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Problem Set #7
1.
Use Model 5 to explain how a monetary policy rule differs from exogenous control of the stock of money in terms of its effects on the economy.

2.
How does the choice of the formulation of expectations regarding inflation affect the predicted outcomes of expansionary monetary policy in Model 5?  Expansionary fiscal policy?

3.
Address question 2 using Model 6. 
4.  
In the 1960s, the Phillips curve served as the central focus for the discussion of the macroeconomic stabilization policy.  What made it so useful then?  Evaluate its use for contemporary policy purposes.

5.  
Macroeconomic Theory might be described as dueling paradigms.  Briefly indicate the premises for each paradigm (Model 5 vs. Model 6), its proponents’ recommendations for stabilization policy, and its weaknesses.  Which paradigm (if either) would you use for policy discussion and why?

6.  
Despite a long history of discussion, inflation remains a problem that interests economists.  Discuss why inflation remains both an interesting conceptual as well as empirical problem.

7.  
Many people believe that reduction of the Federal budget deficit should be a major policy priority.  Select a model and discuss the consequences of a large budget deficit.  Be sure to discuss both the means used to reduce the surplus and the degree of openness of the economy.

8. 
In March 1990, John Taylor, member of the President's Council of Economic Advisors, advised Mr. Bush and Mr. Greenspan to "Declare clear and credible goals, devise rules...to reach those goals, and deviate from the declared path infrequently."  What did he mean by the terms credible and rules?  Use Model 5 or 6 to interpret and evaluate Taylor's suggestions.

9. 
Consider the following simple model:


IS:
Y = a0 - a1*R


Endogenous:
Y, R, and P


LM:
M/P = k*Y - h*R

Exogenous:
M, a0, and c0


AS:
Y = c0 + c1*R

a. 
Determine the reduced form statements for Y and R.

b. 
Show that monetary policy is neutral.

c. 
Explain why fiscal policy is not neutral in this model.

