1. Answer the following questions.

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

* Govtrnment multiplier = 4Y . ¢
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1.2. Suppose Tax Multiplier is -3 and AY = -9. Find AT.
find AT Tax multiplier = -3
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1.3. Suppose AY = 10 and Al = 2. Find Investment Multiplier.
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g(l); FromY =C + 1+ Gwhere C = Co+ C1(Y - T), find
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2.5. Balanced-Budget Multiplier (BBM) 2.6. Explain what the BBM is.
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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.

“ equilibrium condition
AE = CtI+6
2y C+]t§
Y= CotCy(Y-T)+1+0

Y = 300+0.35(Y-50) +50+5q
Y = 300+03§V-23.5 +50+50
Y-035Y = 3g0.5
0.25Y = 362.8
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+YS)

$t7* 1¢6 —@ (loakge =injection]
[)Y"T = CtS —@ [saving function]

Yr 0l =S4T
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Y-C = §0+50
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Y-(300-0.35Yd.) =100
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3.4. Draw the saving/investment curve to show the equilibrium. o1
N
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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

the increase in net taxes of 50 units. Use the Y = AE (standard) approach
to find the new equilibrium output.

G =50+ 50 =100
TS = 50 +350 =100

new Y* = ?
Y: AE - quilibrivm
AE = C+I+6

Y =300+0.35(Y-100) +*504100
2300 +0.3S Y- 351150

Y = 335+0.35Y
Q.25Y =335
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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Hif the govt gpending and lum-sum tax increase by 7, income will increage 1

. Therefore  in order to build more road | Govt increase their spending by S0
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when you Sum QY with _AY , you will know How ¥ change



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
T=50 X =50 M =50 +0.1Y

5.1. UsetheY = AE approach to find the equilibrium. [s Y = 300 an
equilibrium? If it is not, explain the adjustment process towards

equilibrium.

Y= A

Nz LtItGH0~M)

Y= 200+0.3(V-50)+35+35+50-Ga-0.1Y
Y 200+46.3Y - 35+25+38-0.Y

\: 3151-0,5\'
06N = 316
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. Y=300 is not equilibrium ywhith means that wt hevg a chortage qutput.
S0, we heed to incwase output to ge the eguilibrium

5.2. Based on what you have derived in Question 4, calculate the investment,
government spending, tax, and balanced-budget multipliers.

C =200%0.3 (Yd)

me
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5.3.

@M BY* . when investment intrease by 1 unib y oukput will incrense py 2.5 ohits.
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Interpret the value of each of the multipliers.

Q A_\{é’ i when govt Spending increase by a unityoutput will increase by 2.5 uniks.
b

@ LY ;wheh foX increase by 1 unitqoutput will decrease by 1.3s units.

AT
@ Bbm; when governmant spending and tox increase by 1 units,
autput will {ntrease by o35 ynit.



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

5.4. What type of output gap is the economy currently experiencing?

AE . Y=AE Unemployment rate is bellow the netural rate
Y£ <Y 0f untmployment ywhich maan we dre in
AE infletionary gap. In this time ¢ the economy is

growing +oo fast and over employad.
S0 thaty +he policy Solution is to raise tax
and cut government Spending to be ¥ = Ye

- ,OVer Capacity
. Y (#83.5 wanldunnnh = vcun)
600 3935 demand s o large aggregate expendiuie

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? ‘2.6 AY": <4335
5.7. If the government wants to adjust only its net taxes (T), how much T
should be changed? A .¥5
5.8. If the government wants to boost only investment (I), how much I
should be changed? A 2.5
5.9. Ifthe government wants to implement a balanced-budget policy, what
should the government do with G and T? ‘0.45
¢ { &
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a6 :-3§ AT * 103.144 O = -3¥S



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.

Tne gwemment Stabilize the econsmy means they try to redute  fluttuations
of owtput in business cycle.
pWhen economy is bad Y is low whith mans people ave pour. T and M are
Small whith means people hove move income to spend domestically. The govt. Cah
make it for boosfing The economy during the bad Fime,
»Wwhen eCOhomy is good Y is high ¢ T and M are large which means that people have
less income to Spend domegtically . The govt. make it +o Slow down the economy.
during tne good time.

hufomatic Stabilizar @ Component in AE in $o stabilize the 6pp
Import/ income tax ave automatiC §tabilizer

Role of outomatic ctabllizer is hdute the {luctuation of economy

real 6P tabil " N if it fluttyate "
00d4i stabilize outpy people can't adjust their
S Y=Y behaviey quiijkly
V=uw
bad time
Time

during good time— High Y AE
L govt vaise tax(T) and import (M) fo reduce ppl. income (¥)
whith helps t0 slow down the economy during peak time.

during bod +imo-s Low Y, AE
L govt rdue@ +ax (1) and impoYt (M) to increase ppl. income (v)
whith helps o boost the eohomic recetsion.

7. LetS=-200 + 0.5Y and I = 50, be the saving function and investment.
7.1.  Use the saving/investment approach to find the equilibrium output. -~ Suppose people decide to save more, increasing autonomous saving by 100.

'ﬂf e uillbnum . 7.3. Use the saving/investment approach to find the new equilibrium output
leakage = injaction *New Saving < =200 +0.5Y+100
suvfng < ipvestment £ =100+0.5Y
-200+0.5Y = 50 Dveto §=1
0.5Y= 250 -100+0.SY= §0
Y*: Y[ 0.6Y: 150
Y= 200 %
7.2. Find the equilibrium saving. (Hint: substitute Y* into S) 7.4. Find the new equilibrium saving. (Hint: substitute new Y* into S)
Saving = -200+0.5Y* Saving s ~100+4.5v*
© ~)00+0.5(500) ==100+0.5(300
T 2001250 =100 +160

"50# :SO#



7.5. Comment on your result.
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! Y (oviput)
300 500

parodox of thrift © people save mory -> Economy Slow dowh > Lecs income o ppl (9)

people fave more by 100 (So$,)

Output deCrease by 200 (500->300)



