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Exercise 4
Keynesian Cross and Fiscal Policy

1. Answer the following questions.
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1.1 Suppose Govt Multiplier is 5 and AG = 5. Find AY. 'A“-l:‘ Afsxszl
1.2 Suppose Tax Multiplier is -3 and AY = -9. Find AT. 216' ) fTi: ),
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1.3 Suppose AY = 10 and AI = 2. Find Investment Multiplier. T4 o
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2. FromY =C+1+ G where C=C,+ C,(Y-T), find
2.1 Equilibrium Output Y* ~ Y2Co#€,¥-T+L+6
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2.4 AY/AT = —&
2.5 Balanced-Budééth{/Iultiplier (BBM) %?S 4 Jz/ =_1 + =Cr - /
2.6 Explain what the BBM is. T ¢ '

Yell vs how mvch Y’H?llcl\me if belh 6 ard T horence by 100

3. Assume a closed economy with government. The country has the following
components of aggregate expenditure. A > ¢#T{6
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?:::#"‘ 3.1 Use the Y = AE (standard) approach to find the equilibrium output.
‘ii.pc 20¥3 2 Draw the Keynesian Cross, and find the intercept on the vertical axis and the

14

= 2004 0.35CH ~S0) 15G+50= 655 V15625
C=300+0.75(Yd) I=5 Y:AJ;O-?I}’/JIZJ‘
G=50 T =50 (lump-sum tax) @.25 ¢=382.5
Y=/%#5

slope of the AE schedule.

3.3 Use the Leakage = Injection (or saving/investment) approach to find the

equilibrium level of output. .; -.Cl-”‘ H30)y:sqte Y- Ko

(Hint: the equilibrium conditionis S+ T=1+ G, with Yd=Y-T=C +S)
Se¥-r-c  Oxl-35035,

=p-59-300-0-75¢r-54)

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 the increase in net

taxes of 50 units. Use the Y = AEia(standard) approach to find the new

equilibrium output. T s G

3.4 Draw the saving/investment curve to show the equilibrium.

3.6 Use the Balanced-Budget Multiplier (BB’KA) derived from Question 2.5 to find
the new equilibrium output. ay, yy_ I= oM E6tixqvt! 2411
T 46 | 4T 309 &Y 150
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4. FromY=C+1+G+(X-M) Co#C Y -GTHI164x—p-t1 ¢
where C =C,+ C,(Y-T) and M = M, + M (Y), find

4.1 Equilibrium Output Y* Y'_— __[\ ([o{ TU"“”""'/
4.2 AY/AL y ( €0 I

4.3 AY/AG (- +tY

4.4 Av/aT = S

-C Fm
4.5 Balanced-Buc}get'Ml!lltiplier (BBM) =&Y + &Y - I-¢
— —_— =0

5. Assume an open economy with government. The country has the following

14 components of aggregate expenditure. AE>_U}° :'504091‘35 +351£580-c0-0.1y
yeom, Y= AE C =200 +0.7(Yd) 1295 o, 41230 G=
ac: aBt0.68 -
. P=3e2.
» T=50 X =50 M=50+0.1Y

5.1 Usethe Y= AE approach to find the equilibrium. Is Y = 300 an equilibrium?

el ses If it is not, explain the adjustment process towards equilibrium. |
R T4 not ot the equlibeinn, Sing gy Hhe Invensry ,,&.,g,..;, he Rt _bag to poliecror why) i+ get do+he equikldun
o 5.2 Based on what you have derived 1n Question 4, calculate the investment
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government spending, tax, and balanced-budget multipliers. “tinwe, 4 dcamerss
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5.3 Interpret the value of each of the multipliers.

Suppose that the full-employn}'ent output (Y}) is 600;
2 535y yp (Vo) &7 "y gy . .
5.4 What type o out)put gap is the economy currently experiencing?
5.5 Draw the Keynesian Cross. Identify its slope and intercept. Also, illustrate the
output gap.

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 Ifthe government wants to adjust g?lygits spending (G), how much G should
2600778952 m1p5 ¢ =25

be changed? ot
Frad. ) decrense {67 ENe
5.7 If the government wants to adjust only its net taxes (T), how much T should
g ot wvan d y
be changed? 7+~ “T—'J-?/\;'Sf 2103 jp ctdvs tax by 071

5.8 If the government wants to boost only investment (I), how much I should be

changed? é,y:__ 228 AT =3
a crease Lh )
5.9 If the government wants tomeplerrfe’;ljt a balanced-budget policy, what should

the government do with G and T?  ssrm=o-
decieas € X T= 256 A (": 7.5

A6,4T =%
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
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7. Let S =-200+ 0.5Y and I = 50, be the saving function and investment.

\tAl(AaSC;‘_ :I'FJ'(L};‘M o.gy)_.:“g
—20040-5{=5¢ Y7 =500
7.1 Use the saving/investment approach to find the equilibrium output.

. e . . . . $5720040-5
7.2 Find the equilibrium saving. (Hint: substitute Y* into S) =-wose.stsuw: 5,
Suppose people decide to save more, increasing autonomous saving by 100.

L. szolootosyzio 75 g ey
7.3 Use the saving/investment approach to find the new equilibrium output.

7.4 Find the new equilibrium saving. (Hint: substitute new Y* into S) - 00 10,611
" =50

7.5 Comment on your result.
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