Money, Banking, and the Economy


Instructor: Mark Tomass


Answer Key to Homework # 1


Interest rate determination








1.	(a)	The savings and investment curves shift to the left by the same amount.


	(b)	The investment curve shifts farther to the left.


	(c)	The saving curve is vertical.


	(d)	Now desired saving is less than desired investment, so the country borrows 	abroad.


	(e)	The saving and investment curves shift to the left by equal amounts.


	(f)	The saving curve shifts so than domestic desired saving and investment are equal 	at the given world real interest rate.





2.	(a)	The investment curves shift to the right, raising investment and the real interest 	rate.


	(b)	The investment curve shifts to the left, reducing investment and the real interest 	rate.


	(c)	The saving curve shifts to the right, so the real interest rate falls and investment 	rises.


	(d)	The saving curve shifts to the left, raising the real interest rate and reducing 	investment.


	


3.	(a)	The increase in expected future income reduces aggregate saving.


	(b)	The increase in current income increases aggregate saving.


	(c)	The higher world real interest rate increases aggregate saving.





4.	In the case of project B, the investment curve shifts to the right, magnifying the increase in the real interest rate.  Yes, the choice of the project affects the real interest rate.  The economy may be better off with project B because the activity enhances productivity, but the cost of a higher real interest rate in the short run must be recognized.


	


5.	The country with social insurance should have lower levels of precautionary saving and, all else being equal, a lower saving rate.





6.	The investment curve shifts to the right in response to the increase in stock prices.  In a closed or large open economy (assuming no shift in the saving curve), both investment and the real interest rate rise.


