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Part 1: 
Olivier Blanchard, David Johnson, Macroeconomics. 
 
Chapter 11, Pages 212-213, Questions 1, 3, 4, 5.  
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Part 2: 
 
Chapter 12, Questions 1, 2, 3, 4, and 6.  
 
 
 
7- Suppose that the Phillips curve is given by:   πt = πt

e
 + K – 2 ut     

where K is a constant and that           πt
e
 = πt-1     

 
Suppose that initially unemployment is equal to the natural rate and π = 12%. The authorities decide in year t 
that 12% inflation is too high and that they will maintain unemployment rate 1 percentage point above the 
natural rate of unemployment until the inflation rate des to 2%. 
 
a)- Solve for the natural rate of unemployment as a function of the constant K. What is the sacrifice ratio? How 
does the sacrifice ratio depend on the natural rate of unemployment? 
 
b)- Compute the rate of inflation for years t and t+ l. (Hint: Express the Phillips curve as a function of the 
difference between the current unemployment rate and the natural rate of unemployment.) 
 
c)-For how many years must the authorities keep the unemployment rate above the natural rate of 
unemployment? Is the implied sacrifice ratio consistent with your answer to (a)? 
 
Now suppose that people know that the authorities to lower inflation to 2% but they are not sure of the 
authorities willingness to accept an unemployment rate above the natural rate of unemployment. So, their 
expectation of inflation is a weighted average of the target of 2% and the last year’s inflation, that is: 
                                                    πt

e
 = b 2% + (1-b) πt-1     

 where b is the weight they put on the government's target of 2%. 
 
d)- Let b = 0.25. How long will it take before the inflation rate is no higher than 2%? What is the 
sacrifice ratio now? 
e)- Suppose that after the government's policy has been in effect for one year, people believe the authorities 
completely. So, they now set their expectations according to: πt

e
 = 2%     

From what year onward can the authorities let the unemployment rate return to the natural rate? 
 
f)- What advice would you give to a policy maker interested in lowering the rate of inflation by increasing the 
rate of unemployment as little and for as short a time period as possible? 
 
 


