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1. The basic aggregate supply equation impliesahigut exceeds natural output when the
price level is:
A) low.
B) high.
C) less than the expected price level.
D) greater than the expected price level.

2. In industriesiot covered by formal wage contracts:
A) wages are always flexible.
B) wages are always fixed.
C) implicit agreements between workers and firmsdblimit wage changes.
D) implicit agreements between workers and firms iirait wage changes.

3. According to the sticky-wage model, workers angpyers make an explicit or
implicit agreement that covers:
A) nominal wages.
B) real wages.
C) both nominal wages and quantity of employment.
D) both real wages and quantity of employment.

4. The imperfect-information model assumes that peeds find it difficult to distinguish
between changes in:
A) real wages and nominal wages.
B) the overall level of prices and relative prices.
C) the overall level of prices and the expectedlleferices.
D) cost-push inflation and demand-pull inflation.

5. The sticky-wage model predicts that the real wage and data indicate that the
real wage in the United States is
A) procyclical; countercyclical
B) countercyclical; procyclical
C) procyclical; procyclical
D) countercyclical; countercyclical
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10.

11.

The real wage is countercyclical if it wloaitput increases.
A) increases

B) decreases

C) does not change

D) firstincreases, then decreases

. Starting from the natural rate of output, an yoeeted monetary contraction will cause

output and the price level to in the shamt and in the long run the expected
price level will , causing the level of outpureturn to the natural rate.

A) increase; increase

B) increase; decrease

C) decrease; decrease

D) decrease; increase

Along a short-run aggregate supply curve, outptelated to unexpected movements in
the . Along a Phillips curve, unemploymenteiated to unexpected movements
in the

A) price level; inflation rate

B) inflation rate; price level

C) unemployment rate; price level

D) price level; level of output

The NAIRU is the:

A) North American institutional rate of unemployment
B) natural aggregate investment return on utilizatio
C) non-accelerating inflation rate of unemployment.
D) normal American inelastic rate of unemployment.

Cost-push inflation is the result of:
A) high aggregate demand.

B) low aggregate demand.

C) favorable supply shocks.

D) adverse supply shocks.

The tradeoff between inflation and unemploynt®m@s not exist in the long run because
people will adjust their expectations so that exgeamflation:

A) exceeds the inflation rate.

B) equals the inflation rate.

C) is below the inflation rate.

D) equals the inflation rate of the previous year.
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12.

13.

14.

Assume that an economy's production functioh=sl,00Q.*?, so that when the
marginal product of capital is equated to the vesge the labor demand curvd.is
250,000P/W)2. The labor supply curve Is= 31,250(M/P). The real wage that solves
these equations /P = 2. Assume that the expected price level is @@hat a nominal
wage contract setting the wage at 20 is agreeda&ing the expected real wage 2. If
the price level turns out to be 10, 62,500 workgitsbe hired and output will be
250,000.

a. If the actual price level turns out to be 20atmhill the actual real wage be?

b. According to the labor demand curve, how mubtlodavill be demanded if the actual
real wage is at the level given in part a?

c. According to the production function, if the amt of labor given in part b is actually
hired, how much will production be?

Assume that a firm has a production functfon 1,002, whereY is output and. is
labor. Labor demand Is" = 250,000P/W)? and labor supply iks = 31,250(\V/P).

Initially, there is an equilibrium in which outpist 250,000, employment is 62,500, the
nominal wage is 20, and the price level is 10. Daurfar output is 250,000 at the given
price, so all output is sold. Suddenly, demandhatgiven price drops to 200,000, but
the firm does not lower its price. It lowers outpnid lays off workers.

a. Assuming that the firm cannot produce for ineepnthow much will the firm want to
produce?

b. Assuming output equals the amount given undergpavhat employment force will
the firms want to hire?

c. If the firm continues to pay the same nominal eeal wage, how much more labor
will workers wish to supply than the firm will watd hire?

Assume that an economy is governed by the phitlurvert= 1€ - 0.5(u - 0.06), where
1= (P - P1)/P4, 1€ = (P? - P1)/P4, and 0.06 is the natural rate of unemploymentthieur
assumet = 1t1. Suppose that, in period zeroz 0.03 and® = 0.03--that is, that the
economy is experiencing steady inflation at a 3:@et rate.

a. Now assume that the government decides to impbatever demand is necessary to
cut unemployment to 0.04. Suppose the governmdéotw® this policy for periods 1
through 5. Create a table mfandre for these five periods.

b. Assume that, for periods 6 through 10, the gawent decides to hold unemployment
at 0.06. Create another tableroAndre for these five periods. Is there any reason to
expect the inflation rate to go back to 0.03?

c. If the government persisted in its behavior unmet a, do you think the public would
continue for long forming expectations according@e 11? Why?
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15.

16.

17.

18.

Assume that an economy operates according tstittly-wage model. The nominal
wage was set to make labor supply and labor deregndl when the expected price
level equaled 120 (as measured by the consumey ipdex).

a. Use a graph of the labor market to illustratatwtappens to the quantity of labor
employed if the actual price level over the timeig#when wages are stuck equals 110.
b. Use a graph of the production function to iltast how the quantity of output
produced changes if the actual price level equHlsvithen the expected price level is
120.

c. Given the unexpectedly low price level, willglgconomy be operating above, below,
or at the natural rate?

Consider two economies: one operates accorditigetsticky-wage model and one
operates under the sticky-price model. Aggregateahd unexpectedly falls in both
countries, leading to a recession and an unexpeéetede in price level and the
demand for output.

a. Use a graph of the labor market in each couatijustrate the impact of the
recession on the level of employment and the reglew

b. In which country is the real wage procyclical?dhich country is the real wage
countercyclical?

Assume that an economy is initially operatinthatnatural rate of output. Use the
model of aggregate demand and aggregate supphg(tre upward-sloping short-run
aggregate supply curve) to illustrate graphicdily $hort-run and long-run effects on
price and output of a reduction in government spenthat produces a budget surplus.

Assume that an economy is initially at the relttaite of unemployment.

a. Use a Phillips curve diagram to illustrate gregly how the inflation rate and
unemployment rate change both in the short runratite long run to an unexpected
expansionary monetary policy.

b. Use a Phillips curve diagram to illustrate giaplty how the inflation rate and
unemployment rate change both in the short runratite long run to the announcement
of a credible plan of expansionary monetary poltyen people have rational
expectations.
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Answer Key
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14. a.
Peri
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0.07

T

0.08
0.08
0.08
0.08
0.08

0.04
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0.07
0.08

Tt

0.08
0.08
0.08
0.08
0.08

There is no reason to expect inflation to fallagy asU = UN.

c. After a while, one would not expect the pubtidoe fooled by steadily accelerating

inflation.
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c. This economy will be operating at a level betbe natural rate.
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16. a.
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b. The real wage is procyclical (declines) in tbarry that follows the sticky-price
model. The real wage is countercyclical (increase)e country that follows the

sticky-wage model.
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17. In the short run output and prices decreasidihong run output increases to restore
full employment, but at a lower price level.
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In the short run the inflation rate increasesst@and the unemployment falls te.
However, in the long run, the Phillips curve shiffsvard to the right. The
unemployment rate returns to the natural ratewltit a higher rate of inflation than
what it was initially. There is a short run tratfdzetween inflation and unemployment.
b.
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Since expectations are formed rationally and tHeyp credible, the Phillips curve
will immediately shift upward to the right. In bothe short run and the long run, the
inflation rate increases @ , but the unemployment rate remainsiaflhere is no
short-run tradeoff between inflation and unemplogtre the short run or in the long
run.
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