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Exercises and Questions – 1

Exercises on the Classical Model

FE363 Fall 2002 Professor Schmitt – Due September 13th 

1. Assume that the velocity of money is constant. If the real GDP is expected to grow by 3% per year, and the money stock grows by 7% per year – 

a) What is the rate of inflation?

b) What are the social costs of this expected inflation?

c) What is the real interest rate per year if the nominal interest rate is 5%? The ex ante real interest rate is

d) Suppose now that the real GDP grows by 1% and that the Fed does nothing differently to the money stock – that is, the money stock still grows by 7% per year. What is the rate of inflation now?

e) What does Fisher’s equation imply will be the result of this new inflation on nominal interest rates?

f) What is the actual real interest rate per year if the nominal interest rate does NOT change, that is it is still 5%? The ex post real interest rate is

g) After realizing the true growth in GDP – and therefore calculating the ex post real interest rate – what are the social costs of inflation if this new rate of inflation was not expected?

2. Suppose you are advising a small country (such as Bermuda) on whether to print its own money or to use the money of its larger neighbor (such as the United States). What are the costs and benefits of a national money? Does the relative political stability of the two countries have any role in this decision?

