
Solution key 
to exercises from chapter 3 of Macroeconomics 

 
3.1 (a) flow (b) stock (c) stock (d) flow (e) flow (f) flow (g) stock (h) flow (i) stock 
 
3.2 A higher interest rate increases V. With M and Y constant, P must rise. 
 
3.3 (a) lower transaction costs → less money demand → less average cash holdings 
 (b) Decreasing transaction costs make the slope of LM flatter. Changing transaction 
  costs will leave money supply-induced horizontal shifts of LM unchanged. 
 
3.4 Largest appreciation of the euro versus the dollar: April 

 Price of the dollar in yuan in May: 6.4951 
 Months in which the yuan appreciated against the pound: May, June (January cannot 
be determined). 
   

3.5 Car: Swiss franc slightly overvalued (EPPP: 1.52) 
 Haircut: Swiss franc heavily overvalued (EPPP: 2.4) 
 Difference: car is tradeable, haircut non-tradeable. 
 
3.6 Real exchange rate: 0.76 
 This means that the Swiss girl pays only 76% of what the coat costs in Switzerland, 

when she buys the coat in Spain. Furthermore, this shows that the Swiss franc is 
overvalued compared to the Euro.  

 
3.7 Advantage: Big Mac is a homogenous good across countries. 

Disadvantages: Big Mac does not constitute a representative basket of goods and 
services; Big Mac cannot easily be traded across borders (a mechanism which is 
needed in order to establish PPP).  

 
3.8 (a) IS flatter (b) IS vertical. 
 
3.9 (a) LM shifts right. (b) IS shifts down. (c) IS shifts down. (d) IS shifts right. 
 
3.10 (a) LM curve is kinked twice (at points D and B). 
 (b) LM shifts right, no effect on Y or i 
 
3.11 Change in Y ambiguous; i increases.  
 
3.12 (a) Small shocks: Y fluctuates as if M were fixed. Large shocks: Y fluctuates more. 

 (b) Small shocks: Y fluctuates as if M were fixed. Large shocks: The fluctuation of Y is 
bounded. 

 
3.13 (a) A: 𝑖 = −𝑀�
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𝑌,         B: 𝑖 = 𝚤̅ − 𝑏𝑌� + 𝑏𝑌.  

 (b) A: With 𝑎 → 0, lm converges to conventional LM. For 𝑎 > 0, it is steeper.  
B: Whether lm is steeper or flatter than conventional LM depends on specific 
parameter values. 
(c) B's rule (it is independent of money demand).  
(d) B's rule is preferable if 𝑏 > 𝑎+𝑘
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3.14 (a) 𝑖 = −1−𝑐
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. IS shifts down. (b) A lower equilibrium Y obtains. Monetary 

and fiscal policy mechanisms are unchanged. (c) Y falls.    
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