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Answer all questions after carefully reading Chapters: 6 to 12 of the Mankiw book. Be sure to show all your work. Good luck!

1. Determine whether each of the following statements is true, false, or uncertain. Explain your answer carefully. Include an IS-LM diagram in your explanations for each part.
a. An exogenous increase in saving raises investment
b. An increase in government spending reduces disposable income
c. An exogenous reduction in money demand raises investment spending but reduces saving.
d. Because of the crowding out effect, an increase in government spending may lead to no change in equilibrium income
e. The greater the sensitivity of investment to changes in the interest rate, the greater is the effect on monetary policy on GDP

2. Carefully explain:
a. The nation of Ivyland is a small open economy that begins in a position of balanced trade (net exports equal zero). In Ivyland, investment is a function of the real interest rate that prevails in the rest of the world. Suppose now that all the governments in the rest of the World increase their tax rates without changing government spending. Explain in words and with appropriate graphs below how this will affect Ivyland’s investment, GDP, net exports, net foreign investment, and real exchange rate.


b. Suppose Ivyland’s lawmakers impose a tariff on all imports to improve Ivyland’s balance of trade. Explain in words and with an appropriate graph below how this will affect Ivyland’s GDP, net exports, net foreign investment, and real exchange rate.

