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1. An economy has the following AD and AS curves.
ADcurve Y =300 +30(M/P).
AScurve Y=Y +10(P~ P°).

¥ =500 and M = 400.
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a). Suppose that P°= 60. What are the equilibrium values of the price
level, P, and output, ¥ ?

b). An unanticipated increase raises the money supply to M = 700.
Because the increase is unanticipated, P° remains at 60. What
are the equilibrium values of the price level, P, and output, ¥'?

¢). The central bank announces that the money supply will be
increased to M =700, which the public believes. Now what are the
equilibrium values of the price level, P, the expected price level,

P, and output, Y7

2. An economy is described by the following three equations:

u, —u,_, =-0.4(g, —003) (Okun’s Law)
7, ~nx,, =—(u, ~0.006) (Phillips curve)
€y = 8w — T, (Aggregate demand relation)

Assume initially that unemployment rate u, =u,, = 0.06, money

growth rate g,, =0.1, and inflation rate , = 0.07, and that this year

money growth is permanently reduced from 0.1 to 0.

a). Determine the impact on unemployment and inflation this year.

b). Determine the impact on unemployment and inflation next year.

c). Determine the impact on unemployment and inflation in the long
run.
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3. Assume that prices and wages adjust rapidly so that the markets for
tabor, goods, and assets are always in equilibrium. What are the effects
of each of the following on output, the real interest rate, and the
current price level?

a). A temporary increase in labor supply.

b). A temporary increase in government purchases.
¢). An increase in the interest rate paid on money.
d). A reduction in expected inflation.

4. Suppose that starting [rom an initial equilibrium at the natural level of
output, a country revalues its currency (that is, it makes its currency
more expensive in terms of foreign currency).

a). Draw an AD-AS diagram illustrating the short-run impact of this
policy.

b). In the short run, what happens to the real exchange rate, net
exports, and output?

c). After all adjustments have taken place, indicate the final long-run
equilibrium of the economy on your diagram.,

d). In the tong run, what happens to the real exchange rate, net exports,
and output?

5. a). What do you know about the “Rational Expectatioln”?
b). How does Lucas apply the concept of rational expectation to his
famous “Lucas critique”?




