
Macroeconomics
Part 2B: Paper 2

Macroeconomic Policy
Class

1 Problems

1. Consider the following model. Aggregate demand is given by:

ydt = mt � pt (1)

and aggregate supply by:

yst = �(pt �t�1 pet ) +
_
y: (2)

ydt is aggregate demand, mt is the stock of money, pt is the price level in time
period t. yst is aggregate supply,

_
y is potential output. t�1pet is the expectation

of the price level in period t formed in the previous period, t�1. The monetary
authority sets the stock of money according to the rule:

mt = �yt�1 + �t (3)

�t are a set of zero mean disturbances or surprises, to monetary policy.
Denote by It�1 the information set available in period t � 1, and assume that
the monetary policy errors are independent of this information, so E(�t j It�1):

1. Assume expectations are rational so t�1p
e
t = E(pt j It�1). Solve for the

level of output.

2. Comment on the properties of this relationship for output.

3. How can this result be reconciled with what Central Banks seek to do
when determining policy?

4. What modi�cations to the model would you suggest to bring it more into
line with how we think the transmission mechanism of monetary policy
works?

2. Question 8 from Tripos Exam 2002
3. Question 9 from Tripos Exam 2003
4. Question 10 from Tripos Exam 2007
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