natural rate of unemployment?	7) _______
A) an increase in the expected inflation rate
B) a reduction in m
C) an increase in m
D) an increase in z
E) none of the above

10) The original Phillips curve implied or assumed that	8) _______
A) the expected rate of inflation would be zero.
B) the actual and expected rates of inflation would always be equal.
C) the markup over labor costs was zero.
D) all of the above
E) none of the above

11) For this question, assume that the Phillips curve equation is represented by the following equation: 
πt - πt-1 = (m + z) - αut. A reduction in the unemployment rate will cause	9) _______

A) a reduction in the markup over labor costs (i.e., a reduction in m).
B) an increase in the inflation rate over time.
C) an increase in the markup over labor costs.
D) a decrease in the inflation rate over time.
E) none of the above

12) An increase in the price of oil will likely cause which of the following?	10) ______
A) increase the natural rate of unemployment
B) increase the markup in the Phillips curve equation
C) increase the sum "m+ z" in the Phillips curve equation
D) all of the above
E) none of the above

13) For this question, assume that the Phillips curve equation is represented by the following: πt - πt-1 = (m + z) - αut. Which of the following will cause a reduction in the natural rate of unemployment?	11) ______

A) an increase in z
B) an increase in actual inflation
C) an increase in expected inflation
D) an increase in α
E) an increase in m

14) Assume that expected inflation is based on the following: πet = θπt-1. If θ = 0, we know that	12) ______
A) low rates of unemployment will cause steadily increasing rates of inflation.
B) a reduction in the unemployment rate will have no effect on inflation.
C) the Phillips curve illustrates the relationship between the level of inflation rate and the level of the unemployment rate.
D) high rates of unemployment will cause steadily declining rates of inflation.

15) Assume that expected inflation is based on the following: πet = θπt-1.  If θ = 1, we know that	13) ______
A) the Phillips curve illustrates the relationship between the level of inflation rate and the level of the unemployment rate.
B) low rates of unemployment will cause steadily increasing rates of inflation.
C) a reduction in the unemployment rate will have no effect on inflation.
D) the actual unemployment rate will not deviate from the natural rate of unemployment.

