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Economics 442        Menzie D. Chinn 
Spring 2019         Social Sciences 7418 
University of Wisconsin-Madison 

Problem Set 2 
 

Due in lecture on Wednesday, February 27. Be sure to put your name on your problem set. Put 
“boxes” around your answers to the algebraic questions.  

 
1. Consider an economy where the money demand function takes the following form: 
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1.1 Assume the budget is balanced to begin with. When lump sum taxes decrease by Δt0, where 
T = t0, the government must borrow Δ(B/P). What happens to the LM curve when lump sum 
taxes decreases? 
1.2 Can you tell what happens to equilibrium income and interest rates when lump sum taxes 
decreases? Show, using and IS-LM diagram. 
1.3 Assume the Fed targets the interest rate at the level it was before the decrease in lump sum 
taxes. What is the impact on equilibrium income and interest rates?  
 
2. In the Kitchen and Chinn (2012) article,  
2.1 when the structural budget deficit shrinks by one percentage point of potential GDP, what 
happens to the (term) spread between the 10 year Treasury rate and the 3 month rate? Answer, 
holding constant foreign central bank holdings and Fed holdings, as well as discretionary 
monetary policy. 
2.2 Assuming the impact of Treasury issuance, foreign central bank and Fed holdings are all the 
same, what is the impact of a one percentage point of increase in Treasury supply on the term 
spread (once again holding constant discretionary monetary policy)? 
 
3. Consider the Aggregate Demand-Aggregate Supply framework. Suppose government 
spending is increased when we are not in a liquidity trap, output is at the natural rate of output, 
and the Fed does not target the interest rate. You can assume for simplicity expected inflation is 
always zero. 
3.1 Show what happens in an IS-LM and AD-AS graph in the period the government spending 
increase occurs. Assume the Fed adjusts the money so that when the output exceeds the natural 
rate, the interest rate rises slightly. 
3.2 Show what happens over time to output, the price level, and the interest rate. 
3.3 In the long run, what happens to investment given this expansionary fiscal policy. 
 
4. Consider the Aggregate Demand-Aggregate Supply framework; assume expected inflation is 
always zero. Starting at Yn, suppose a tax cut is implement which (i) increases disposable 
income, and (ii) increases the incentive to work so that labor supply increases. Show the 
immediate effect in an AD-AS graph. 
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5. Consider the Aggregate Demand-Aggregate Supply framework. Assume expected inflation is 
always zero. Starting at Yn, suppose the money supply is expanded when the AS curve is very 
steep (which is equivalent to the function F being very sensitive to unemployment). Draw the 
AD-AS graph, and show what happens over time. Does output respond very much? 
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