
Economics 101b; Fall 2000; Problem Set 7

Due in class October 31
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which policy is now best in terms of leading to smaller shifts in real GDP? If all shocks

are shocks to money demand and the LM curve, then stabilizing interest rates leads

to more stable output. Suppose that the only shocks to the economy are changes in

assessments of expected inflation π. Now what is your answer? Stability in output is

achieved by stabilizing real interest rates—by making nominal interest rates

fluctuate one-for-one with expected inflation.



Y = C + I + G + NX

C = C0 + Cy(1 − t)Y = $3000 + 0.5(1 − .4)Y

I = I0 − Irr = $1200 − $100r

GX = X fY
f + X = 0.1Y f + $4

IM = IMyY = .2Y

NX = GX − IM

= 100 + 10(r f − r)
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