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1. Suppose the world price for bread is fixed at $2 and the domestic demand curve for bread is a straight
line. In the quantity-price space, the 2-tuples (quantity, price) of (0, 4) and (8000, 0) are two points on
the domestic demand curve for bread. Suppose that the government administers its $1 per loaf subsidy
program by purchasing bread in the world market at $2 per loaf and reselling it in the domestic market
for only $1 per loaf. Calculate the amount of the subsidy and show the reduction in the total economic
surplus numerically and graphically. ( 25%)

2. In the IS-LM framework, discuss mathematically and graphically the effects of a decrease in the

autonomous consumption spending as the response of money demand to the interest rate is zero.
(25%)
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Pt A A A(S/P) 100 200 600 1300 2300
o thd A2 AS/P) 300 320 380 480 700
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