Inflation Problem
By Dick Brunelle and Steven Reff

Initially a fully-employed economy is producing a real gross domestic product of $10 trillion and it is suddenly affected by fear of increasing prices that encourages an unexpected surge in the purchase of consumer goods that will increase aggregate demand by 8%.  The aggregate supply does not change. 
A. Diagram an aggregate demand/aggregate supply analysis illustrating the initial equilibrium and the new equilibrium.

B.  Discuss what affect this unexpected surge will have on prices, on the nominal rates of existing debt instruments, and on the real rates of existing debt instruments.

C.  Given your answers in part B, discuss who is helped and who is hurt by the sudden surge in demand in the short-run.

