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AD/AI Problem Set
1.
The following table shows two monetary policy rules. 

	Inflation
	Policy Rule 1 Targeet Overnight Rate
	Policy Rule 2 Target Overnight Rate

	0
	1
	3

	2
	3
	5

	4
	5
	7

	6
	7
	9

	8
	9
	11


a.
Graph the two policy rules.

From the above the overnight monetray polices are the policies that guide the inerest rate that banks use to charge each orther on the lending on the federal reserve and basically used to control the economic growth and the interest rates to be used on short term loans as well as long term loans. From the table above below is the table 
[image: image1.png]12

10

®

o

IS

~

0

0 2

m Policy Rule 1 Targeet Overnight Rate

4 6

m Policy Rule 2 Target Overnight Rate





Suppose the Bank of Canada shifts from policy rule 1 to policy rule 2.

b.
For any given rate of inflation, what happens to the interest rate because of this change in policy? What happens to the real rate of interest?

The fed funds rate or overnignt borrowing increase affect the liquidity of the banks in canada. As from the given graph, increase in inflation inceases the interest rate which affects the growth. A higher real rate of interest means that it will be hand for ganks to borrow funds from each other thus more interest on loans and hard to access to these loans. 
c.
How does this policy change affect the Z-line?

When there is policy change it increases the intrest rate in the whole economy which has an effect on the demand on both the loans and money flowing in ecomy. aggregate economy makes its hard for the money to be available in  the economy change of the Z line 

d.
How does this policy change affect the AD curve?

AD curve indicate the aggregate demand curve which is the total goods and services that are needed in the economy, changes in the policy above reduces the final products and servics consumed and also demanded.

e.
Do either of the two policy rules adhere to the Taylor Principle? Explain.
yes, as indicated in the graph above an icnrease of the inflation by one percentage has resulted to policy to increase the interest rate by two percentage for the two policies which is in accordance to tylor principle.
2.
State which of the following causes a shift in the aggregate demand curve and which ones are a movement along it.

a. A cut in government purchases- shift
b. A stock market crash- shift
c. A shift to lower inflation in the monetary policy rule -movement 
d. Being thrifty becomes fashionable-movement 
e. An increase in the European interest rate-movement
3.
The following Table gives an numerical example of an AD curve.

	GDP Gap
	Inflation

	3
	1.0

	2
	1.5

	1
	2.0

	0
	3.0

	-1
	4.0

	-2
	6.0

	-3
	9.0


a. Sketch the curve in a graph.
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b. What is the average rate of inflation in the long-run?

From the graph its 3 as indicatdby zero 
c. Suppose that the central bank changes its policy so that the average rate of inflation is percentage points higher than in b. Sketch a new AD curve corresponding to the higher rate of inflation.
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4
The following Table gives a numerical example of an inflation-adjustment line in the year 2019.

	GDP Gap
	Inflation

	3
	2

	2
	2

	1
	2

	0
	2

	-1
	2

	-2
	2

	-3
	2


a. Sketch the line in a graph.
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b. If real GDP is above potential in the year 2019, will the inflation-adjustment line shift up or down? Explain.

it means that the country has increased long run potential level thus the inflation adjust shifts up
c. In the same graph as part a, sketch the aggregate demand curve from 2 above. 
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Find the equilibrium level of real GDP and inflation in the year 2019.

d. Based on your answer to part c, what do you expect to happen to the inflation adjustment line? Explain.

its shift upwards due to increase in the real gdp
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