
14.02 Principles of Macroeconomics             Spring 98
Problem Set 9 (Suggested Solutions)

1.  Phillips Curve
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b)

Period Inflation rate
(θ=0)

Inflation rate
(θ=1)

t 3% 3%
t+1 3% 6%
t+2 3% 9%
t+3 3% 12%

c) When θ = 1, keeping the unemployment rate below the natural rate causes a continually increasing rate
of inflation, and, therefore, an acceleration of the price level.  When θ = 0, by contrast ut<un implies a
greater inflation rate than otherwise, but not an increasing one.

d) When θ = 1, whenever ut < un, the inflation rate will continually increase; when ut > un, the inflation
rate will continually decrease.  The authorities cannot observe un, but they can observe what happens to
the inflation rate at different values of ut.  By trial and error, they could (in theory) find the ut where the
inflation rate remains stable.  This should be the natural rate of unemployment.

2.  Open Economy

a) In the short run, the revaluation causes a real appreciation of the domestic currency, increasing the
relative price of domestic goods compared to foreign goods and decreasing net exports.  This will
cause the AD curve to shift leftward along an unchanged AS curve.

b) In the short run, the real exchange rate falls (a real appreciation); net exports and output decrease.

c) The new long-run equilibrium lies along the new AD curve, at the initial level of output Yn.  (That is,
the AS curve shifts downward along the new AD curve.)

d) In the long run, the real exchange rate, net exports, and output will all have returned to their initial
values.

3. Growth

The production function:  Y = NK
The saving rate (s) = .10
The depreciation rate )(δ = .10



a) With this production function, steady-state capital per worker is given by text equation (23.8):

.0.1)10./10(.)/(/ 22 ==δ= sNK

b) With this production function, steady-state output per worker is given by text equation (23.9):
.0.110./10.// ==δ= sNY

c) If δ = .20, the new steady-state capital per worker will be .25.)20./10(.)/(/ 22 ==δ= sNK
The new steady-state output per worker will be .5.20./10.// ==δ= sNY


