Q1

a)

For simplicity we assume that there is no involuntary unemployment initially in the labor market. The labor market clears at the existing real wage. The goods market price level is completely sticky and the price level is fixed at P=. 
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Let there is expansionary fiscal policy, this increases aggregate demand in the goods market. As prices are fixed, the rise in demand increases output by full multiplier effect. The rise in demand decreases firms’ inventory and they demand more labor in order to maintain the inventory. On the other hand, as prices are sticky the rise in labor demand increases nominal and real wage. This increases supply of labor to match the demand. There will be no involuntary unemployment in the labor market.

b)

Let the wage rate is fixed at , this makes labor supply a decreasing function of piece level. This is because the real wage varies with prices.
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Let there be an expansionary policy for one time, this increases aggregate demand. The rise in demand increases price level. The increase in price level decreases real wage despite the fixed wage rate. As real wage decreases firms profit rises and demand for labor rises. The fall in level of real wage, decreases supply of labor in the labor market. This increases the involuntary unemployment in the labor market.

c)

The empirical evidence does not match with any of the model given above. The empirical evidence suggests the wages and prices are both either flexible or inflexible downwards. This makes unemployment a direct function of real wages. The expansionary policy increases labor demand and decreases involuntary unemployment in the real world.


Q2.

a)
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b)

By empirical evidence of natural rate hypothesis there is no trade off between inflation and unemployment in the long run. The unemployment is fixed at the natural rate. The Phillips curve is vertical at the natural rate of unemployment. In this scenario Friedman assumed that the Price level in fixed in the long run and the wages are function of present price level. This is not consistent with present model. The above model describes the failure of Phillips curve.


Q3.
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Q4.
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