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Problem Set 3 

 
Due in lecture on Monday, April 8th. Be sure to put your name on your problem set. Put “boxes” around 
your answers to the algebraic questions.  
 
1. Consider the data on the Treasury yield curve: 

 
1.1 Considering the latest available data, do you think a recession is coming? Why? (No more than two 

sentences.) 
1.2 If the answer is yes, over what time horizon do you expect the recession to begin? (One sentence) 
1.3 Either way, what are the key economic indicators you would be looking at (list top four variables)? 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



2. Suppose the AD-AS diagram looks like the following: 

 
2.1 Suppose output is currently below Yn (at Y0) and interest rates are above 0. Using IS-LM and AD-AS 

diagrams, show what is the size of the multiplier for government spending, assuming the final level of 
income is below Yn? You can let 𝛾 be the multiplier from the IS-LM handout, in your answer. 

2.2 Suppose output is at Yn. What is the size of the government spending multiplier for an increase in 
government spending?  

2.3 Using the same assumptions as in 2.2, state the size of the increase in income arising from a $1 billion 
real increase in the money supply. 

2.4 Suppose output is currently below Yn, but interest rates are already at zero. What is the size of the 
increase in income for a $1 billion real increase in money supply? 

2.5 Re-answer 2.1, using the same assumptions, but assume the central bank will not let output rise. Show 
what does the IS-LM diagram look like. 

 
3. Suppose the pure expectations hypothesis of the term structure applies.  
3.1 Can credit easing (buying long term Treasury securities) affect the long term interest rate relative to 

the short term interest rate? 
3.2. How can forward guidance affect the long term interest rate. Show using algebra. 
 
4. Consider an economy on a flexible exchange rate, and described by the IS-LM-UIP 

framework in Chapter 20 of the textbook (this model assumes perfect capital mobility).  
4.1 Suppose autonomous investment collapses. Using the IS-LM-UIP diagrams, show what 

happens to interest rates, output, and the exchange rate. 
4.2 What could monetary policy do to restore output to pre-shock levels? 
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