Macroeconomics

Instructor: Mark Tomass

Review Questions H16

Stabilization of the Economy through Monetary Policy

 1.
The current level of interest rates in the economy is about 8 percent.  The Fed believes aggregate demand will decline during the year.  How can the Fed counteract the expected decline in aggregate demand in a way that will prevent a recession?

2.
Inflation is currently 4 percent per year.  The Fed believes an increase in aggregate demand will put upward pressure on the price level during the year.  What actions should the Fed engage in to counteract the inflationary pressures in the economy?

3.
Show how an expansionary monetary policy influences the money supply and the market rate of interest.  How are the effects of an expansionary monetary policy transmitted to the economy at large in a way that affects real GDP and the price level?  Use aggregate supply and demand analysis to predict the impact of an expansionary monetary policy.

4.
Explain how a contractionary monetary policy will affect real interest rates and the quantity of investment goods demanded per year.  Show how the contractionary monetary policy will affect macroeconomic equilibrium, assuming that the aggregate gate supply curve is stable.

5.
Suppose banks held excess reserves made available through Federal Reserve System open market purchases.  Under these circumstances, how effective will monetary policy be in stimulating the economy?

6.
Suppose the demand curve for investment goods is a vertical line plotting investment purchases against the real rate of interest.  Under these circumstances, how effective will monetary policy be in eliminating a recessionary GDP gap?

7.
The economy is currently at full employment.  During the year the money stock is increases by 25 percent.  Assuming the income velocity of circulation of money is constant during the year, what will be the impact of the price level?

8.
Suppose the Fed pursues a monetary policy that allows the money supply to grow at the same rate as the long-term growth rate of real GDP.  During a five-year period for which this policy is pursued, the income velocity of circulation of money doubles from 2 to 4.  What will happen to the price level over the five-year period?

9.
Explain why the demand for money will increase as the economy begins to pull out a recession.  Why will interest rates tend to rise as the economy moves into this expansionary phase of the business cycle?  How can the Fed prevent the rise in interest rates from dampening the recovery from the recession?  Why does keeping interest rates from rising mean the money supply must grow?

10.
Why are the long-term effects of monetary policy likely to differ from the short-term effects?  Why can a policy designed to keep interest rates from fluctuating cause inflation in the long run?
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