Money, Banking, & the Economy


Instructor: Mark Tomass


Homework 4


The ISLM Framework





1. The LM curve shows points of equilibrium in the money market for what two variables?





2. What are the three components of aggregate demand in a closed economy? What is the relationship of national saving and investment in a closed economy at equilibrium?





3. Why does the IS curve slope downward? 





4. Why does the LM curve slope upward?





5. What does money is neutral mean? If money is neutral, what effect does a 10% increase in the nominal money supply have on current output? On the real interest rate? On real money demand? On the price level?





6. What effect do each of the following events have on national saving, and what happens to the IS curve as a result?


		a) The government cuts defense spending by 10%.


b) The size of Alaskan oil fields actually are much smaller than earlier believed, cutting expected future income by 3%.


c) Barriers to international trade are lowered, allowing gains from specialization and increasing expected future income by 5%.


d) The government expands it health-care coverage, increasing government purchases by 15%.





7. Suppose that a country having a small open economy passes a law taxing investment heavily. What effect would the tax have on desired investment? What happens to the real interest rate? What happens to the country’s current account balance?





8. Consider a small open economy that is in general equilibrium. What effect on the real interest rate and output level do each of the following events have after equilibrium is restored?


	a) An increase in expected future productivity of investment.


	b) A decrease in government purchases.


	c) An increase in expected inflation.


	d) A decrease in foreign demand for domestically produced goods.


	e) An increase in the nominal interest rate on money assets.


	f) An increase in households’ willingness to save.


	g) A decrease in nominal money balances.


	h) A decrease in the price level.





9. What happens to the price level to restore equilibrium in each of the following cases for a closed economy?


	a) IS curve shifts up and to the right.


	b) IS curve shifts down and to the left.


	c) Yn line shifts to the right.


	d) Yn line shifts to the left.


	e) LM curve shifts down to the right.





10. In the IS-LM-Yn model, what happens when expected inflation declines? Which curve or line shifts initially? What happens to restore equilibrium? What are the ultimate effects on the real interest rate and current output?





11. What happens to the IS curve of a large open economy in which capital controls are enforced to prevent international borrowing or lending?





12. Suppose that widespread use of bank debit cards and credit cards reduces the demand for money at any particular level of income and interest rates. What would be the effect on long-run equilibrium in the IS-LM-Yn model? (In long-run equilibrium, prices are flexible.)
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