
● Economy:
○ C = 70 + 0.8YD

○ I = 200

○ G = 200

○ T = 200

● Assume that G is cut to 150
○ Solve for equilibrium output. Is it equal to demand? 

○ Compute private plus public saving. Is the sum of private and public saving equal to 
investment spending?

Exercise 4
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● True or false:
The IS curve is less steep if output is
more reactive to changes in the 
interest rate

Exercise 5
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● Fill in the table
● Which situation(s) correspond to the case where the nominal policy interest rate is at the 

zero lower bound? Explain why low nominal policy interest rates constitute a risk for 
economic policy.

● Which situation has the highest risk premium? What is the rationale for demanding a risk 
premium?

● Why is it so important when the nominal policy interest rate is at the zero lower bound to 
maintain a positive expected rate of inflation?

Exercise 6
country Nominal

policy 
interest
rate

Expected
inflation

Real policy 
interest 
rate

Risk 
premium

Nominal 
borrowing 
interest 
rate

Real 
borrowing
interest
rate

A 3 0 0
B 4 2 1
C 0 2 4
D 2 6 3
E 0 -2 5



● You are a policy advisor for a government with a balanced budget (G=T)
● Question is: can policy changes in G and T that maintain a balanced 

budget boost aggregate demand and production? 
○ is it possible to affect output through increasing both G and T by 1 unit each?

● Tip: what happens to final equilibrium if 
○ G increases by 1 unit

○ T increases by 1 unit

Exercise 7
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Describe the mechanisms of the multiplier related to fiscal policy





● Consider an economy in the short-run. Define in words 
when an economy is in equilibrium in the short-run, 
using appropriate equations from the IS-LM model to 
describe all the relevant determinants of such 
equilibrium.

● Consider the IS-LM diagram: define the IS curve and 
the LM curve, and provide an interpretation for three 
generic points A, B and C shown in the diagram

● If in equilibrium the nominal policy interest rate is 4% 
and the expected rate of inflation is 4%, what should 
be the value for the vertical intercept of the LM curve?

● Suppose that expected inflation increases, and the 
central bank keeps a target on “i": discuss what would 
happen in this economy, using the IS-LM model.
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● Consider the IS-LM diagram: define the IS curve and the LM curve, and provide an 
interpretation for three generic points A, B and C shown in the diagram
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● If in equilibrium the nominal policy interest rate 
is 4% and the expected rate of inflation is 4%, 
what should be the value for the vertical 
intercept of the LM curve?

14



● Suppose that expected inflation increases, 
and the central bank keeps a target on “i": 
discuss what would happen in this economy, 
using the IS-LM model.
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