HOMEWORK 3
Problem 1 is due for homework on Thursday, October 7.

Problem 2 is due for homework on Tuesday, October 19
Please put your answer on your own paper.

1.
Textbook, p. 106


Question #4:



  a.  (3 points)



  b.  (3 points)
      These are the only parts you have to do.


  c.  (2 points)



  d.  (2 points)
2.
BACKGROUND.  The world economy (not just the U.S. economy) plunged into recession roughly at the beginning of 2008.   The major cause of the recession was a financial and banking crisis that resulted in a sudden and dramatic reduction in lending to households and businesses. In turn, this caused total spending (aggregate demand) to plunge.


The financial collapse was associated with the “bursting” of a so-called financial “bubble:”   In the early 2000’s it was very easy to get a loan partly because banks and other lenders had large amounts of funds to lend.  Increasingly, people borrowed to buy houses and financial securities.  The prices of financial securities (especially those based on mortgages, but also stocks and bonds) rose higher and higher as more and more people borrowed to buy them.  For complicated reasons, in 2007, the prices of these financial securities began to fall leading to losses for institutions (including banks) and individuals who had borrowed to acquire them.  


QUESTION.  As economists debate the origins of the recession, one of the questions has been why were there so many funds for loans in the early 2000’s?  One hypothesis was that there was a “global glut of savings” (increased savings around the world was providing the funds for loans).  Another is that world had “excess liquidity” (overly expansionary monetary policy by Central Banks was creating the conditions for increased borrowing and lending).  Use the IS – LM model to see if it helps us understand which hypothesis explains the excess lending and borrowing of the early 2000’s better.

a.
DRAW AN IS – LM DIAGRAM WITH THE EQUILIBRIUM INTEREST RATE (i) AND OUTPUT/INCOME (Y) CLEARLY LABELED.  Suppose household and government savings both increase (Hint: Think about how this affects household and government spending).

· Indicate which “market” (goods or money) is affected first and explain why.

· Shift the appropriate curve in the diagram you have drawn and clearly label the new equilibrium i and Y.











(8 points)


b.
DRAW A NEW IS – LM DIAGRAM WITH THE EQUILIBRIUM INTEREST RATE (i) AND OUTPUT/INCOME (Y) CLEARLY LABELED.  Suppose central banks pursue expansionary monetary policy.

· Indicate which “market” (goods or money) is affected first and explain your reasoning.

· Shift the appropriate curve in the diagram you have drawn and clearly label the new equilibrium i and Y.











(8 points)


c.
“TEST” TO SEE WHICH HYPOTHESIS WAS MORE IMPORTANT IN EXPLAINING WHY THERE WERE SO MANY FUNDS FOR  BORROWING AND LENDING IN THE FIRST HALF OF THE 2000’s .  Consider the information below about the performance of the global economy between 2000 and 2005.
	Average annual percentage change in real GDP from 2000 to 2005 of U.S., U.K., France and Germany

	+ 1.83%

	


	Interest rate (long-term) on 10 –Year government bonds of U.S. and the Euro-Area
	Interest rate on 10 –Year government bonds of U.S. and the Euro-Area

	September  2000
	September  2005

	6.52%
	3.59%

	3-month money market interest rate (short-term)
	3-month money market interest rate (short-term)

	September 2000
	September 2005

	5.74%
	2.97%


Determine whether the above data are consistent with either of your diagrams in parts a and b.  If the data are consistent with a diagram, indicate which one and how you can tell.  If the data are not consistent with either diagram, indicate how you know.


(4 points)
