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Midterm Exam 1 
 
You have 65 minutes to complete this 60 minute exam. Be sure to “box in” your answers. Show 
your work (so that partial credit can be granted if the final answer is incorrect). 
 
1. [30 minutes] Consider this statement: 

 
"Borrowing and spending by the public sector [under President Obama’s budget] will 
crowd out investment and growth in the private sector.” 
 

Paul Ryan, “Path to Prosperity: FY2012 Budget Resolution,” (2011). 
 
1.1 (5 minutes) In a standard IS-LM model, where investment spending is given by: 
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Use a graph to explain what happens to output and investment if the government cuts 
government spending and the budget surplus goes from zero to positive. (You can assume 
that the Fed does not target the interest rate, and the price level is fixed.) 
 
1.2 (10 minutes) Using the same assumptions as in 1.1, suppose instead investment spending 
is given by: 
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What is the impact of a decrease in government spending on investment (assuming equation 
7)? Use a graph and equations to help explain your answer. Be careful to state your 
assumptions. 
 
1.3 (10 minutes) Consider problem 1.1 again, but assume: 
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Where MB is money base, and the price level is held fixed. Use a graph to help explain your 
answer. Be careful to state your assumptions. 
 
1.4 (5 minutes) Consider problem 1.3 again, but assume the Fed targets the interest rate.  



 
2. [30 minutes] Use the AD-AS model, assuming the economy begins out of a liquidity trap, and 
output is below natural output, Yn. 
2.1 (7 minutes) Show what the IS-LM and AD-AS graphs look initially. 
2.2 (8 minutes) Show what happens over time, assuming no activist government policy or central 
bank policy, using IS-LM and AD-AS graphs. You can assume adaptive price expectations. 
2.3 (7 minutes) Now answer 2.1 assuming the economy begins in a liquidity trap, and output is 
below natural output. 
2.4 (8 minutes) Continuing 2.3, show what happens over time, using graph(s), assuming no 
activist government policy or central bank policy, using IS-LM and AD-AS graphs. You can 
assume adaptive price expectations. 
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