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Chapter 35

The Short-Run Trade-off between Inflation and Unemployment
Multiple Choice


1.
Closely watched indicators such as the inflation rate and unemployment are released each month by the

a.
Bureau of the Budget.

b.
Bureau of Labor Statistics.

c.
Department of the Treasury.

d.
President's Council of Economic Advisors.

ANS: B
PTS: 1
DIF: 1
REF: 17-1

TOP: Bureau of Labor Statistics
MSC: Definitional


2.
The misery index is calculated as the

a.
inflation rate plus the unemployment rate.

b.
unemployment rate minus the inflation rate.

c.
actual inflation rate minus the expected inflation rate.

d.
natural unemployment rate plus the long-run inflation rate.

ANS: A
PTS: 1
DIF: 1
REF: 17-1

TOP: Misery index
MSC: Definitional


3.
The misery index is supposed to measure the

a.
social cost of unemployment.

b.
health of the economy.

c.
lost output associated with a particular unemployment rate.

d.
short-run tradeoff between inflation and unemployment.

ANS: B
PTS: 1
DIF: 1
REF: 17-1

TOP: Misery index
MSC: Definitional


4.
One determinant of the natural rate of unemployment is the

a.
rate of growth of the money supply.

b.
minimum wage rate.

c.
expected inflation rate.

d.
All of the above are correct.

ANS: B
PTS: 1
DIF: 1
REF: 17-1

TOP: Natural rate of unemployment
MSC: Definitional


5.
One determinant of the long-run average unemployment rate is the

a.
market power of unions, while the inflation rate depends primarily upon government spending.

b.
minimum wage, while the inflation rate depends primarily upon the money supply growth rate.

c.
rate of growth of the money supply, while the inflation rate depends primarily upon the market power of unions.

d.
existence of efficiency wages, while the inflation rate depends primarily upon the extent to which firms are competitive.

ANS: B
PTS: 1
DIF: 1
REF: 17-1

TOP: Long-run Phillips curve
MSC: Interpretive


6.
In the long run, the inflation rate depends primarily on

a.
the ability of unions to raise wages.

b.
government spending.

c.
the money supply growth rate.

d.
the monopoly power of firms.

ANS: C
PTS: 1
DIF: 2
REF: 17-1

TOP: Inflation
MSC: Definitional


7.
In the long run,

a.
the natural rate of unemployment depends primarily on the level of aggregate demand.

b.
inflation depends primarily upon the money supply growth rate.

c.
there is a tradeoff between the inflation rate and the natural rate of unemployment.

d.
All of the above are correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Long-run Phillips curve
MSC: Interpretive


8.
There is a

a.
short-run tradeoff between inflation and unemployment.

b.
short-run tradeoff between the actual unemployment rate and the natural rate of unemployment.

c.
long-run tradeoff between inflation and unemployment.

d.
long-run tradeoff between the actual unemployment rate and the natural rate of unemployment.

ANS: A
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Definitional


9.
If policymakers decrease aggregate demand, the price level

a.
falls, but unemployment rises.

b.
and unemployment fall.

c.
and unemployment rise.

d.
rises, but unemployment falls.

ANS: A
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run Phillips curve | Contractionary policy
MSC: Analytical


10.
If policymakers increase aggregate demand, the price level

a.
falls, but unemployment rises.

b.
and unemployment fall.

c.
and unemployment rise.

d.
rises, but unemployment falls.

ANS: D
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run Phillips curve | Expansionary policy
MSC: Analytical


11.
In the short run, policy that changes aggregate demand changes

a.
both unemployment and the price level.

b.
neither unemployment nor the price level.

c.
only unemployment.

d.
only the price level.

ANS: A
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run equilibrium
MSC: Applicative


12.
If the government raises government expenditures, in the short run, prices

a.
rise and unemployment falls.

b.
fall and unemployment rises.

c.
and unemployment rise.

d.
and unemployment fall.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Fiscal policy
MSC: Analytical


13.
If the central bank increases the money supply, in the short run, prices

a.
rise and unemployment falls.

b.
fall and unemployment rises.

c.
and unemployment rise.

d.
and unemployment fall.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Expansionary policy
MSC: Analytical


14.
Unemployment would decrease and prices increase if

a.
aggregate demand shifted right.

b.
aggregate demand shifted left.

c.
aggregate supply shifted right.

d.
aggregate supply shifted left.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run equilibrium
MSC: Applicative


15.
If policymakers expand aggregate demand, then in the long run

a.
prices will be higher and unemployment will be lower.

b.
prices will be higher and unemployment will be unchanged.

c.
prices and unemployment will be unchanged.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Long-run aggregate supply | Expansionary policy
MSC: Analytical


16.
If policymakers decrease aggregate demand, then in the long run

a.
prices will be lower and unemployment will be higher.

b.
prices will be lower and unemployment will be unchanged.

c.
inflation and unemployment will be unchanged.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Long-run aggregate supply | Contractionary policy
MSC: Analytical


17.
In the long run, policy that changes aggregate demand changes

a.
both unemployment and the price level.

b.
neither unemployment nor the price level.

c.
only unemployment.

d.
only the price level.

ANS: D
PTS: 1
DIF: 2
REF: 17-1

TOP: Long-run Phillips curve
MSC: Analytical


18.
In 2001, Congress and President Bush instituted tax cuts. According to the short-run Phillips curve this change should have

a.
reduced inflation and unemployment.

b.
raised inflation and unemployment.

c.
reduce inflation and raised unemployment.

d.
raised inflation and reduced unemployment.

ANS: D
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run Phillips curve
MSC: Applicative


19.
The short-run relationship between inflation and unemployment is often called

a.
the Classical Dichotomy.

b.
Money Neutrality.

c.
the Phillips curve.

d.
the Keynesian cross.

ANS: C
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Definitional


20.
Phillips found a

a.
positive relation between unemployment and inflation in the United Kingdom.

b.
positive relation between unemployment and inflation in the United States.

c.
negative relation between unemployment and inflation in the United States.

d.
negative relation between unemployment and inflation in the United Kingdom.

ANS: D
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve
MSC: Definitional


21.
Phillips found a negative relation between

a.
output and unemployment.

b.
output and employment.

c.
wage inflation and output.

d.
wage inflation and unemployment.

ANS: D
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Definitional


22.
A. W. Phillips' findings were based on data

a.
from 1861-1957 for the United Kingdom.

b.
from 1861-1957 for the United States.

c.
mostly from the post-World War II period in the United Kingdom.

d.
mostly from the post-World War II period in the United States.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve
MSC: Definitional


23.
If the short-run Phillips curve were stable, which of the following would be unusual?

a.
an increase in government spending and a fall in unemployment

b.
an increase in inflation and a decrease in output

c.
a decrease in the inflation rate and a rise in the unemployment rate

d.
a decrease in the money supply and a rise in unemployment.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run Phillips curve
MSC: Interpretive


24.
Samuelson and Solow reasoned that when aggregate demand was high, unemployment was

a.
low, so there was upward pressure on wages and prices.

b.
low, so there was downward pressure on wages and prices.

c.
high, so there was upward pressure on wages and prices.

d.
high, so there was downward pressure on wages and prices.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve
MSC: Analytical


25.
Samuelson and Solow reasoned that when aggregate demand was low, unemployment was

a.
high, so there was upward pressure on wages and prices.

b.
high, so there was downward pressure on wages and prices.

c.
low, so there was upward pressure on wages and prices.

d.
low, so there was downward pressure on wages and prices.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve
MSC: Analytical


26.
Suppose that a central bank increases the money supply. According to the logic of the Phillips curve this should make

a.
prices, output, and employment rise.

b.
prices and output rise, employment fall.

c.
prices rise and output and employment fall.

d.
prices fall, output, and employment rise.

ANS: A
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Analytical


27.
Suppose that the money supply increases. In the short run this increases employment according to

a.
both the short-run Phillips curve and the aggregate demand and aggregate supply model.

b.
neither the short-run Phillips curve nor the aggregate demand and aggregate supply model.

c.
the short-run Phillips curve, but not the aggregate demand and supply model.

d.
the aggregate demand and aggregate supply model, but not the short-run Phillips curve.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run Phillips curve | Aggregate demand and supply
MSC: Interpretive


28.
Suppose that the money supply increases. In the short run, this increases prices according to

a.
both the short-run Phillips curve and the aggregate demand and aggregate supply model.

b.
neither the short-run Phillips curve nor the aggregate demand and aggregate supply model.

c.
the short-run Phillips curve, but not the aggregate demand and aggregate supply model.

d.
the aggregate demand and aggregate supply model but not the short-run Phillips curve.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve | Aggregate demand and supply
MSC: Interpretive


29.
Samuelson and Solow believed that the Phillips curve

a.
implied that low unemployment was associated with low inflation.

b.
indicated that the aggregate supply and aggregate demand model was incorrect.

c.
offered policymakers a menu of possible economic outcomes from which to choose.

d.
All of the above are correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve
MSC: Definitional


30.
The economy will move to a point on the short-run Phillips curve where unemployment is lower if

a.
the inflation rate decreases.

b.
the government increases its expenditures.

c.
the Fed decreases the money supply.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run Phillips curve
MSC: Analytical


31.
Which of the following would we not expect if government policy moved the economy up along a given short-run Phillips curve?

a.
Ravi reads in the newspaper that the central bank recently raised the money supply.

b.
Tony gets more job offers.

c.
Louis makes smaller increases in the prices at his health food store.

d.
Jessica's nominal wage increase is larger.

ANS: C
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run Phillips curve
MSC: Interpretive


32.
The government of Libertina considers two policies. Policy A would shift AD right by 200 units while policy B would shift AD right by 100 units. According to the short-run Phillips curve policy A will lead 

a.
to a lower unemployment rate and a lower inflation rate than policy B.

b.
to a lower unemployment rate and a higher inflation rate than policy B.

c.
to a higher unemployment rate and lower inflation rate than policy B.

d.
to a higher unemployment rate and higher inflation rate than policy B.

ANS: B
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Analytical

Use the pair of diagrams below to answer the following questions.

Figure 17-1
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33.
Refer to Figure 17-1. If the economy starts at c and 1, then in the short run, an increase in the money supply growth rate moves the economy to

a.
a and 1.

b.
b and 2.

c.
c and 3.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run Phillips curve | Aggregate demand and supply
MSC: Analytical


34.
Refer to Figure 17-1. If the economy starts at c and 1, then in the short run, an increase in government expenditures moves the economy to

a.
b and 2.

b.
b and 3.

c.
d and 3.

d.
None of the above is correct.

ANS: A
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run Phillips curve | Aggregate demand and supply
MSC: Analytical


35.
Refer to Figure 17-1. If the economy starts at c and 1, then in the short run, a decrease in taxes moves the economy to

a.
d and 2.

b.
d and 3.

c.
back to c and 1.

d.
None of the above is correct.

ANS: D
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run Phillips curve | Aggregate demand and supply
MSC: Analytical


36.
Refer to Figure 17-1. If the economy starts at c and 1, then in the short run, a decrease in aggregate demand moves the economy to

a.
a and 2.

b.
d and 3.

c.
e and 3.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run Phillips curve | Aggregate demand and supply
MSC: Analytical


37.
Refer to Figure 17-1. If the economy starts at c and 1, then in the short run, a decrease in the money supply moves the economy to

a.
e and 1.

b.
d and 2.

c.
d and 3.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run Phillips curve | Aggregate demand and supply
MSC: Analytical


38.
Refer to Figure 17-1. If the economy starts at c and 1, then in the short run, a decrease in government expenditures moves the economy to

a.
d and 2

b.
d and 3.

c.
e and 3.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Short-run Phillips curve | Aggregate demand and supply
MSC: Analytical


39.
Refer to Figure 17-1. If the economy starts at c and 1, then in the short run, an increase in taxes moves the economy to

a.
b and 2.

b.
d and 3.

c.
e and 2.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve | Aggregate demand and supply
MSC: Analytical


40.
In 1968, economist Milton Friedman published a paper criticizing the Phillips curve on the grounds that

a.
it seemed to work for wages but not for inflation.

b.
monetary policy was ineffective in combating inflation.

c.
the Phillips curve did not apply in the long run.

d.
Phillips had made errors in collecting his data.

ANS: C
PTS: 1
DIF: 2
REF: 17-1

TOP: Inflation expectations | Phillips curve
MSC: Definitional


41.
In the short run

a.
unemployment and inflation are positively related. In the long run they are largely unrelated problems.

b.
and in the long run inflation and unemployment are positively related.

c.
unemployment and inflation are negatively related. In the long run they are largely unrelated problems.

d.
and in the long run inflation and unemployment are negatively related.

ANS: C
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Definitional


42.
In the late 1960s, economist Edmund Phelps published a paper that

a.
argued that there was no long-run tradeoff between inflation and unemployment.

b.
disproved Friedman's claim that monetary policy was ineffective in controlling inflation.

c.
showed the optimal point on the Phillips curve was at an unemployment rate of 5 percent and an inflation rate of 2 percent.

d.
argued that the Phillips curve was stable and that it would not shift.

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


43.
Friedman and Phelps argued

a.
that in the long run, monetary growth did not influence those factors that determine the economy's unemployment rate.

b.
that the Phillips curve could be exploited in the long run by using monetary, but not fiscal policy.

c.
that the short-run Phillips curve was very steep, but not vertical.

d.
that there was neither a short-run nor long-run tradeoff between inflation and unemployment.

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


44.
According to classical macroeconomic theory, in the long run

a.
monetary growth affects both real and nominal variables.

b.
the only real variable affected by monetary growth is the unemployment rate.

c.
a number of factors that affect unemployment are influenced by monetary growth.

d.
monetary growth affects nominal but not real variables.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Classical theory
MSC: Interpretive


45.
Milton Friedman argued that the Fed's control over the money supply could be used to peg

a.
the level or growth rate of a nominal variable, but not the level or growth rate of a real variable.

b.
the level of a nominal or real variable, but not the growth rate of a real or nominal variable.

c.
the level or growth rate of a real variable, but not the level or growth rate of a nominal variable.

d.
both levels and growth rates of both real and nominal variables.

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


46.
Friedman argued that the Fed could use monetary policy to peg a rate for

a.
nominal exchange rates.

b.
real GDP.

c.
unemployment.

d.
None of the above is correct.

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


47.
In responding to the Phillips curve hypothesis, Friedman argued that the Fed can peg the

a.
unemployment rate.

b.
inflation rate.

c.
growth rate of real national income.

d.
All of the above are correct.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


48.
In the long run, if the Fed decreases the rate at which it increases the money supply,

a.
inflation and unemployment will be higher.

b.
inflation will be higher and unemployment will be lower.

c.
inflation will be lower and unemployment will be higher.

d.
None of the above is correct.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


49.
In the long run, if the Fed increases the rate at which it increases the money supply,

a.
inflation will be higher.

b.
unemployment will be lower.

c.
real GDP will be higher.

d.
All of the above are correct.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


50.
In the long run, which of the following would shift the long-run Phillips curve to the right?

a.
an increase in the minimum wage

b.
a decrease in tax rates

c.
an increase in the money supply

d.
a decrease in the money supply

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Applicative


51.
The natural rate of unemployment

a.
is constant over time.

b.
varies over time, but can’t be changed by the government.

c.
is the unemployment rate that the economy tends to move to in the long run.

d.
depends on the rate at which the Fed increases the money supply.

ANS: C
PTS: 1
DIF: 1
REF: 17-2

TOP: Natural rate of unemployment
MSC: Definitional


52.
The natural rate of unemployment

a.
is constant over time.

b.
varies over time, but can’t be changed by the government.

c.
is the socially desirable rate of unemployment.

d.
does not depend on the rate at which the Fed increases the money supply.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Natural rate of unemployment
MSC: Definitional


53.
Which of the following leads to a higher level of unemployment in the long run?

a.
both an increase in the size of the money supply and an increase in the money supply growth rate.

b.
an increase in the size of the money supply but not an increase in the money supply growth rate.

c.
an increase in the money supply growth rate, but not an increase in the size of the money supply.

d.
neither an increase in the size of the money supply nor an increase in the money supply growth rate.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


54.
The existence of sticky wages leads to a positive relationship between the actual price level and the quantity of output supplied

a.
in both the short and long run.

b.
in the short run, but not the long run.

c.
in the long run, but not the short run.

d.
in neither the short nor the long run.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


55.
Which of the following is correct concerning the long-run Phillips curve?

a.
Its position is determined primarily by monetary factors.

b.
If it shifts right, long-run aggregate supply shifts right.

c.
It cannot be changed by any government policy.

d.
Its position depends on the natural rate of unemployment.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


56.
If efficiency wages became more common,

a.
both the long-run Phillips curve and the long-run aggregate supply curve would shift right.

b.
both the long-run Phillips curve and the long-run aggregate supply curve would shift left.

c.
the long-run Phillips curve would shift right, and the long-run aggregate supply curve would shift left.

d.
the long-run Phillips curve would shift left, and the long-run aggregate supply curve would shift right.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Long-run aggregate supply
MSC: Analytical


57.
Which of the following is upward sloping?

a.
both the long-run and the short-run Phillips curve

b.
neither the long-run nor the short-run Phillips curve

c.
the long-run Phillips curve, but not the short-run Phillips curve

d.
the short-run Phillips curve, but not the long-run Phillips curve

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve | Long-run aggregate supply
MSC: Definitional


58.
Which of the following is downward sloping?

a.
both the long-run Phillips curve and the short-run Phillips curve

b.
neither the long-run Phillips curve nor the short-run Phillips curve

c.
the long-run Phillips curve, but not the short-run Phillips curve

d.
the short-run Phillips curve, but not the long-run Phillips curve

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Short-run Phillips curve | Long-run Phillips curve
MSC: Definitional


59.
Which of the following is upward sloping?

a.
both the long-run Phillips curve and the long-run aggregate supply curve

b.
neither the long-run Phillips curve nor the long-run aggregate supply curve

c.
the long-run Phillips curve, but not the long-run aggregate supply curve

d.
the short-run Phillips curve, but not the long-run aggregate supply curve

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Short-run Phillips curve | Long-run Phillips curve
MSC: Definitional


60.
Suppose that money supply growth increases. In the long run, this increases employment according to

a.
both the long-run Phillips curve and the aggregate demand and aggregate supply model

b.
neither the long-run Phillips curve nor the aggregate demand and aggregate supply model

c.
the long-run Phillips curve, but not the long-run aggregate supply curve

d.
the long-run aggregate supply curve, but not the long-run Phillips curve

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve | Long-run Phillips curve
MSC: Definitional


61.
Suppose the central bank pursues an expansionary monetary policy. In the short-run the effects of this are shown by

a.
moving to the left along the short-run Phillips curve.

b.
moving to the right along the short-run Phillips curve.

c.
shifting the short run Phillips curve right.

d.
shifting the short run Phillips curve left.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve
MSC: Definitional


62.
Suppose that the central bank reduces the growth rate of the money supply. In the short-run the effects of this are shown by

a.
moving to the left along the short-run Phillips curve.

b.
moving to the right along the short-run Phillips curve.

c.
shifting the short run Phillips curve right.

d.
shifting the short run Phillips curve left.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve
MSC: Definitional


63.
A movement to the left along a given short-run Phillips curve could be caused by

a.
a reduction in the natural rate of unemployment or expansionary monetary policy.

b.
expansionary monetary policy, but not a reduction in the natural rate of unemployment.

c.
either a reduction in the natural rate of unemployment or a contractionary monetary policy.

d.
contractionary monetary policy, but not a reduction in the natural rate of unemployment.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve
MSC: Definitional


64.
A movement to the right along a given short-run Phillips curve could be caused by

a.
an increase in the natural rate of unemployment or expansionary monetary policy.

b.
expansionary monetary policy, but not an increase in the natural rate of unemployment.

c.
an increase in the natural rate of unemployment or a contractionary monetary policy.

d.
contractionary monetary policy, but not an increase in the natural rate of unemployment.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve
MSC: Definitional


65.
A policy change that changes the natural rate of unemployment changes

a.
neither the long-run Phillips curve nor the long-run aggregate supply curve.

b.
both the long-run Phillips curve and the long-run aggregate supply curve.

c.
the long-run Phillips curve, but not the long-run aggregate supply curve.

d.
the long-run aggregate supply curve, but not the long-run Phillips curve.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Long-run aggregate supply
MSC: Applicative


66.
How would a decrease in the natural rate of unemployment affect the long-run Phillips curve?

a.
It would shift the long-run Phillips curve right.

b.
It would shift the long-run Phillips curve left.

c.
There would be an upward movement along a given long-run Phillips curve.

d.
There would be a downward movement along a given long-run Philips curve.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Natural rate of unemployment
MSC: Applicative


67.
Which of the following would shift the long-run Phillips curve right?

a.
expansionary fiscal policy.

b.
an increase in the inflation rate.

c.
increases in unemployment compensation.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Applicative


68.
For a number of years Canada and many European countries have had higher average unemployment rates than the United States. This suggests that these countries

a.
have higher average inflation rates than the United States.

b.
have long-run Phillips curves to the right of the United States’.

c.
may have less generous unemployment compensation or lower minimum wages.

d.
All of the above are consistent with the evidence on unemployment rates.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


69.
Germany has a higher natural rate of unemployment than the United States. This suggests that

a.
Germany is at a higher point on its long-run Phillips curve and so has higher inflation than the United States.

b.
Germany is at a lower point on its long-run Phillips curve and so has lower inflation than the United States.

c.
Germany's Phillips curve is to the left of that of the United States, possibly because they have higher inflation.

d.
Germany's Phillips curve is to the right of that of the United States, possibly because they have more generous unemployment compensation.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Natural rate of unemployment
MSC: Applicative


70.
If the natural rate of unemployment falls,

a.
both the short-run and long-run Phillips curves shift left.

b.
the short-run Phillips curve shifts left, the long-run Phillips curve is unchanged.

c.
the short-run Phillips curve is unchanged, the long-run Phillips curve shifts right.

d.
the short-run and the long-run Phillips curves shift right.

ANS: A
PTS: 1
DIF: 3
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


71.
The position of the long-run Phillips curve and the long-run aggregate supply curve both depend on

a.
the natural rate of unemployment and monetary growth.

b.
the natural rate of unemployment, but not monetary growth.

c.
monetary growth, but not the natural rate of unemployment.

d.
neither monetary growth nor the natural rate of unemployment.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Long-run aggregate supply
MSC: Applicative


72.
If the long-run Phillips curve shifts to the right, for any given rate of money growth and inflation the economy will have

a.
higher unemployment and lower output.

b.
higher unemployment and higher output.

c.
lower unemployment and lower output.

d.
lower unemployment and higher output.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


73.
If the long-run Phillips curve shifts to the left, for any given rate of money growth and inflation the economy will have

a.
higher unemployment and lower output.

b.
higher unemployment and higher output.

c.
lower unemployment and lower output.

d.
lower unemployment and higher output.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


74.
If the minimum wage increased, then at any given rate of inflation

a.
both output and employment would be higher.

b.
neither output nor employment would be higher.

c.
output would be higher and unemployment would be lower.

d.
output would be lower and unemployment would be higher.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Minimum wage
MSC: Analytical

Use the graph below to answer the following questions.

Figure 17-2
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75.
Refer to Figure 17-2. Curve 1 is the

a.
long-run aggregate supply curve.

b.
short-run aggregate supply curve.

c.
long-run Phillips curve.

d.
short-run Phillips curve.

ANS: C
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


76.
Refer to Figure 17-2. Curve 2 is the

a.
long-run Phillips curve.

b.
short-run Phillips curve.

c.
long-run aggregate demand curve.

d.
short-run aggregate demand curve.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


77.
Refer to Figure 17-2. If the economy starts at c and the money supply growth rate increases, in the short run the economy

a.
moves to b.

b.
moves to d.

c.
moves to e.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve
MSC: Analytical


78.
Refer to Figure 17-2. If the economy starts at c and the money supply growth rate decreases, in the short run the economy

a.
moves to b.

b.
stays at c.

c.
moves to e.

d.
None of the above is correct.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve
MSC: Analytical


79.
Refer to Figure 17-2. If the economy starts at c and the money supply growth rate increases, in the long run the economy

a.
stays at c.

b.
moves to b.

c.
moves to e.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


80.
Refer to Figure 17-2. The money supply growth rate is greatest at

a.
a.

b.
b.

c.
c.

d.
e.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical

Use the two graphs in the diagram to answer the following questions.

Figure 17-3
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81.
Refer to Figure 17-3. Starting from c and 3, in the short run an unexpected increase in money supply growth moves the economy to

a.
a and 1.

b.
b and 2.

c.
back to c and 3.

d.
d and 4.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Expansionary policy
MSC: Analytical


82.
Refer to Figure 17-3. Starting from c and 3, in the short run, an unexpected decrease in money supply growth moves the economy to

a.
a and 1.

b.
b and 2.

c.
back to c and 3.

d.
d and 4.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Contractionary policy
MSC: Analytical


83.
Refer to Figure 17-3. Starting from c and 3, in the long run, an increase in money supply growth moves the economy to

a.
a and 1.

b.
back to c and 3.

c.
d and 4.

d.
e and 5.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Expansionary policy
MSC: Analytical


84.
Refer to Figure 17-3. Starting from c and 3, in the long run, a decrease in money supply growth moves the economy to

a.
a and 1.

b.
back to c and 3.

c.
d and 4.

d.
e and 5.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Contractionary policy
MSC: Analytical


85.
Refer to Figure 17-3. The economy would move from 3 to 5

a.
in the short run if money supply growth increased unexpectedly.

b.
in the short run if money supply growth decreased unexpectedly.

c.
in the long run if money supply growth increases.

d.
in the long run if money supply growth decreases.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Expansionary policy
MSC: Analytical


86.
Refer to Figure 17-3. The economy would move from c to b

a.
in the short run if money supply growth increased unexpectedly.

b.
in the short run if money supply growth decreased unexpectedly.

c.
in the long run if money supply growth increases.

d.
in the long run if money supply growth decreases.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Contractionary policy
MSC: Analytical

Figure 17-4
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87.
Refer to figure 17-4. Suppose the economy starts at 5% unemployment and 3% inflation and expected inflation remains at 3%. Which one of the following points could the economy move to in the short run if the Federal Reserve pursues a more expansionary monetary policy?

a.
7% unemployment and 1% inflation

b.
7% unemployment and 3% inflation

c.
3% unemployment and 5% inflation

d.
3% unemployment and 7% inflation

ANS: C
PTS: 1
DIF: 3
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


88.
Refer to figure 17-4. If the economy starts at 5% unemployment and 5% inflation then if the Federal Reserve pursues a contractionary monetary policy, in the short run the economy moves to

a.
3% unemployment and 5% inflation. In the long run the economy moves to 5% unemployment and 5% inflation.

b.
3% unemployment and 5% inflation. In the long run the economy moves to 5% unemployment and 3% inflation.

c.
7% unemployment and 3% inflation. In the long run the economy moves to 5% unemployment and 5% inflation.

d.
7% unemployment and 3% inflation. In the long run the economy moves to 5% unemployment and 3% inflation.

ANS: D
PTS: 1
DIF: 3
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


89.
On a given short-run Phillips curve which of the following is held constant?

a.
the level of GDP

b.
actual inflation

c.
expected inflation

d.
employment

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve
MSC: Analytical


90.
A change in expected inflation shifts

a.
the short-run Phillips curve, but not the long run Phillips curve.

b.
the long-run Phillips curve, but not the long run Phillips curve.

c.
neither the short-run nor the long-run Phillips curve.

d.
both the short-run and long-run Phillips curve right.

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Inflation expectations | Phillips curve
MSC: Applicative


91.
An increase in expected inflation shifts

a.
the long-run Phillips curve right.

b.
the short-run Phillips curve right.

c.
neither the short-run nor long-run Phillips curve right.

d.
both the short-run and long-run Phillips curve right.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Inflation expectations | Phillips curve
MSC: Applicative


92.
A decrease in expected inflation shifts

a.
the long-run Phillips curve left.

b.
the short-run Phillips curve left.

c.
neither the short-run nor long-run Phillips curve left.

d.
both the short-run and long-run Phillips curve left.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Inflation expectations | Phillips curve
MSC: Applicative


93.
An increase in expected inflation shifts the

a.
short-run Phillips curve right.

b.
short-run Phillips curve left.

c.
long-run Phillips curve right.

d.
long-run Phillips curve left.

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Inflation expectations | Phillips curve
MSC: Applicative


94.
If inflation expectations rise, the short-run Phillips curve shifts

a.
right, so that at any inflation rate unemployment is higher in the short run than before.

b.
left, so that at any inflation rate unemployment is higher in the short run than before.

c.
right, so that at any inflation rate unemployment is lower in the short run than before.

d.
left, so that at any inflation rate unemployment is lower in the short run than before.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Inflation expectations
MSC: Analytical


95.
If inflation expectations decline, than the short-run Phillips curve shifts

a.
left, meaning that at any given inflation rate unemployment will be lower in the short run than before.

b.
right, meaning that at any given inflation rate unemployment will be lower in the short run than before.

c.
right, meaning that at any given inflation rate unemployment will be higher in the short run than before.

d.
left, meaning that at any given inflation rate unemployment will be higher in the short run than before.

ANS: A
PTS: 1
DIF: 3
REF: 17-2

TOP: Inflation expectations
MSC: Applicative


96.
According to Phelps and Friedman, in the short run, an increase in the money supply

a.
raises prices and unemployment.

b.
raises prices and reduces unemployment.

c.
reduces prices and raises unemployment.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Expansionary policy
MSC: Interpretive


97.
Friedman and Phelps argued that

a.
if peoples' inflation expectations were fixed, then an increase in the money supply growth rate could not change output in the short or long run.

b.
if peoples' inflation expectations were fixed, then a decrease in the money supply growth rate could raise output and unemployment in the short run.

c.
any change in unemployment created by making aggregate demand increase more rapidly is temporary because people eventually revise their inflation expectations.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


98.
The analysis of Friedman and Phelps can be summarized in the following equation where a is positive number:

a.
Unemployment Rate = Natural Rate of Unemployment - a(Actual Inflation - Expected Inflation).

b.
Unemployment Rate = Natural Rate of Unemployment - a(Expected Inflation - Actual Inflation).

c.
Unemployment Rate = Expected Rate of Inflation - a(Actual Inflation - Expected Inflation).

d.
Unemployment Rate = Actual Rate of Inflation - a(Actual Unemployment - Expected Unemployment).

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Phillips curve equation
MSC: Interpretive


99.
According to Friedman and Phelps, the unemployment rate is above the natural rate when actual inflation

a.
is greater than expected inflation.

b.
is less than expected inflation.

c.
equals expected inflation.

d.
low whether its greater than or less than expected.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Natural rate of unemployment | Phillips curve
MSC: Interpretive


100.
According to Friedman and Phelps's analysis of the Phillips curve,

a.
the unemployment rate will be below its natural rate whenever inflation is negative.

b.
the unemployment rate will be below its natural rate whenever inflation is positive.

c.
the unemployment rate will be below its natural rate only if inflation is less than expected.

d.
the unemployment rate will be below its natural rate only if inflation is greater than expected.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Natural rate of unemployment
MSC: Definitional


101.
According to Friedman and Phelps, the unemployment rate 

a.
depends on neither actual or expected inflation.

b.
is below its natural rate when actual inflation is greater than expected inflation.

c.
is below its natural rate when actual inflation is less than expected inflation.

d.
is below its natural rate when actual inflation equals expected inflation.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Natural rate of unemployment | Phillips curve
MSC: Interpretive


102.
According to Friedman and Phelps, policymakers face a tradeoff between inflation and unemployment

a.
only in the long run.

b.
only in the short run.

c.
in neither the long run nor short run.

d.
in both the short run and long run.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Phillips curve
MSC: Definitional


103.
Friedman and Phelps concluded that

a.
in the long run the Phillips curve is downward sloping which is consistent with classical theory.

b.
in the long run the Philips curve is downward sloping which is inconsistent with classical theory.

c.
in the long run the Phillips curve is vertical which is consistent with classical theory.

d.
in the long run the Phillips curve is vertical which is inconsistent with classical theory.

ANS: C
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


104.
Policymakers

a.
can not exploit a tradeoff between inflation and unemployment in either the short or long run.

b.
can exploit a tradeoff between inflation and unemployment in the short run but not in the long run.

c.
can exploit a tradeoff between inflation and unemployment in both the short run and the long run.

d.
can exploit a tradeoff between inflation and unemployment in the long run, but not the short run.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


105.
A policy intended to take reduce unemployment by taking advantage of a tradeoff between inflation and unemployment leads to 

a.
both higher inflation and higher unemployment in the long run.

b.
higher inflation and no reduction in unemployment in the long run.

c.
the same inflation rate and lower unemployment in the long run.

d.
higher inflation and lower unemployment in the long run

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Expansionary policy
MSC: Interpretive


106.
A central bank sets out to reduce unemployment by changing the money supply growth rate. The long-run Phillips curve shows that in comparison to their original rates that this policy will eventually lead to 

a.
an increase in both the inflation rate and the unemployment rate.

b.
an increase in the inflation rate and a reduction in the unemployment rate.

c.
no change in either the inflation rate or the unemployment rate.

d.
an increase in the inflation rate and no reduction in the unemployment rate.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Expansionary policy
MSC: Interpretive


107.
In the long run, an increase in the money supply

a.
leaves prices and unemployment unchanged.

b.
raises prices and unemployment.

c.
raises prices and leaves unemployment unchanged.

d.
leaves prices unchanged and reduces unemployment.

ANS: C
PTS: 1
DIF: 1
REF: 17-2

TOP: Expansionary policy
MSC: Analytical


108.
The short-run Phillips curve intersects the long-run Phillips curve where

a.
expected inflation is greater than actual inflation.

b.
expected inflation equals actual inflation.

c.
the quantity of goods and services demanded equals the quantity supplied.

d.
the quantity of labor demanded equals the quantity supplied.

ANS: B
PTS: 1
DIF: 1
REF: 17-2

TOP: Phillips curve | Inflation expectations
MSC: Definitional


109.
If the economy is at the point where the short-run Phillips curve intersects the long-run Phillips curve,

a.
unemployment equals the natural rate and expected inflation equals actual inflation.

b.
unemployment is above the natural rate and expected inflation equals actual inflation.

c.
unemployment equals the natural rate and expected inflation is greater than actual inflation.

d.
None of the above is necessarily correct.

ANS: A
PTS: 1
DIF: 1
REF: 17-2

TOP: Phillips curve | Inflation expectations
MSC: Analytical


110.
The position of the long-run Phillips curve depends on 

a.
the inflation rate and the natural rate of unemployment.

b.
the inflation rate but not the natural rate of unemployment.

c.
the natural rate of unemployment, but not the inflation rate.

d.
neither the natural rate of unemployment nor the inflation rate.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


111.
In the long run, a decrease in the money supply growth rate

a.
increases inflation and shifts the short-run Phillips curve right.

b.
increases inflation and shifts the short-run Phillips curve left.

c.
decreases inflation and shifts the short-run Philips curve right.

d.
decreases inflation and shifts the short-run Phillips curve left.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Phillips curve | Contractionary policy
MSC: Analytical


112.
In the long run, an increase in the money supply growth rate

a.
increases inflation and shifts the short-run Phillips curve right.

b.
increases inflation and shifts the short-run Phillips curve left.

c.
decreases inflation and shifts the short-run Philips curve right.

d.
decreases inflation and shifts the short-run Phillips curve left.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Phillips curve | Expansionary policy
MSC: Analytical


113.
In the long run, a decrease in the money supply growth rate

a.
shifts both the long-run and the short-run Phillips curves right.

b.
shifts the long-run Phillips curve left and the short-run Phillips curve right.

c.
shifts the long-run Phillips curve right and the short-run Phillips curve left.

d.
None of the above is correct.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Phillips curve | Contractionary policy
MSC: Applicative


114.
In the long run, an increase in the money supply growth rate

a.
shifts both the long-run and the short-run Phillips curves right.

b.
shifts the long-run Phillips curve left and the short-run Phillips curve right.

c.
shifts the long-run Phillips curve right and the short-run Phillips curve left.

d.
None of the above is correct.

ANS: D
PTS: 1
DIF: 1
REF: 17-2

TOP: Phillips curve | Expansionary policy
MSC: Applicative


115.
The long-run response to a decrease in the money supply growth rate is shown by shifting

a.
the short-run and long-run Phillips curves left.

b.
the short-run and long-run Phillips curves right.

c.
only the short-run Phillips curve left.

d.
only the short-run Phillips curve right.

ANS: C
PTS: 1
DIF: 2
REF: 17-3

TOP: Phillips curve | Contractionary policy
MSC: Applicative


116.
The long-run response to an increase in the growth rate of the money supply is shown by shifting

a.
the short-run and long-run Phillips curves left.

b.
the short-run and long-run Phillips curves right.

c.
only the short-run Phillips curve left.

d.
only the short-run Phillips curve right.

ANS: D
PTS: 1
DIF: 2
REF: 17-3

TOP: Phillips curve | Expansionary policy
MSC: Applicative


117.
In the long run a reduction in the money supply growth rate effects

a.
the inflation rate and the natural rate of unemployment.

b.
the inflation rate, but not the natural rate of unemployment.

c.
neither the inflation rate nor the natural rate of unemployment.

d.
the natural rate of unemployment, but not the inflation rate.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Contractionary policy
MSC: Analytical


118.
In the long run an increase in the money supply growth rate effects

a.
the inflation rate and the natural rate of unemployment.

b.
the inflation rate, but not the natural rate of unemployment.

c.
neither the inflation rate nor the natural rate of unemployment.

d.
the natural rate of unemployment, but not the inflation rate.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Expansionary policy
MSC: Analytical


119.
Suppose the Fed decreased the growth rate of the money supply. Which of the following would be lower in the long run?

a.
both the natural rate of unemployment and the inflation rate

b.
the natural rate of unemployment, but not the inflation rate

c.
the inflation rate, but not the natural rate of unemployment

d.
neither the natural unemployment rate nor the inflation rate

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Contractionary policy
MSC: Analytical


120.
Suppose the Fed increased the growth rate of the money supply. Which of the following would be higher in the long run?

a.
both the natural rate of unemployment and the inflation rate

b.
the natural rate of unemployment, but not the inflation rate

c.
the inflation rate, but not the natural rate of unemployment

d.
neither the natural unemployment rate nor the inflation rate

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Expansionary policy
MSC: Analytical


121.
Suppose the Federal Reserve pursues contractionary monetary policy. In the long run

a.
both inflation and the unemployment rate are higher than they were prior to the change in policy.

b.
inflation is higher and the unemployment rate is the same as it was prior to the change in policy.

c.
inflation is lower and the unemployment rate is lower than it was prior to the change in policy.

d.
inflation is lower and unemployment is the same as it was prior to the change in policy.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Contractionary policy
MSC: Applicative


122.
Suppose the Federal Reserve makes monetary policy more expansionary. In the long run

a.
both inflation and the unemployment rate are higher than they were prior to the change in policy.

b.
inflation is higher and the unemployment rate is the same as it was prior to the change in policy.

c.
inflation is lower and the unemployment rate is lower than it was prior to the change in policy.

d.
inflation is lower and unemployment is the same as it was prior to the change in policy.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Expansionary policy
MSC: Applicative


123.
More flexible labor markets will shift

a.
both the long-run Phillips curve and the long-run aggregate supply curve to the right.

b.
both the long-run Phillips curve and the long-run aggregate supply curve to the left.

c.
the long-run Phillips curve to the right and the long-run aggregate supply curve to the left.

d.
the long-run Phillips curve to the left and the long-run aggregate supply curve to the right.

ANS: D
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve | Long-run aggregate supply
MSC: Applicative


124.
If the government reduced the minimum wage and pursued contractionary monetary policy, then in the long run

a.
both the unemployment rate and the inflation rate would be lower.

b.
the unemployment rate would be lower and the inflation rate would be higher.

c.
the unemployment rate would be higher and the inflation rate would be lower.

d.
the unemployment rate and the inflation rate would be higher.

ANS: A
PTS: 1
DIF: 3
REF: 17-2

TOP: Long-run Phillips curve | Minimum wage | Contractionary policy
MSC: Analytical


125.
The long-run Phillips curve would shift left if

a.
the money supply increased or if the minimum wage was reduced.

b.
the money supply increased but not if the minimum wage was reduced.

c.
the minimum wage was reduced but not if the money supply increased.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


126.
The economy is in long-run equilibrium when Senator Mefirst argues that the Fed should do more to fight unemployment. He argues that if the Fed increased the money supply faster, more workers would find jobs. The Senator's argument

a.
is completely correct.

b.
is completely wrong.

c.
is true for the short run but not the long run.

d.
is true for the long run but not the short run.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Expansionary policy
MSC: Analytical


127.
a In the nineteenth century, some countries were on a gold standard so that on average the money supply growth rate was close to zero and expected inflation was more or less constant. For these countries during this time period, we find that increases in actual inflation were generally associated with falling unemployment. These findings

a.
are consistent with Friedman and Phelps’ theories, because they argued that when inflation was higher than expected, unemployment would fall.

b.
are consistent with Friedman and Phelps' theories, because they argued that when prices rose unemployment would fall whether actual inflation was higher than expected or not.

c.
are inconsistent with Friedman and Phelps' theories, because they argued that higher inflation would increase unemployment.

d.
are inconsistent with Friedman and Phelps' theories, because they argued that inflation and unemployment are unrelated.

ANS: A
PTS: 1
DIF: 3
REF: 17-2

TOP: Phillips curve evidence
MSC: Analytical


128.
In the early 1970s, the short-run Phillips curve shifted

a.
right as inflation expectations rose.

b.
right as inflation expectations fell.

c.
left as inflation expectations rose.

d.
left as inflation expectations fell.

ANS: A
PTS: 1
DIF: 2
REF: 17-2

TOP: Inflation expectations | Phillips curve
MSC: Applicative


129.
Moving from the late 1960s to 1970-1973

a.
inflation remained high while the unemployment rate was lower than in the late 1960s.

b.
inflation remained high while the unemployment rate was higher than in the late 1960s.

c.
inflation remained low while the unemployment rate was lower than in the late 1960s.

d.
inflation remained low while the unemployment rate was higher than in the late 1960s.

ANS: B
PTS: 1
DIF: 2
REF: 17-2

TOP: Inflation expectations
MSC: Definitional


130.
Which of the following explains the time-inconsistency of policy explained by Kydland and Prescott?

a.
A contractionary monetary policy will lead to higher unemployment in the short-run but not the long-run.

b.
An expansionary monetary policy will lead to higher unemployment in the short-run but not the long-run.

c.
Expected inflation is higher than otherwise if the public believes that policymakers will be tempted to raise inflation to reduce unemployment.

d.
Expected inflation is lower than otherwise if the public believes that policymakers will be tempted to lower inflation to reduce unemployment.

ANS: C
PTS: 1
DIF: 2
REF: 17-2

TOP: Time inconsistency
MSC: Analytical | Interpretive


131.
In the early 1970s, the short-run Phillips curve shifted

a.
right as inflation expectations rose.

b.
left as inflation expectations rose.

c.
right as inflation expectations fell.

d.
left as inflation expectations fell.

ANS: A
PTS: 1
DIF: 2
REF: 17-3

TOP: Inflation expectations | Phillips curve
MSC: Applicative


132.
Compared to the 1970s, the U.S. short-run Phillips curve in recent years has been

a.
further right, as inflation expectations have risen.

b.
further right, as inflation expectations have fallen.

c.
further left, as inflation expectations have risen.

d.
further left, as inflation expectations have fallen.

ANS: D
PTS: 1
DIF: 2
REF: 17-3

TOP: Inflation expectations | Phillips curve
MSC: Applicative


133.
Which of the following is an adverse supply shock?

a.
a decrease in the money supply

b.
a tax cut

c.
a worldwide drought

d.
decreased government spending

ANS: C
PTS: 1
DIF: 1
REF: 17-3

TOP: Supply shocks

MSC: Definitional


134.
An adverse supply shock will shift short-run aggregate supply

a.
right, making prices rise.

b.
left, making prices rise.

c.
right, making prices fall.

d.
left, making prices fall.

ANS: B
PTS: 1
DIF: 1
REF: 17-3

TOP: Supply shocks

MSC: Analytical


135.
An adverse supply shock will cause output

a.
and prices to rise.

b.
and prices to fall.

c.
to rise and prices to fall.

d.
to fall and prices to rise.

ANS: D
PTS: 1
DIF: 1
REF: 17-3

TOP: Supply shocks

MSC: Analytical


136.
Which of the following would not be associated with an adverse supply shock?

a.
the short-run Phillips curve shifts left

b.
unemployment rises

c.
the price level rises

d.
output falls

ANS: A
PTS: 1
DIF: 2
REF: 17-3

TOP: Phillips curve | Supply shocks
MSC: Analytical


137.
When there is an adverse supply shock

a.
unemployment rises and the short-run Phillips curve shifts right.

b.
unemployment rises and the short-run Phillips curve shifts left.

c.
unemployment falls and the short-run Phillips curve shifts right.

d.
unemployment falls and the short-run Phillips curve shifts left.

ANS: A
PTS: 1
DIF: 1
REF: 17-3

TOP: Supply shocks | Phillips curve
MSC: Analytical


138.
An adverse supply shock will cause inflation to

a.
rise and the short-run Phillips curve to shift right.

b.
rise and the short-run Phillips curve to shift left.

c.
fall and the short-run Phillips curve to shift right.

d.
fall and the short-run Phillips curve to shift left.

ANS: A
PTS: 1
DIF: 1
REF: 17-3

TOP: Phillips curve | Supply shocks
MSC: Analytical


139.
Which of the following is correct if there is an adverse supply shock?

a.
The short-run aggregate supply curve and the short-run Phillips curve both shift right.

b.
The short-run aggregate supply curve and the short-run Phillips curve both shift left.

c.
The short-run aggregate supply curve shifts right and the short-run Phillips curve shifts left.

d.
The short-run aggregate supply curve shifts left and the short-run Phillips curve shifts right.

ANS: D
PTS: 1
DIF: 2
REF: 17-3

TOP: Phillips curve | Aggregate supply | Supply shocks
MSC: Applicative


140.
If in response to an adverse aggregate supply shock the Fed increased the money supply,

a.
unemployment and inflation would both rise.

b.
unemployment and inflation would both fall.

c.
unemployment would rise and inflation would fall.

d.
unemployment would fall and inflation would rise.

ANS: D
PTS: 1
DIF: 3
REF: 17-3

TOP: Accommodation
MSC: Analytical


141.
Faced with an adverse supply shock, policymakers can increase

a.
aggregate demand, which increases prices and output.

b.
aggregate demand, which decreases prices and increases output.

c.
aggregate supply, which increases prices and output.

d.
aggregate supply, which decreases prices and increases output.

ANS: A
PTS: 1
DIF: 1
REF: 17-3

TOP: Supply shocks
MSC: Analytical


142.
If policymakers accommodate an adverse supply shock, the unemployment rate

a.
and the inflation rate will rise.

b.
and the inflation rate will fall.

c.
will rise and the inflation rate will fall.

d.
will fall and the inflation rate will rise.

ANS: D
PTS: 1
DIF: 3
REF: 17-3

TOP: Accommodation
MSC: Analytical


143.
To accommodate an adverse supply shock a Central Bank could

a.
buy bonds making the inflation rate rise.

b.
buy bonds making the inflation rate fall.

c.
sell bonds making the inflation rate rise.

d.
sell bonds making the inflation rate fall.

ANS: A
PTS: 1
DIF: 3
REF: 17-3

TOP: Accommodation
MSC: Analytical


144.
Which of the following would shift aggregate supply to the right?

a.
a decline in the price of imported natural resources

b.
a technological advance

c.
an older labor force that leaves jobs less frequently

d.
All of the above are correct.

ANS: D
PTS: 1
DIF: 1
REF: 17-3

TOP: Aggregate supply
MSC: Applicative


145.
Which of the following would not be associated with a favorable supply shock?

a.
the short-run Phillips curve shifts left

b.
unemployment falls

c.
the price level rises

d.
output rises.

ANS: C
PTS: 1
DIF: 1
REF: 17-3

TOP: Phillips curve | Supply shocks
MSC: Analytical


146.
A favorable supply shock will shift short-run aggregate supply

a.
left, making output rise.

b.
left, making output fall.

c.
right, making output rise.

d.
right, making output fall.

ANS: C
PTS: 1
DIF: 1
REF: 17-3

TOP: Supply shocks
MSC: Applicative


147.
A favorable supply shock will cause the price level

a.
and output to rise.

b.
and output to fall.

c.
to rise and output to fall.

d.
to fall and output to rise.

ANS: D
PTS: 1
DIF: 1
REF: 17-3

TOP: Supply shocks
MSC: Analytical


148.
A favorable supply shock will cause

a.
unemployment to rise and the short-run Phillips curve to shift right.

b.
unemployment to rise and the short-run Phillips curve to shift left.

c.
unemployment to fall and the short-run Phillips curve to shift right.

d.
unemployment to fall and the short-run Phillips curve to shift left.

ANS: D
PTS: 1
DIF: 1
REF: 17-3

TOP: Phillips curve | Supply shocks
MSC: Analytical


149.
A favorable supply shock will cause inflation to

a.
rise and shift the short-run Phillips curve right.

b.
rise and shift the short-run Phillips curve left.

c.
fall and shift the short-run Phillips curve right.

d.
fall and shift the short-run Phillips curve left.

ANS: D
PTS: 1
DIF: 1
REF: 17-3

TOP: Phillips curve | Supply shocks
MSC: Analytical


150.
Which of the following is correct if there is a favorable supply shock?

a.
the short-run aggregate supply curve and the short-run Phillips curve both shift right.

b.
the short-run aggregate supply curve and the short-run Phillips curve both shift left.

c.
the short-run aggregate supply curve shifts right and the short-run Phillips curve shifts left.

d.
the short-run aggregate supply curve shifts left and the short-run Phillips curve shifts right.

ANS: C
PTS: 1
DIF: 2
REF: 17-3

TOP: Phillips curve | Aggregate supply | Supply shocks
MSC: Applicative


151.
During 1999 and 2000 the Federal Open Market Committee of the Federal Reserve System noted that productivity increases had caused aggregate supply to shift to the right. Other things the same, this should have

a.
shifted the short-run Phillips curve to the left. So, by increasing the money supply the Fed could have reduced unemployment further while returning inflation to its former level.

b.
shifted the short-run Phillips curve to the left. So, by increasing the money supply the Fed could have reduced unemployment further only by raising the inflation rate above its former level.

c.
shifted the short-run Phillips curve to the right. So, by increasing the money supply the Fed could have reduced unemployment further while returning inflation to its former level.

d.
None of the above is correct.

ANS: A
PTS: 1
DIF: 3
REF: 17-3

TOP: Supply shocks | Short-run Phillips curve
MSC: Analytical


152.
Which of the following would cause the price level to rise and output to fall in the short run?

a.
an increase in the money supply

b.
a decrease in the money supply

c.
an adverse supply shock

d.
a favorable supply shock

ANS: C
PTS: 1
DIF: 2
REF: 17-3

TOP: Supply shocks
MSC: Analytical


153.
Which of the following would cause the price level to fall and output to rise in the short run?

a.
an increase in the money supply

b.
a decrease in the money supply

c.
an adverse supply shock

d.
a favorable supply shock

ANS: D
PTS: 1
DIF: 2
REF: 17-3

TOP: Supply shocks
MSC: Analytical


154.
Suppose that a small economy that depends mostly on agriculture experiences a year with exceptionally good conditions for growing crops. The good weather would

a.
shift both the short-run aggregate supply and the short-run Phillips curve right.

b.
shift both the short-run aggregate supply and the short-run Phillips curve left.

c.
shift the short-run aggregate supply curve to the right, and the short-run Phillips curve to the left.

d.
shift the short-run aggregate supply curve to the left, and the short-run Phillips curve to the right.

ANS: C
PTS: 1
DIF: 2
REF: 17-3

TOP: Short-run Phillips curve | Short-run aggregate supply | Supply shocks
MSC: Analytical


155.
The large increase in oil prices in the 1970s was caused primarily by a(n)

a.
increase in demand for oil.

b.
decrease in demand for oil.

c.
decrease in the supply of oil.

d.
increase in the supply of oil.

ANS: C
PTS: 1
DIF: 1
REF: 17-3

TOP: Oil prices in the 1970s
MSC: Definitional


156.
In the United States during the 1970s, expected inflation

a.
rose substantially.

b.
rose slightly.

c.
fell slightly.

d.
fell substantially.

ANS: A
PTS: 1
DIF: 1
REF: 17-3

TOP: Inflation expectations | Inflation U.S.
MSC: Definitional


157.
In the 1970s, the Fed accommodated a(n)

a.
adverse supply shock and so contributed to higher inflation.

b.
adverse supply shock and so contributed to lower inflation.

c.
favorable supply shock and so contributed to higher inflation.

d.
favorable supply shock and so contributed to lower inflation.

ANS: A
PTS: 1
DIF: 1
REF: 17-3

TOP: Accommadation
MSC: Definitional


158.
In 1980, the U.S. economy had an inflation rate of

a.
about 1 percent and an unemployment rate of about 7 percent.

b.
less than 4 percent and an unemployment rate of less than 6 percent.

c.
less than 7 percent and an unemployment rate of about 9 percent.

d.
more than 9 percent and an unemployment rate of about 7 percent.

ANS: D
PTS: 1
DIF: 1
REF: 17-3

TOP: Inflation U.S.
MSC: Definitional


159.
In 1980, the U.S. misery index was

a.
much higher than average.

b.
slightly higher than average.

c.
about average.

d.
below average.

ANS: A
PTS: 1
DIF: 1
REF: 17-3

TOP: Misery index
MSC: Definitional


160.
Suppose the central bank of an economy with high inflation decides to decrease the money supply growth rate.

a.
Initially unemployment rises. Eventually the short-run Phillips curve shifts right.

b.
Initially unemployment rises. Eventually the short-run Phillips curve shifts left.

c.
Initially unemployment falls. Eventually the short-run Phillips curve shifts right.

d.
Initially unemployment falls. Eventually the short-run Phillips curve shifts left.

ANS: B
PTS: 1
DIF: 2
REF: 17-3

TOP: Phillips curve | Contractionary policy
MSC: Applicative


161.
The sacrifice ratio is the

a.
sum of the inflation and unemployment rates.

b.
inflation rate divided by the unemployment rate.

c.
number of percentage points annual output falls for each percentage point reduction in inflation.

d.
number of percentage points unemployment rises for each percentage point reduction in inflation.

ANS: C
PTS: 1
DIF: 1
REF: 17-4

TOP: Sacrifice ratio
MSC: Definitional


162.
In 1979 the Chair of the Federal Reserve was

a.
Alan Greenspan.

b.
Roger Ferguson.

c.
Ben Bernanke

d.
Paul Volcker.

ANS: D
PTS: 1
DIF: 1
REF: 17-4

TOP: Paul Volcker
MSC: Definitional


163.
In 1979, Fed chair Paul Volcker decided to pursue a policy

a.
that would lead to disinflation.

b.
that would create falling prices.

c.
to accommodate continuing adverse supply shocks.

d.
that maintained money growth at its current level.

ANS: A
PTS: 1
DIF: 1
REF: 17-4

TOP: Paul Volcker
MSC: Definitional


164.
Disinflation is defined as a

a.
zero rate of inflation.

b.
constant rate of inflation.

c.
reduction in the rate of inflation.

d.
negative rate of inflation.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Disinflation
MSC: Definitional


165.
Which of the following is disinflation?

a.
prices stay the same.

b.
prices fall.

c.
prices rise at a slower rate than they used to.

d.
prices rise as a faster rate than they used to.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Disinflation
MSC: Definitional


166.
Disinflation would cause

a.
the short-run and the long run Phillips curve to shift right.

b.
the short-run and the long run Phillips curve to shift left.

c.
the short-run Phillips curve but not the long run Phillips curve to shift right.

d.
the short-run Phillips curve but not the long run Phillips curve to shift left.

ANS: D
PTS: 1
DIF: 2
REF: 17-4

TOP: Disinflation
MSC: Definitional


167.
Contractionary monetary policy would

a.
cause disinflation and make the short-run Phillips curve shift right.

b.
cause disinflation and make the short-run Phillips curve shift left.

c.
not cause disinflation, but make the short-run Phillips curve shift right.

d.
not cause disinflation, but make the short-run Phillips curve shift left.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Disinflation
MSC: Definitional


168.
If the Fed reduces inflation 1 percentage point and this makes output fall 5 percentage points and unemployment rises 2 percentage points for one year, the sacrifice ratio is

a.
1/5.

b.
2.

c.
5/2.

d.
5.

ANS: D
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


169.
If the Fed reduces inflation 1 percentage point and this makes output fall 2 percentage points and unemployment rises 3 percentage points for six months, the sacrifice ratio is

a.
1.

b.
2.

c.
3.

d.
4.

ANS: A
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


170.
If a central bank reduced inflation by 2 percentage points and that made output fall by 3 percentage points for 2 years and the unemployment rate rises from 3 percent to 5 percent for 2 years, the sacrifice ratio is

a.
1.

b.
2.

c.
3.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Analytical


171.
If a central bank reduced inflation by 2 percentage points and that made output fall by 1 percentage points for 2 years and the unemployment rate rises from 3 percent to 5 percent for 2 years, the sacrifice ratio is

a.
1/2.

b.
1.

c.
2.

d.
4.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Analytical


172.
If a central bank reduced inflation by 3 percentage points and in the short run this made output fall by 3 percentage points for 3 years and the unemployment rate rise from 3 percent to 9 percent for three years, the sacrifice ratio every year is

a.
1.

b.
2.

c.
3.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Analytical


173.
In 1979 when the Fed was deciding how aggressively to fight inflation, the typical estimate of the sacrifice ratio was

a.
1.

b.
5.

c.
7.

d.
10.

ANS: B
PTS: 1
DIF: 1
REF: 17-4

TOP: Sacrifice ratio estimate
MSC: Definitional


174.
Suppose that reducing inflation 3 percentage points would cost a country 4 percent of annual output. This country's sacrifice ratio is

a.
3/4.

b.
4/3.

c.
7.

d.
12.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


175.
If the sacrifice ratio is 2, reducing the inflation rate from 10 percent to 6 percent would require sacrificing

a.
2 percent of annual output.

b.
6 percent of annual output.

c.
8 percent of annual output.

d.
12 percent of annual output.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


176.
If the sacrifice ratio is 2, reducing the inflation rate from 4 percent to 2 percent would 

a.
cost 1 percent of annual output.

b.
cost 4 percent of annual output.

c.
imply that unemployment would rise by 1%.

d.
imply that unemployment would rise by 4%.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


177.
If the sacrifice ratio is 3, reducing the inflation rate from 10 percent to 6 percent would require sacrificing

a.
2 percent of annual output.

b.
5 percent of annual output.

c.
6 percent of annual output.

d.
None of the above is correct.

ANS: D
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


178.
Suppose that an economy is currently experiencing 10 percent unemployment and 15 percent inflation. If in the process of bringing inflation down by 2 percent real GDP falls by 4 percent, the sacrifice ratio is

a.
5 percent.

b.
2 percent.

c.
12 percent.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


179.
As an economist working for a U.S. government agency you determine that a particular country has a sacrifice ratio of 7. Policy-makers in that country are thinking of lowering the inflation rate from 10% to 5%. Is this sacrifice ratio higher or lower than the typical estimate? From your numbers, what is the amount of output that will be lost for this country to reduce its inflation rate?

a.
The sacrifice ratio is higher than the typical estimate. It will cost 70% of annual output to reach the new inflation target.

b.
The sacrifice ratio is higher than the typical estimate. It will cost 35% of annual output to reach the new inflation target.

c.
The sacrifice ratio is lower than the typical estimate. It will cost 70% of annual output to reach the new inflation target.

d.
The sacrifice ratio is lower than the typical estimate. It will cost 35% of annual output to reach the new inflation target.

ANS: B
PTS: 1
DIF: 3
REF: 17-4

TOP: Sacrifice ratio
MSC: Applicative


180.
A country is likely to have a lower sacrifice ratio if

a.
contracts are shorter, and the Central Bank is credible.

b.
contracts are shorter, and the Central Bank has a poor reputation.

c.
contracts are longer, and the Central Bank is credible.

d.
contracts are longer, and the Central Bank has a poor reputation.

ANS: A
PTS: 1
DIF: 2
REF: 17-4

TOP: Sacrifice ratio
MSC: Interpretive


181.
Which of the following would tend to shorten recessions associated with anti-inflation policies of the Federal Reserve?

a.
People adjust their expectations of inflation slowly.

b.
People believe policy announcements made by Fed officials.

c.
The short-run Phillips curve does not shift immediately.

d.
All of the above are correct.

ANS: B
PTS: 1
DIF: 1
REF: 17-4

TOP: Sacrifice ratio
MSC: Analytical


182.
Suppose that monetary policymakers announced that they were going to make a serious effort to fight inflation. A few years later the inflation rate has been reduced, but there had also been a serious recession. We could conclude with certainty that

a.
the rational expectations hypothesis is false.

b.
the rational expectations hypothesis is true.

c.
the policymakers lacked credibility.

d.
None of the above is certain.

ANS: D
PTS: 1
DIF: 3
REF: 17-4

TOP: Rational expectations | Credibility
MSC: Interpretive


183.
Ultimately, the short-run reduction in unemployment associated with an increase in inflation is due to

a.
the shape of the long-run aggregate supply curve.

b.
unanticipated inflation, not inflation per se.

c.
anticipated inflation, not inflation per se.

d.
a change in the natural rate of unemployment.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Short-run Phillips curve
MSC: Interpretive


184.
In 1979, Fed Chair Paul Volcker

a.
instituted an accommodative monetary policy to address adverse supply shocks.

b.
believed that inflation had not yet reached unacceptable levels.

c.
believed decreasing inflation would temporarily decrease output growth.

d.
All of the above are correct.

ANS: C
PTS: 1
DIF: 1
REF: 17-4

TOP: Volcker disinflation
MSC: Definitional


185.
The theory by which people optimally use all available information when forecasting the future is known as

a.
rational expectations.

b.
perfect expectations.

c.
credible expectations.

d.
predictive expectations.

ANS: A
PTS: 1
DIF: 1
REF: 17-4

TOP: Rational expectations
MSC: Definitional


186.
If the Fed announced a policy to reduce inflation and people found it credible, the short-run Phillips curve would shift

a.
right and the sacrifice ratio would fall.

b.
right and the sacrifice ratio would rise.

c.
left and the sacrifice ratio would fall.

d.
left and the sacrifice ratio would rise.

ANS: C
PTS: 1
DIF: 1
REF: 17-4

TOP: Volcker disinflation | Phillips curve | Credibility
MSC: Analytical


187.
Proponents of rational expectations theory argued that, in the most extreme case, if policymakers are credibly committed to reducing inflation and rational people understand that commitment and quickly lower their inflation expectation, the sacrifice ratio could be as small as

a.
0.

b.
1.

c.
4.

d.
5.

ANS: A
PTS: 1
DIF: 1
REF: 17-4

TOP: Rational expectations | Sacrifice ratio
MSC: Analytical


188.
In the late 1970s, proponents of rational expectations argued that

a.
the Fed should not attempt to aggressively fight inflation.

b.
the sacrifice ratio was smaller than previously thought.

c.
the short run was relatively long.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 1
REF: 17-4

TOP: Rational expectations | Sacrifice ratio
MSC: Definitional


189.
Proponents of rational expectations argued that the sacrifice ratio

a.
could be high because it was rational for people not to immediately change their expectations.

b.
could be high because people might adjust their expectations quickly if they found anti-inflation policy credible.

c.
could be low because it was rational for people not to immediately change their expectations.

d.
could be low because people might adjust their expectations quickly if they found anti-inflation policy credible.

ANS: D
PTS: 1
DIF: 2
REF: 17-4

TOP: Rational expectations
MSC: Interpretive


190.
The restrictive monetary policy followed by the Fed in the early 1980s

a.
reduced both unemployment and inflation.

b.
reduced inflation significantly, but at the cost of a severe recession.

c.
reduced unemployment significantly, but at the cost of higher inflation.

d.
raised both unemployment and inflation.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Volcker disinflation
MSC: Definitional


191.
The Volcker disinflation

a.
had virtually no impact on output just as the classical dichotomy suggested.

b.
was associated with rising output, perhaps due to expansionary fiscal policy.

c.
caused output to fall, but by less than the typical estimate of the sacrifice ratio suggested.

d.
None of the above is correct.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Volcker disinflation
MSC: Definitional


192.
The experience of the Volcker disinflation of the early 1980s

a.
generally increased estimates of the sacrifice ratio.

b.
generally decreased estimates of the sacrifice ratio.

c.
clearly refuted the predictions of the proponents of rational expectations.

d.
clearly refuted the predictions of the opponents of rational expectations.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Volcker disinflation
MSC: Definitional


193.
The consequences of the Volcker disinflation demonstrated that when Volcker announced his intention to reduce inflation quickly, on average the public thought

a.
he would try to fool them by raising inflation to decrease unemployment.

b.
inflation would be unchanged.

c.
inflation would fall but not by as much or as quickly as Volcker claimed.

d.
inflation would fall even further than Volcker was willing to admit.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Volcker disinflation
MSC: Definitional


194.
Over the long run the Volcker disinflation

a.
shifted the short-run and long-run Phillips curves left.

b.
shifted the short-run, but not the long-run Phillips curve left.

c.
shifted the long-run, but not the short-run Phillips curve left.

d.
None of the above is correct.

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Volcker disinflation
MSC: Applicative


195.
Which of the following describes the Volcker disinflation most accurately?

a.
Almost all of the public believed that the Fed would keep money growth low, so unemployment rose less than it would have otherwise.

b.
Almost all of the public believed that the Fed would keep money growth low, so unemployment rose more than it would have otherwise.

c.
Much of the public did not believe that the Fed would keep money growth low, so unemployment rose less than it would have otherwise.

d.
Much of the public did not believe that the Fed would keep money growth low, so unemployment rose more than it would have otherwise.

ANS: D
PTS: 1
DIF: 3
REF: 17-4

TOP: Volcker disinflation
MSC: Analytical


196.
From 1993-2001 the economy experienced

a.
relatively low inflation and unemployment rates.

b.
relatively high inflation and unemployment rates.

c.
relatively low inflation rates and relatively high unemployment rates.

d.
relatively high inflation rates and relatively low unemployment rates.

ANS: A
PTS: 1
DIF: 2
REF: 17-4

TOP: Volcker disinflation
MSC: Definitional


197.
For most of the 1990s, the Phillips curve was

a.
fairly far to the right partly because of lower inflation expectations.

b.
fairly far to the left partly because of lower inflation expectations.

c.
fairly far to the right partly because of adverse supply shocks.

d.
fairly far to the left partly because of adverse supply shocks.

ANS: B
PTS: 1
DIF: 1
REF: 17-4

TOP: Phillips curve 1990s
MSC: Applicative


198.
In the mid and late 1990s,

a.
aggregate supply and the Phillips curve shifted right

b.
aggregate supply and the Phillips curve shifted left.

c.
aggregate supply shifted right and the Phillips curve shifted left.

d.
aggregate supply shifted left and the Phillips curve shifted right.

ANS: C
PTS: 1
DIF: 1
REF: 17-4

TOP: Phillips curve 1990s
MSC: Definitional


199.
Other things the same, a country that decides to reduce inflation will

a.
have a higher unemployment rate in the short run and the long run.

b.
have a higher unemployment rate only in the long run.

c.
have a higher unemployment rate only in the short run.

d.
not have a higher unemployment rate in either the short run or the long run.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Short-run Phillips curve | Long-run Phillips curve
MSC: Interpretive


200.
The arguments of Friedman and Phelps would suggest that other things the same a country that pursues a disinflationary policy

a.
should not see an increase in the unemployment rate even in the short run.

b.
will having rising unemployment for a while, but then return to the natural rate of unemployment.

c.
will have a permanently higher unemployment rate.

d.
None of the above is suggested by the arguments of Friedman and Phelps.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Short-run Phillips curve | Long-run Phillips curve
MSC: Interpretive


201.
In Fall of 2004 the unemployment rate was about 5.4% and the inflation rate was about 2.5%. Compared to other points of the Greenspan era

a.
The inflation rate and unemployment rate were much higher than their averages.

b.
The inflation rate and unemployment rate were much lower than their averages.

c.
The unemployment rate was much higher and the inflation rate was much lower than their averages.

d.
The unemployment rate and the inflation rate were not too far from their averages.

ANS: D
PTS: 1
DIF: 2
REF: 17-4

TOP: Greenspan
MSC: Definitional


202.
Considering a plot of the inflation rate and the unemployment rate, one might conjecture that the short run Phillips curve was further to the right in the first part of the 2000s than it was in the last part of the 1990s and 2000.

a.
If so, this might be the result of a negative supply shock or an increase in expected inflation.

b.
Is so, this might be the result of a negative supply shock, or a decrease in expected inflation.

c.
If so, this might have been the result of a positive supply shock, or an increase in expected inflation.

d.
If so, this might have been the result of a positive supply shock, or a decrease in expected inflation.

ANS: A
PTS: 1
DIF: 2
REF: 17-4

TOP: Short-run Phillips curve
MSC: Analytical

Monetary Policy in Hyperion

In Hyperion the Department of Finance is responsible for monetary policy. Hyperion has had an inflation rate of 25% for many years.


203.
Refer to Monetary Policy in Hyperion. Suppose Hyperion has had the same inflation rate for a long time. Which, if either, of the following ideas imply that the unemployment rate in Hyperion would be above the natural rate.

a.
both the Classical dichotomy and the long-run Phillips curve

b.
the Classical dichotomy, but not the long run Phillips curve

c.
the long-run Phillips curve, but not the Classical dichotomy

d.
neither the long-run Phillips curve nor the Classical dichotomy

ANS: D
PTS: 1
DIF: 2
REF: 17-4

TOP: Classical dichotomy | Long-run Phillips curve
MSC: Definitional


204.
Refer to Monetary Policy in Hyperion. Suppose that the Hyperion Department of Finance undertakes a public relations campaign to convince people that they will soon change monetary policy to reduce inflation to 12.5%. If Hyperions believe their government then which, if any, curve(s) shift right?

a.
the short-run and the long-run Phillips curve

b.
the short-run but not the long run Phillips curve

c.
the long-run but not the short-run Phillips curve

d.
neither the short-run nor the long-run Phillips curve

ANS: D
PTS: 1
DIF: 2
REF: 17-4

TOP: Phillips curve | Expected inflation
MSC: Applicative


205.
Refer to Monetary Policy in Hyperion. Suppose that the Hyperion Department of Finance undertakes a public relations campaign to convince people that they will soon change monetary policy to reduce inflation to 12.5%. If Hyperions believe their government then which, if any, curve(s) shift left?

a.
the short-run and the long-run Phillips curve

b.
the short-run but not the long run Phillips curve

c.
the long-run but not the short-run Phillips curve

d.
neither the short-run nor the long-run Phillips curve

ANS: B
PTS: 1
DIF: 2
REF: 17-4

TOP: Phillips curve | Expected inflation
MSC: Applicative


206.
Refer to Monetary Policy in Hyperion. Suppose that the Hyperion Department of Finance has run a public relations campaign claiming it will reduce inflation to 12.5% but that it actually leaves inflation at 25%. Suppose that the public had expected that the Department of Finance would reduce inflation, but only to 20%. Then 

a.
unemployment falls, but it would have fallen more if people had been expecting 12.5% inflation.

b.
unemployment falls, but it would have fallen more if people had been expecting 22% inflation.

c.
unemployment rises, but it would have risen more if people had been expecting 12.5% inflation.

d.
unemployment rises, but it would have risen more if people had been expecting 22% inflation.

ANS: A
PTS: 1
DIF: 3
REF: 17-4

TOP: Short-run Phillips curve | Inflation expectations
MSC: Analytical


207.
Refer to Monetary Policy in Hyperion. Suppose that the Hyperion Department of Finance has run a public relations campaign claiming it will reduce inflation to 12.5% and that it actually reduces inflation to that level. Suppose that the public had expected that the Department of Finance would reduce inflation but only to 22%. Then 

a.
unemployment falls, but it would have fallen more if people had been expecting 12.5% inflation.

b.
unemployment falls, but it would have fallen more if people had been expecting 25% inflation.

c.
unemployment rises, but it would have risen more if people had been expecting 12.5% inflation.

d.
unemployment rises, but it would have risen more if people had been expecting 25% inflation.

ANS: D
PTS: 1
DIF: 3
REF: 17-4

TOP: Short-run Phillips curve | Inflation expectations
MSC: Analytical


208.
Refer to Monetary Policy in Hyperion. Suppose that the Hyperion Department of Finance has run a public relations campaign claiming it will reduce inflation to 12.5% but it actually raises inflation to 30%. Suppose that the public had expected that the Department of Finance would reduce inflation but only to 22%. Then 

a.
unemployment falls, but it would have fallen less if people had been expecting 12.5% inflation.

b.
unemployment falls, but it would have fallen less if people had been expecting 25% inflation.

c.
unemployment rises, but it would have risen less if people had been expecting 12.5% inflation.

d.
unemployment rises, but it would have risen less if people had been expecting 25% inflation.

ANS: B
PTS: 1
DIF: 3
REF: 17-4

TOP: Short-run Phillips curve | Inflation expectations
MSC: Analytical


209.
Refer to Monetary Policy in Hyperion. Suppose that the Hyperion Department of Finance has run a public relations campaign claiming it will reduce inflation to 12.5% and that it actually reduces inflation to that level. Suppose that the public was very skeptical and in fact thought the Hyperion Department of Finance was going to raise inflation to 30% so it could increase its expenditures. Then 

a.
unemployment falls, but it would have fallen less if people had been expecting 25% inflation.

b.
unemployment falls, but it would have fallen less if people had been expecting 35% inflation.

c.
unemployment rises, but it would have risen less if people had been expecting 25% inflation.

d.
unemployment rises, but it would have risen less if people had been expecting 35% inflation.

ANS: C
PTS: 1
DIF: 3
REF: 17-4

TOP: Short-run Phillips curve | Inflation expectations
MSC: Analytical


210.
Refer to Monetary Policy in Hyperion. Suppose the Hyperion Department of Finance has run a public relations campaign claiming it will reduce inflation to 12.5% and actually reduces inflation to that level. Suppose at first that the public thought inflation would only drop to 18%, but eventually become convinced that the inflation rate will stay at 12.5%.

a.
unemployment rises in the short run, and remains higher than it’s original value in the long run.

b.
unemployment rises in the short run, and is the same as it’s original value in the long run.

c.
unemployment falls in the short run, and is lower than it’s original value in the long run.

d.
unemployment falls in the short run, and is the same as it’s original value in the long run.

ANS: B
PTS: 1
DIF: 3
REF: 17-4

TOP: Short-run Phillips curve | Inflation expectations
MSC: Analytical


211.
Which of the following is correct?

a.
In the short run, policymakers face a tradeoff between inflation and unemployment.

b.
Events that shift the long-run Phillips curve right shift the long-run aggregate supply curve left.

c.
Unemployment can be changed only by the use of government policy.

d.
The decrease in output associated with reducing inflation is less if the policy change is announced ahead of time and is credible.

ANS: C
PTS: 1
DIF: 2
REF: 17-4

TOP: Phillips curve
MSC: Interpretive


212.
Most economists believe that a tradeoff between inflation and unemployment exists

a.
only in the short run.

b.
only in the long run.

c.
in both the short and long run.

d.
in neither the short nor long run.

ANS: A
PTS: 1
DIF: 1
REF: 17-4

TOP: Phillips curve
MSC: Definitional

True/False


1.
In the long run, the natural rate of unemployment depends primarily on the growth rate of the money supply.

ANS: F
PTS: 1
DIF: 1
REF: 17-0

TOP: Natural rate of unemployment
MSC: Definitional


2.
In the long run, the inflation rate depends primarily on money supply growth.

ANS: T
PTS: 1
DIF: 1
REF: 17-0

TOP: Inflation
MSC: Definitional


3.
If macroeconomic policy expands aggregate demand, unemployment will fall and inflation will rise in the short run.

ANS: T
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Applicative


4.
The logic behind the tradeoff between inflation and unemployment is that high aggregate demand puts upward pressure on wages and prices while raising output.

ANS: T
PTS: 1
DIF: 2
REF: 17-1

TOP: Phillips curve
MSC: Analytical


5.
Short-run outcomes in the economy can be expressed in terms of output and the price level, or in terms of unemployment and inflation.

ANS: T
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve | Aggregate demand and supply
MSC: Applicative


6.
Fiscal policy cannot be used to move the economy along the short-run Phillips curve.

ANS: F
PTS: 1
DIF: 1
REF: 17-1

TOP: Short-run Phillips curve | Fiscal policy
MSC: Applicative


7.
If the Fed were to increase the money supply, inflation and unemployment would both increase in the short run.

ANS: F
PTS: 1
DIF: 1
REF: 17-1

TOP: Phillips curve
MSC: Analytical


8.
The vertical long-run Phillips curve is inconsistent with monetary neutrality implied by the classical dichotomy.

ANS: F
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Interpretive


9.
Friedman and Phelps believed that the natural rate of unemployment was constant.

ANS: F
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Definitional


10.
Although monetary policy cannot reduce the natural rate of unemployment, other types of policies can.

ANS: T
PTS: 1
DIF: 1
REF: 17-2

TOP: Natural rate of unemployment
MSC: Definitional


11.
A policy change that reduced the natural rate of unemployment would shift both the long-run aggregate-supply curve and the long-run Phillips curve left.

ANS: F
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve | Long-run aggregate supply
MSC: Applicative


12.
In the long run, people come to expect whatever inflation rate the Fed chooses to produce, so unemployment returns to its natural rate.

ANS: T
PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


13.
The analysis of Friedman and Phelps argues that any change in inflation that is expected has no impact on the unemployment rate.

ANS: T
PTS: 1
DIF: 2
REF: 17-2

TOP: Short-run Phillips curve | Inflation expectations
MSC: Analytical


14.
In the Friedman-Phelps analysis, when inflation is less than expected, unemployment is greater than the natural rate.

ANS: T
PTS: 1
DIF: 1
REF: 17-2

TOP: Short-run Phillips curve
MSC: Applicative


15.
According to the Friedman-Phelps analysis, in the long run, actual inflation equals expected inflation, and unemployment is at its natural rate.

ANS: T
PTS: 1
DIF: 1
REF: 17-2

TOP: Long-run Phillips curve
MSC: Applicative


16.
An increase in inflation expectations shifts the short-run Phillips curve right and has no effect on the long-run Phillips curve.

ANS: T
PTS: 1
DIF: 1
REF: 17-3

TOP: Short-run Phillips curve | Inflation expectations
MSC: Applicative


17.
An adverse supply shock shifts the short-run Phillips curve right and the short-run aggregate-supply curve left.

ANS: T
PTS: 1
DIF: 1
REF: 17-3

TOP: Adverse supply shocks
MSC: Applicative


18.
In most of the 1970s, the Fed's policy created expectations of high inflation.

ANS: T
PTS: 1
DIF: 1
REF: 17-3

TOP: Inflation 1970s
MSC: Definitional


19.
A decrease in the growth rate of the money supply eventually causes the short-run Phillips curve to shift right.

ANS: F
PTS: 1
DIF: 2
REF: 17-3

TOP: Short-run Phillips curve | Contractionary policy
MSC: Analytical


20.
The sacrifice ratio is the percentage point increase in the unemployment rate created in the process of reducing inflation by one percentage point.

ANS: F
PTS: 1
DIF: 1
REF: 17-4

TOP: Sacrifice ratio
MSC: Definitional


21.
Proponents of rational expectations argue that failing to account for peoples' revised expectations led to estimates of the sacrifice ratio that were too high.

ANS: T
PTS: 1
DIF: 1
REF: 17-4

TOP: Rational expectations | Sacrifice ratio
MSC: Definitional


22.
The sacrifice ratio of the Volcker disinflation was larger than previous estimates had predicted.

ANS: F
PTS: 1
DIF: 1
REF: 17-4

TOP: Volcker disinflation | Sacrifice ratio
MSC: Definitional


23.
Monetary policy of the early 1980s cut inflation by more than half.

ANS: T
PTS: 1
DIF: 1
REF: 17-4

TOP: Volcker disinflation
MSC: Definitional

Short Answer


1.
Are the effects of an increase in aggregate demand in the aggregate demand and aggregate supply model consistent with the Phillips curve? Explain.

ANS: 

Consider what happens when the aggregate-demand curve shifts. For example, suppose there is an increase in aggregate demand. The aggregate demand and supply model shows that prices and output will rise. Rising prices mean that there is inflation. Rising output means falling unemployment. Thus, a shift in the aggregate-demand curve along the aggregate-supply curve corresponds to a movement along the Phillips curve.

PTS: 1
DIF: 2
REF: 17-1


TOP: Aggregate demand and supply | Phillips curve
MSC: Analytical


2.
The Phillips curve and the short-run aggregate supply curve are closely related, yet one slopes downward and the other slopes upward. Discuss.

ANS: 

The Phillips curve shows the relation between inflation and unemployment. The short-run aggregate-supply curve shows the relation between the price level and output. When aggregate demand increases, the price level and output rise. The rising price level means that inflation has increased. The rising level of output means that firms will hire more workers so that the unemployment rate falls. Thus, the model implies that inflation and unemployment are inversely related as the Phillips curve indicates. Real GDP and the unemployment rate move in the opposite direction. So it is consistent to have an upward sloping aggregate supply curve with output on the horizontal axis and a downward sloping Phillips curve with unemployment on the horizontal axis.

PTS: 1
DIF: 2
REF: 17-1


TOP: Short-run Phillips curve | Short-run aggregate supply
MSC: Analytical


3.
Explain the connection between the vertical long-run aggregate supply curve and the vertical long-run Phillips curve.

ANS: 

Both reflect the classical dichotomy. The vertical long-run aggregate supply curve says that, in the long run, the economy will be at its natural rate of output, and that this is the same no matter what the price level. The natural rate of output depends on the natural rate of unemployment. The vertical Phillips curve says that, in the long run, the economy will be at the natural rate of unemployment (corresponding with the natural rate of output), and that this is the same no matter what the inflation rate. Both curves are consistent with the classical dichotomy that says real variables are not affected by nominal variables.

PTS: 1
DIF: 2
REF: 17-2


TOP: Long-run Phillips curve | Long-run aggregate supply
MSC: Analytical


4.
Suppose that the Fed unexpectedly pursues contractionary monetary policy. What will happen to unemployment in the short run? What will happen to unemployment in the long run?

ANS: 

In the short run, unemployment will rise, because, contractionary policy reduces actual inflation and so moves the economy down along the Phillips curve. In the long run, the economy will return to its natural rate of unemployment as the short-run Philip curve shifts left as inflation expectations fall.

PTS: 1
DIF: 2
REF: 17-2


TOP: Phillips curve | Contractionary policy
MSC: Analytical


5.
What did Friedman and Phelps predict would happen if policymakers tried to move the economy upward along the Phillips curve? Did the behavior of the economy in the late 1960s and the 1970s prove them wrong?

ANS: 

Friedman and Phelps predicted that, over time, people would come to expect the higher inflation, so the short-run Phillips curve would shift right. When this happened, unemployment would go back to its natural rate, but inflation would be higher. The behavior of the economy in the late 1960s and the 1970’s was consistent with their theory. Inflation rose but unemployment did not remain low.

PTS: 1
DIF: 2
REF: 17-2

TOP: Long-run Phillips curve
MSC: Analytical


6.
Some countries have inflation around or in excess of 8 percent. Suppose that the sacrifice ratio is 2.5. What is the cost of reducing inflation from 8 percent to 2 percent? In your answer, define the sacrifice ratio and show and explain how you found the cost of inflation reduction.

ANS: 

The sacrifice ratio gives the annual percentage decline in output required to reduce the inflation rate 1 percentage point. The sacrifice ratio is 2.5 so if a country with 8 percent inflation wants to reduce it to 2 percent they will face a reduction in output equal to 2.5 times 6 percent = 15 percent of annual output.

PTS: 1
DIF: 2
REF: 17-4


TOP: Short-run Phillips curve | Sacrifice ratio
MSC: Applicative


7.
Why does a downward-sloping Phillips curve imply a positive sacrifice ratio?

ANS: 

A downward-sloping Phillips curve implies that as a government acts to decrease inflation, unemployment increases. Increased unemployment leads to lower output. So the Phillips curve implies that inflation reduction requires a decrease in output, as does a positive sacrifice ratio.

PTS: 1
DIF: 2
REF: 17-4


TOP: Sacrifice ratio | Short-run Phillips curve
MSC: Analytical


8.
Suppose that the economy is at an inflation rate such that unemployment is above the natural rate. How does the economy return to the natural rate of unemployment if this lower inflation rate persists? Use sticky-wage theory to explain your answer.

ANS: 

If unemployment is above its natural rate, then actual inflation is less than expected inflation. According to sticky-wage theory when inflation is less than expected, prices will have risen less than nominal wages which are based on expected inflation. Because prices have risen less than nominal wages, firms will choose to reduce production and lay off or fire workers. Eventually workers and firms will have lower inflation expectations and the nominal wage will adjust to a level consistent with lower inflation expectations, which will encourage firms to raise production. This increase in production causes unemployment to fall and shifts the short-run Philips curve to the left and the unemployment rate will return to it natural rate.

PTS: 1
DIF: 3
REF: 17-4


TOP: Long-run equilibrium | Sticky-wages
MSC: Analytical


9.
Some economists argue that simply and suddenly reducing money supply growth is a costly way to reduce inflation and that it may not work. For example, if a government cuts money growth but makes no real fiscal reforms, people will expect the government will eventually need to expand the money supply to pay for its expenditures. Thus, the promise to fight inflation will not be credible. Explain why credibility is important to a reduction in the inflation rate.

ANS: 

If people believe that the government really will honor its promise to reduce inflation, than inflation expectations fall. This change in expectations shifts the short-run Phillips curve left so that at any actual inflation rate the unemployment rate will be lower. If the government reduces money supply growth and at the same time people reduce their inflation expectations, unemployment will rise by less than if people maintain their inflation expectations.  The same argument can be made using the following equation.

Unemployment rate = natural rate of unemployment – a(actual inflation – expected inflation)

Suppose the government reduces actual inflation. If expected inflation is unchanged, then the unemployment rate rises by more than if people revise their expectations of inflation downward.

PTS: 1
DIF: 3
REF: 17-4

TOP: Credibility
MSC: Analytical


10.
Some countries have had high inflation rates for a long time and other countries have had low inflation rates for a long time. Yet in some of the high inflation countries the average unemployment rate has been about the same or sometimes higher than in the low inflation countries. Explain how these observations can be consistent with the Phillips curve.

ANS: 

They are consistent with the long-run Phillips curve. In the long run the natural rate of unemployment is determined by factors other than inflation. For example, the natural rate of unemployment will be higher in a country with a higher minimum wage and more generous unemployment compensation. In the long run, inflation depends on the growth rate of the money supply. So, it is possible for a country with a Phillips curve that is farther to the right to also have greater money supply growth and higher inflation.

PTS: 1
DIF: 3
REF: 17-4


TOP: Phillips curve | Natural rate of unemployment | Inflation expectations
MSC: Analytical


11.
Suppose that the Prime Minister and Parliament of Veridian are disappointed with the high inflation rates under the current system where the Veridian Ministry of Finance is in charge of the money supply. They make reforms to lower inflation from its current rate of 10%. Suppose further that the public is confident that with the reforms in place that inflation will fall to 2%. Also suppose that those in control of the money supply actually conduct monetary policy so that the actual inflation rate is 4%. Using long-run and short-run Phillips curves and assuming the natural rate of unemployment is 6%, show the initial long run equilibrium of Veridian and label it “A”. Assuming that the government had actually set inflation at 2% and that the public believed this, label the long-run equilibrium “B”. Now, suppose that inflation expectations fell to 2% and that the government unexpectedly created inflation of 4%. Show the short-run equilibrium and label it “C”. If the money supply continues to grow at a rate consistent with 4% inflation, show where the economy ends up and label that point “D”.

ANS: 

[image: image5.png]inf %
10 4
9 4
s | A
7
6 -
5 <
4 4 C D
3 4
5 B
1 4
1234567891

Unemployment %






Veridian Phillips Curves

PTS: 1
DIF: 3
REF: 17-4


TOP: Short-run Phillips curve | Long-run Phillips curve
MSC: Analytical
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