Economics 101b; Fall 2005; Problem Set 5

Due in lecture October 21

1. What would the Federal Reserve have to do if it wanted to raise the monetary base
today by $10 billion? What do you guess would happen to the price of short-term
government bonds if the Federal Reserve did this? (One sentence only!)

2. Do you think that unspent balances on credit cards--the difference between what you
currently owe on your credit card and the limit that the credit card company allows you--
should be counted as "money"? Why or why not? (One sentence only!)

3. Think about the four possible source of price stickiness: money illusion, "fairness"
considerations, misperceptions of price changes, and menu costs. What have you read or
seen in the past two months that strike you as examples of any of these four phenomena?
Which of the four strikes you as most likely to be the most important? (One paragraph
only!)

4. What changes in the economy's institutions can you think of that would diminish price
stickiness and increase price flexibility? What advantage in terms of the size of the
business cycle would you expect to follow from such changes in institutions? What
disadvantages do you think that such institutional changes might have? (One paragraph
only!)

5. Why do economists today tend to believe that monetary policy is superior to
discretionary fiscal policy as a stabilization policy tool? In what circumstances that you
can imagine would this belief be reversed? (One paragraph only!)

6. Suppose that the government and central bank together want to keep GDP constant but
raise the rate of investment. What policies can they follow to achieve this? (One sentence
only!)

7. Suppose that the economy's Phillips curve is given by:
u=u*-p(r-n)

with §§ equal to 0.5 and the natural rate of unemployment u* equal to 5%. Suppose that
the economy has for a long time had a constant inflation rate © equal to 2% per year.
Suddenly the government announces a new policy: it will use fiscal policy to push the
unemployment rate down by 2%--and promises it will keep that expanded fiscal policy in
place indefinitely.

Suppose, further that the dominant way of forming expectations in the economy is such
that people have adaptive expectations of inflation--so that this year's expected inflation



is equal to last year's actual inflation. What will be the course of inflation and
unemployment in this economy in the years after the shift in fiscal policy? Track the
economy out ten years, assuming that there are no additional shocks.

8. Suppose that the economy's Phillips curve is given by:
u=u*!"(#! #)

with § equal to 0.5 and u* equal to 5%. Suppose that the economy has for a long time had
a constant inflation rate equal to 3% per year. Suddenly the government announces a new
policy: it will use fiscal policy to push the unemployment rate down by 2%--and it will
keep that expanded fiscal policy in place indefinitely.

Suppose that for each one percentage point that the inflation rate rises above three
percent, the central bank raises nominal interest rates by two percentage points--and that
each one percentage point increase in real GDP moves the economy along the IS curve
sufficiently to shrink real GDP by one percent.

Suppose further that agents in the economy have rational expectations of inflation--so
that this year's expected inflation is what an economist knowing the structure of the
economy and proposed economic policies would calculate actual inflation was likely to
be. What will be the course of inflation and unemployment in this economy in the years
after the shift in fiscal policy? Track the economy out twenty years, assuming that there
are no additional shocks.

9. Suppose that an economy starts at an initial inflation level i, and that its central bank
seeks to reduce inflation down to some final level 5t by pushing the unemployment rate u
up above the natural rate of unemployment u*. Suppose that the relationship between
inflation and unemployment is given by the adaptive-expectations Phillips Curve
equation:

T, =7, +ﬁ(u*_ut)

where f is a known parameter. Let U stand for the total cumulative excess of
unemployment over the natural rate needed to accomplish this policy. Solve,
algebraically, for the total cumulative excess unemployment U. In what units is U
measured? Suppose that you are asked to calculate the sacrifice ratio S/( w,- ;). How is
the sacrifice ratio related to the parameter 3 in the Phillips Curve? Write a paragraph
explaining how you would go about deciding whether the policy of reducing inflation
through higher-than-natural unemployment is a good one or a bad one.






