Macroeconomics

Instructor: Mark Tomass

Answer Key to Homework 16

1. The Fed could engage in an expansionary monetary policy that would seek to lower real interest rates.

2. The Fed should engage in a contractionary monetary policy that will increase real interest rates and restrain aggregate demand.

3. An expansionary monetary policy increases money supply and lowers real interest rates.  The decline in real interest rates increases the quantity of investment goods demanded, which increases aggregate demand.  Given aggregate supply an increase in aggregate demand increases real GDP and the price level in the short run.

4. A contractionary monetary policy will increase real interest rates.  This will reduce the quantity of investment goods demanded per year.  As aggregate demand declines so will real GDP and there will also be downward pressure on the price level.

5. Under such circumstances money supply will not increase.  Real interest rates will not fall and monetary policy will be ineffective in stimulating the economy.

6. Under such circumstances a decline in real interest rates will not increase the quantity of investment goods demanded and there will be no increase in real GDP.

7. The price level will increase by 25%.

8. The price level will increase.

9. As real GDP increases money demand typically increases as the transactions demand for money rises.  Given the money stock the increase in money demand will put upward pressure on interest rates.  The Fed can prevent interest rates from rising by increasing the money supply.

10. In the long run the economy achieves potential real GDP and increases in the money stock can only increase the price level.  Keeping interest rates pegged in a growing economy will mean that the equilibrium money stock must rise, which will put upward pressure on the price level.

