Exercise 4

Keynesian Cross and Fiscal Policy

1. Answer the following questions.

1.1  Suppose Govt Multiplier is 5 and AG = 5. Find AY.

1.2 Suppose Tax Multiplier is -3 and AY = -9. Find AT.

1.3  Suppose AY =10 and Al = 2.
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2. FromY=C+1+ G where C=Co + C1(Y-T), find

2.1 Equilibrium Output Y*

Y= AE
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Balanced-Budget Multiplier (BBM)
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2.6  Explain what the BBM is.

A sitvation in financial planning or budgeting process
where Flnnned sPendinj. Govt. spendin3=-mx.

BBM tells how Y#¥ chanae when both T&G increase by 1 units.

3. Assume a closed economy with government. The country has the following

components of aggregate expenditure.
C=300+0.75(Yd) [=50
G=50 T =50 (lump-sum tax)

3.1 UsetheY = AE (standard) approach to find the equilibrium output.

Y= AE
AE= CHIt6
300 10.35Y - 3.5 + 50450
025Y: 362.5
Y= 1450

3.2 Draw the Keynesian Cross, and find the intercept on the vertical axis and

the slope of the AE schedule.
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3.3 Use the Leakage = Injection (or saving/investment) approach to find the

equilibrium level of output.
(Hint: the equilibrium conditionis S+ T=1+ G, withYd=Y-T=C+¥S)

StT = It V=T = c 45
S+50= 50450 Y-50: CotCy (50045
5= 50 Y-50= 3004 0.75 -3%.5450
Y- 262.540.95Y
025Y = 362.5
Y = tys0

3.4 Draw the saving/investment curve to show the equilibrium.
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3.5 Suppose that the government decides to build more roads, raising
government spending by 50 units, but this project is to be financed by

Y :AE 5 C+I+G+(X-M)

AE = 300 0.5 ( Y-100)+50 + 100
=300 +0.95Y +35
0-25Y = 395

y* - 1500

3.6  Use the Balanced-Budget Multiplier (BBM) derived from Question 2.5 to

find the new equilibrium output.
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4. FromY=C+I1+G+ (X-M)

where C = Co + C1(Y - T) and M = Mo + M1(Y), find
4.1 Equilibrium Output Y*
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5. Assume an open economy with government. The country has the following
components of aggregate expenditure.

C=200+0.7(Yd) 1=75 G=75
( neM
MPC /
T=50 X=50 M=50+0.1Y

5.1 UsetheY = AE approach to find the equilibrium. Is Y = 300 an
equilibrium? If it is not, explain the adjustment process towards
equilibrium.
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5.2 Based on what you have derived in Question 4, calculate the investment,

government spending, tax, and balanced-budget multipliers.

Investment mylniplier < AV _ 38%5 55

S 1 L = 2.5
A3 95 S = 2

Govt. muH'iFUGY = oY 7___”'5 105

’D‘E_ 25 -0.240-(
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BBM = (0.5 +15.75=21.25
22.6 +(-1%5)=0.75

5.3 Interpret the value of each of the multipliers.
Invest mult. < if investment increase 1 unit, Y increase 2.5 units.
Govt. mult. = if Govt. spending increase 1 unit, Yincrease 2.5 units
Tox. mult. = if fax increase 1 unifs, ¥ decrease 1.35 unifs
BBM. mult. = if Govt. spendin9 & fox both increase 1 ynit, yincrease 0.35 vnit.

Suppose that the full-employment output (Yr) is 600;

5.4 What type of output gap is the economy currently experiencing?
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5.5 Draw the Keynesian Cross. Identify its slope and intercept. Also,

illustrate the output gap.
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Now, government wants to correct the output gap by moving the economy to the

full-employment level, and is considering different policies.

(Hint: use the multipliers from Question 5.2 to answer the following questions)

5.6 If the government wants to adjust only its spending (G), how much G

should be changed?
DY s AY 35
AG A6
1895 o AY=-18%5
At
-8%5 55
a6

NG = 0.056 onits
N6 =-75

CGovt should decrease & by 75)

5.7 Ifthe government wants to adjust only its net taxes (T), how much T

should be changed?
DY L sas BY .-
AT AT
1875 - 16.95 oY = 13725
AT
~18%5
AT = 0.02 units AT 1%
AT = 10714

( Govt. should raise T)

5.8 Ifthe government wants to boost only investment (I), how much I

should be changed?
(YRR 0T = 0.056 uni¥
b pI=-%5
7875 _ 105
AT

5.9 If the government wants to implement a balanced-budget policy, what

should the government do with G and T?

N s oY _oas
BBM BBM

B15 a5 825 095
BBM BBy

BBM = 0.02% units BBM < 250

— Govt. will reduce gov. spending 250 units

reduce tax 250 wmits



6. Explain the role of Import as an automatic stabilizer. If the government wants to

further stabilize the economy, is there anything that the government can do with

its tax system? Explain.

Recession
oom 0 .
b ecanomy > decreose import + tax
L govt. increase fox + impors. Ly maore income +o spend domestically
L I ave less income
? people hen have L boost the economy

b consumption will Then decrease

7. Let S=-200+ 0.5Y and [ = 50, be the saving function and investment.

7.1  Use the saving/investment approach to find the equilibrium output.

1) §=1
-200+0.5Y=50
05Y= 250
Y 500

7.2 Find the equilibrium saving. (Hint: substitute Y* into S)

u

s® = -200+0.5(500)
s® - 5o

Suppose people decide to save more, increasing autonomous saving by 100.

7.3 Use the saving/investment approach to find the new equilibrium output.

S := —-200+0.5Y+100

s'=-100 +0.5 Y
5’ T 5 -10040.5Y:50
V¥ 200
7.4  Find the new equilibrium saving. (Hint: substitute new Y* into S)
5% - - 100+0.5 (300)
s% - 5o

7.5 Comment on your result.
$2

1=50

300 500




