10,

example, during expansions, the government aulomati-
cally takes in more revenue because people are making
more money thal is laxed.

The frill-ensployatess budget s an economist’s construction
of what the federal budget would be if the economy were

automatic destabilizers, p 212
sutematic stabilizers, g 272
balanced-budgel muliplicr, g 206
buadget deficil, g, 199

eyclical delicie, p. 214
discretionary fiscal policy, g 198

fiscal policy, p. 197

net taxes (17, p. 198

REVIEW TERMS AND CONCEPTS

full-employment budger, p 213
government spending multiplier, p, 203
menetary policy, p. 198

privately held lederal debt, p. 212
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producing at a full-employment level of output, The
structural deficit is the federal deficit that remains even at full
employment. & cvclical deficit ocours when there is a down-
turn in the business ovele,

4. Equilibrium io an economy with a
government: Y= O+ 7+ &

5. Savinglinvestmenl approach to
equilibrium in an ceonomy with a
government: 5+ T=74 G

b Government spending multiplier

1
disposalle, pr afler-tas, income (¥, p. 198 structural deficit, p. 214 APs
federal bucget, p. 207 tax multiplier, p. 205 SR
federal debt, g 2117 L Disposable inceme ¥, = ¥—1 7. Tax multiplier = — (f’uﬂﬂ‘;‘)
tederal surplus (+) or deficit (=), p. 208 AESECHI+G Sl
fiscal drag, p. 202 3. Government budger deficit = G- T 8. Balanced-budget multiplier = 1
PROBLEMS
All preblems are availalzle on www, myecanlab.com i | Fﬁﬂiﬁ?&ﬂﬂmﬂb

L

)

‘fou are appointed seoretary of the treasury of a recently indepen-
dent country called Rugaria. The currency of Rugaria is the lav.
The new pation began fiscal operations this vear, and the budget
situation is that the government will spend 10 million lavs and
taxes will be 9 million lavs. The 1-million-lav difference will be
borrowed fram the public by selling 10-year government bonds
paying > percent interest, The interest on the outstanding bonds
st be added to spending each year, and we assume that addi-
tional taxes are raized fo cover that interest. Assuming that the
budge! stavs the same except for the interest on the debt for

W vears, what will be the accumulated debe? 'What will the size
of the budgel be after 10 vears?

- Suppose that the government of Lumpland is enjoying a fat

budgel surplus with fixed government expenditures of

= 150 and fixed taxes of T = 200, Assume that consumers
of Lumpland behave as described in the following consump-
tion function:

C=150+0.75Y-T}
Suppose furlher that investment spending is Gixed at 100, Caleulate
the equilibrium level of GIXE in Lumpland, Solve for equilibrium
levels of ¥ C, and 5 MNext, assume that the Repulblicen Congress in
Lumpland succeeds in reducing tazes by 20 1o a new fixed level of
180, Recaloulate the equilibrivm level of GDP using the tax multi-
plicr, Solve for equilibeivim levels of ¥, and 5 after the tax cul
and check to ensure that the multiplier worked. What arguments
are likely e Be used in suppart of such a tax cut? What arguments
might be used 1o appose such a tax cue?

3. For each of the following statements, decide whether you agree

or disagree and explain vour answer:

@ During periods of budget surplus {when G < T, the govern-
ment dlebt grows,

b. A tac cut will increase the equilibrium level of GDP if the
bucget is in deficit but will decrease the equilibrium level of
GD if the budget is in surplus.

o 1fthe MPS = 90, the tax multiplier is actually larger than the
expenditure moultiplier.

- Define seving and imestirent. Data for the simple econommy of

Mewt show that in 2011, saving exceeded investment and the
gevernment is running a balanced budger, What is likely to hap-
pen? What would happen il the government were running a
deficic and saving were equal to investmeni?

- Expert economists in the ceonomy of Yult estimate the following

BILLION YURS
Real aurput/ineonme 1,000
Government purchases 204
Torcal mer rxes 240
Ioveestment spending {planned) 10

Assume that Yukkers consume 75 percent of their disposable

incommes and save 25 percent.

a. ou are asked by the business editor of the Yuk Gazefte to
predict the events of the next few months, By using the data
given, make a forecast, {Assume that investmenl is constant. )
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b. If no changes were made, at what level of GDP {¥) would the
coonony al Yul settle?

¢, Some local conservatives blame Yuk's problems on the size of
the sovernment sector. They suggest culling government
purchases by 25 billion Yoks What effect would such cuts
have on the economy? [ Be specific.)

6. A B increase In government spending will raise equilibrinm

incorme more than a $1 tax cut will, vet both have the same
impact on the budger deficil. So 6 we care about the budger
deficil, the best way to stimulate the coconomy s through
increases in spencling, not cuts in taxes. Comment.

7. Assume that in 2001 the following prevails in the Republic

of Murd:
Y= S200 G =30
o= 51460 T= 30
5= 540

FHplanned) = 530

Assuime that houscholls conswme 30 percent of their income,
they save 20 percent of their income, MEC = &, and MPS = 2.
That is, C= 8¥ and §=.2¥,

a. s the ccomony of Murd in equilibrinm? What is Murd’s
equilibrinm level of income? Whal is likely to bappen in the
carming manths if the government takes no action?

b If 5200 is the “Tull-employment™ level of ¥, what fiscal policy
mighlt the government follow if its geal is full employment?

¢ If the full-employment level of ¥is 5250, what fiscal pelicy
might the government follow?

d. Suppose ¥'=4$200, C = 8160, § = 540, and | = 340 Is Nurd’s
ceomany in equilibrinm?

e. Starting with the situation in pare d, suppose the govern-
ment starts spending $30 each year with no taxation and
continues to spend $30 every period. If I remains constant,
whal will happen to the equilibrium level of Nurd's domes-
tic product (Y77 What will the new levels of © and & be?

£ Starting with the situation in part d, suppaose the govern-
mient starts taxing the population $30 each vear without
spending anything and continues to tax at that rale every
period. IF T remains constant, what will happen to the cqui-
libseiven level of Nurd’s domestic product (V)7 What will be
the mew levels of © and 52 How does vour answer to part £
differ from vour answer to part of Whyt

. Some econoemists claim World War 11 ended the Great

Diepression of the 1930s. The war effort was financed by
borrowing massive sums of money [rom Lthe public. Explain
how g war could end a recession. Look at recent and back
issues of the Econemic Report of the President or the
Statistical Abstract of the United Srares, How large was Lhe
federal government's debt as a percentage of GDP in 19467
Floww large is it today?

9.

Lik

11.

L3.

L4

Suppose all tax collections are fixed (instead ol dependent on
income] and all spending and transfer programs are fixed (in
the sense that they do not depend on the state of the economy,
as, for example, unemploviment benefits now do), Inthis case,
would there be any automatic stabilizers in the government
budget? Would there be any distinetion between the full-
employment deficit and the actual budgel deficit? Explain.

Avswer the following:

MEPS = 4 What is the government spending multiglier?

MPC =9 Whal is the government spending multiplie?

MPS = 5 What is the government spending mualtiplier?

MPC =75, What s the Lax muleplier?

MES = 1. What is the tax multiplicer?

If the: goverrmment spending noultiplier is 6, what is the tax

multiplier?

g 1f the rax multiplier is =2, what is the government spending
multiplier?

h. If government purchases and taxes are increased by $ 100 1il-
lien simultaneously, what will the effect be on equilibrinn
output (income)?

T - -

For the data in the following table, the consumption lunclion is
=200 + 80Y — T, Fill in the eolumns in the table and iden-
1ily the equilibrinm output,

. Use your answer 1o the previous problem to calculate the MPC,

MPS, governmenl spending multiplier, and tax multiplicr, Diraw
a graph showing the dara tor consumption spending, planned
agpregate expenditures, and aggregate output, Be sure to iden-
tify the equilibrium point on vour graph.

What is the balanced -budgel multiplier? Explain why the
Lalanced-budget multiplier is equal to 1.

Evaluate the following statement: For an economy to be in equi-
librriam, planned investment spending plus governmenl pur-
chases must equal saving plus nel taxes.

. [Related to the Economics in Practice on p. 213] Ava June 2010

sumimit of the G-20, President Obama urged member nations to
comntinue stimulus spending to maintain econoniic growth,
Obama successfully argued the same case al a swomit in 2009,
resulting in increased fiscal spending by the G-20 in both 2009
and 2010, but attitudes had changed by the [une 2000 summnit as
many members were weighing fscal austerity measures to coun-
teract the previous spending increases, Do some research on the
G-20 nations 1o see what happened to fiscal spending in these
nalions in 2011, In which nations did fscal spending increase
and in which did it decrease? What bappened to the unemploy-
mient rates and GDT levels in these nations in 20112 Do you see
any correlalion belween the change in fiscal spending and the
changes in unemplovment rates and GIP? Explain.

PLARMEI PLAMNED [IHPLAMMEL
HNET LASPOSABLE COMNSUMPTION [MVESTMLENT GOVERMNMENT AGGREGATE INVERTORY
CIUTRLT  TAXES [WOME SPLERDING SAVING SPEMN DTG PURCHASLES  EXPENDITURES CHAMGE
1,050 501 B 150 2
1,550 50 150 200
20510 50 150 200
2550 A0 1540 A0
3,050 A0 150 2000
3,230 50 150 2000
4,050 50 150 200
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