
Solution key  
to exercises from chapter 15 of Macroeconomics 
 
 
15.1 (a) u* = 18 
 (b) Δu = -4% 

 (c) 11%Y
Y
∆

=  

 
15.2  Change in unemployment if we solve for the equation of 1974-2011: +6.44 
percentage points – a higher value than empirically observed.  
  Change in unemployment if we solve for the equation of 1995-2011: +3.99 
percentage points – a higher value than empirically observed. 
 
15.3 Assuming that oil is imported and that the initial effect on the demand side is stronger 

than the effect on the supply side of the economy. 
 (a)  Adaptive expectations: Y0 < Y1 , YLF < Y0 , π0 < π1 , πLF = π0 

  Rational expectations: Y0 < Y1 , Y3 = YLF < Y0 , π0 < π1 , π3 = πLF = π0 
 (b) Same qualitative effect as in a. 
 
15.5 

period 0 1 2 3 4 5 6 
ρ = 0.2 0 5 1 0.2 0.04 0.008 0.0016 
ρ = 0.9 0 5 4.5 4.05 3.645 3.2805 2.95245 
ρ = 1 0 5 5 5 5 5 5 

 
The estimate for European ρ should be higher than for American ρ. 

 
15.4 (a) Unemployment still highly persistent but slowly decreases over time. 
 (b) Yes 
 
15.6 (a) Period 1: Y1↓, Y** constant; Period 2: Y0>Y2> Y1, Y**↓; Period 3: Y↑ (possibly even 

above Y0), Y**↑ ⇒ During some periodes of the adjustment process Y will be above 
Y0. 

 (b) Period 1: as in (a), Period 2: Period 2: Y0>Y2> Y1, Y**↓; Period 3: Period 2: Y0>Y3> 
Y2, Y**↑⇒ During the adjustment process Y will always be below Y0. 

 (c) No effect on Y or Y** 
 
15.7 (a) Y = 497.5 
 (b) Y = 498 
 (c) Y = 500 
 
15.8  We see that an increase in B shifts the point of intersection with the horizontal axis to 

the left. Since IS also becomes flatter, it strictly sits to the left of the old IS curve in the 
area defined by i≥0 and Y≥0. 

 
15.9 (a) The financial crisis 2MM is a global crisis in the money market, which includes the 

small open economy under fixed exchange rates. A confidence crisis in the world's 
banking sectors including the domestic one raises both the money market risk premium 
at home and the one abroad. The first change has no effect, and the second a negative 
effect on the small country's income. 

 (b) Financial crisis 4CM is a global crisis in the capital market, which does not in-clude 
the small open economy with fixed exchange rates. 

 
 



15.10 Once the economy is pushed beyond the insolvency threshold introduced in section 
14.5, a self-reinforcing feedback-loop between interest rate increases and rating 
downgrades (or self-fulfilling prophecy) drives interest rates up quickly and ratings 
down further and further. 
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