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7. Suppose that the economy is described by:

πt = πt-1 - (ut - .06) (Phillips curve with adaptive expectations)
ut = ut-1 + .012 - 0.4 x Mt (Aggregate demand)

ut = ut-1=

0.06, πt = 0.07, and Mt = .10. And suppose that the government suddenly follows a policy

in year t-1 of reducing Mt  to 0, and keeping it at zero.

A. What happens to unemployment and inflation in year t+1?

B. What happens to unemployment and inflation in year t+2?

C. What happens to unemployment and inflation in the long run?

D. How would your answer be different if the economy had rational rather than

adaptive expectations?


