Key 5
1) The wage-price spiral refers to the effects of low unemployment on inflation. Specifically, when the unemployment rate falls, the nominal wage will rise. As W rises, firms' costs increase causing them to increase prices. As prices rise, workers will later ask for increases in the nominal wage. This increase in W again causes firms' costs and prices to rise and the process repeats itself.
2) An increase in u will cause a reduction in W. As W falls, firms' costs fall. As firms' costs fall, they will reduce the price level. This reduction in the price level represents, in this case, deflation.
3) The original Phillips curve broke down in the United States in the 1970s. First, the United States was affected by oil shocks that would cause an increase in both inflation and the unemployment rate. Second, individuals changed the way they formed expectations of prices. Rather than assume that this year's price level would be equal to last year's price level (i.e., zero expected inflation), individuals started to assume that previous inflation would persist.
4) The original Phillips curve did not take into account the effects of changes in expected inflation on inflation. The expectations-augmented Phillips curve did allow for changes in expected inflation to affect actual inflation.
5) As the proportion of labor contracts that are indexed falls, the effects of changes in unemployment on inflation would fall. A reduction in u will cause an increase in inflation. When inflation rises in a period, some contracts (those that are indexed) will call for an immediate increase in wages further increasing inflation within that period. As indexation becomes less prevalent, that secondary effect (caused by the indexed contracts) on inflation will be reduced.
6) The natural unemployment rate is the unemployment rate at which the inflation rate remains constant. When the actual unemployment rate exceeds the natural rate of unemployment, the inflation rate typically decreases; when the actual unemployment rate is less than the natural unemployment, the inflation rate typically increases. 
7)  a) un  is the rate at which πt =πte. Therefore, un=0.1/2=5%. 
b) πt=0.1-2(0.03)=4% every year beginning with year t. 
c) πte=0 and πt=4% forever. Inflation expectations will be forever  wrong, which is unlikely.
d) θ might increase because inflation expectations adapt to persistently positive inflation. 
e) π5= π4 +0.1-2(0.03)=4%+4%=8%
Inflation increases by four percentage points every year. 
f) Inflation expectations will be again forever wrong, which is unlikely.
8) a) A higher cost of production means a higher markup of the price level over wages. In the simple model of the text, the markup refers all nonwage components of the price of a good. 
b)un=(0.08+0.1m)/2
 The natural rate of unemployment increases from 5% to 6% as markup increases from 20% to 40%.  
9) A
10) A
11) D
12) D
13) D
14) C
15) B

