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IS equation:  y=a-br 
Monetary policy rule: r=c
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These two equations can be combined to give,

Aggregate Demand (AD): y=
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The model is closed with a Phillips Curve (PC): 
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, where expected inflation 
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 in Taylor’s model.  The AD and PC equations are solved for 
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. Using one of the first two equations this gives r. 

Output returns in the long run to the natural rate y*. Plugging y=y* into the AD equation yields the solution for long-run inflation:
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