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.
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1.3 Suppose AY = 10 and AI = 2. Find Investment Multiplier.

1.1) dovt  Multiplier A0

R
9
&y =15
1.2) Tax multiplier = 4Y
g
-9 = -3
AT
AT = 3y

2. FromY = C +1+ G where C=C, + C,(Y - T), find
2.1 Equilibrium Output Y*
2.2 AY/AL
2.3 AY/AG
2.4 AY/AT
2.5 Balanced-Budget Multiplier (BBM)
2.6 Explain what the BBM is.

24) AE= C+I+0
y= AE — e%bm
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AL 1-Slopa AE

1.3) investment mulkiplier = A
10 =6
Tl A
2.3) _Ai*= 1
A6 1-C

2.¢) a5 Tis [eakage ; 4Y = —MpC

a1 1- SlopeAE
1
' AY = ‘C'\
AT 1-C,
2.5) BBM

N P A B
46 AT 1-C,

2.6) BBMis achange in aggregate outpuf whan

both G and T increase by 1 unit.
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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=150 T =50 (lump-sum tax)
3.1 Use the Y = AE (standard) approach to find the equilibrium output.

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

slope of the AE schedule.

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, with Yd=Y-T=C +S)
3.4 Draw the saving/investment curve to show the equilibrium.

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.

3.6 Use the Balanced-Budget Multiplier (BBM) derived from Question 2.4 to find

the new equilibrium output.

31) Y=AE- egbm condition

Y=CtI+G
Y = 300 +0.35 (Y-50)+50+50
Yy =300 +0.35Y-3%.5 +50+50

rY-035Y < 3625
0.05Y = 3615

vi= 1450

= AE = 362.5 +0.75Y

3.3) §47 = I+¢ OCleakage - injection)
Y-T= C+S @ ( Saving function)

®; Y-C=8+T77 ol
Y-C=I+6
XY-C =50+50
Y-C =100

Y- (300+0.25Y4 ) = 100

Y- (300+0.33 (Y-50) =100

Y- (300+ 0.5y -33.5) =100

Y- 300-0.35y+325 =100
0.25Y =362.5

*

= 1¢50
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3.2) AE y=Ag

AE

\; slope = 075
362 7

Y 1450

3.4) saving function
Y-T= C+$
N-50=300+0.25(y-50) +§
$ = -30040.25y-3>5+Y-50
= =312.5+0.2
J 3 5Y/38
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35)  81=50 450 =100 ¥ 3.6) use BBM fofind new Y

=1
T4-50 £50 =100 nvew Y =7

AE= C+I+6
Y =300+40.25 (N-100) + 50 +100

= 300 +0.35Y - #5 +150

Y = 335 4 0.35Y
0.25y = 335
Y = 1500y

4. FromY=C+I1+G+(X-M)
where C=C,+ C/(Y-T) and M = M, + M(Y), find
4.1 Equilibrium Output Y*
4.2 AY/AL
4.3 AY/AG
4.4 AY/AT
4.5 Balanced-Budget Multiplier (BBM)
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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) I=75 G=
75
T=50 X =50 M=50+0.1Y
5.1 Use the Y = AE approach to find the equilibrium. Is Y = 300 an equilibrium?
If it is not, explain the adjustment process towards equilibrium.

AE= 200+ 0.3(Y-50) + 5+ 25 +50- (50+0.1Y)

= 200+ 0.3y =35 + 200 -50 -0-1Y y= 300 i§ not the e%bm,
Y = 3% +0. 6y
0.4y = 315 To adjust towards #33.5 L Ne need o produce mord because
« there's demand > SUPPY which Cause thortage. The inventorie s
y = 7%5 p: N will be decreassd.

5.2 Based on what you havederived-mQuestiomrd: calculate the investment,

government spending, tax, and balanced-budget multipliers.

*
. A .V 4 = 25 swhenIfaY tas
inwestment 21 1-0.3+0. 0.4
b
_ af . = 1 =25 5 when 62 15Y 7§
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H6 - 07109
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Tax: A = —0F = 435
AT 04
t
B - "G = 1-03 03 . 035 (Whe GRTTI T Y1 g
1-¢,tm, 1= 0.3+ 0.4 4+

5.3 Interpret the value of each of the multipliers.
Suppose that the full-employment output (Y) is 600;

¥¥ _ .5 . bY=600 4I=1500

=
|

2.5 5 &Y= 600 06 = 1500

o>
-
1]

O = -1.35 ; 0Y =600 AT=—1050

BBM = 0.7y
AY = 600 O6G L AT = 459



5.4 What type of output gap is the economy currently experiencing? y* =3%3%.5 > \/F =300

b is inflation gap because fhe markel demand exceed the ag greqat output.
tne economy is growing too fast ,\and the FOP are Over --O,MPl()\i-Q,d,

5.5 Draw the Keynesian Cross. Identify its slope and intercept. Also, illustrate the

output gap.
At
¥e y= AE
AE = 315 + 0 6Y
Tt L slope= 0.6
int = 315
|
600 7?%3%.5 |

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?
YEFSRS S Y. =600 jAY = - 1335
o =25 o -1%F =15 AL =79
A6 X

- when y decreas 1335 | & should be decreas. 35

5.7 If the government wants to adjust only its net taxes (T), how much T should

be changed?
MY = 135
oT
1835 = -1.79
OT
HT= 07.1¢

Toax  should be increase by 107.1¢



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

changed?
o =15
a1
335 =125
01
AT = —*F ©when y decvease 1375, T shold be decressed by 75

5.9 If the government wants to implement a balanced-budget policy, what should
the government do with G and T?

BMM = 0.35

-1%2. = 0.?5
A6
b6 = -250 o G uT should be decreased by 250
AT = ~150

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.

o The role of an automatic shabilizer it to reduce Flvctuation
of e L200n0my b\l Pre\;@nhy\j O\A’rpv\\ Yoo high in expangion
and too low in vecession

+The government can shabilize the economy by decreasing tax
when economy is in recession and increasing tax while expansion time,



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

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

Y T AE
§ =1
-200+0.5Y = 50
0-5Y = 250

Y= 500

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

st - -200 + 0.5 (500)
o¥- 50 -

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= -100 + 0.5y

$=1
-100 +0.5y =50
05y = 150
\{*z 300

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

$= -100+ 0.5 (300)
¥ = 50
7.5 Comment on your result.
ettbm saving i§ e%ua\ €V€n+h003h autonomous Saving ingreasing

Dy 100 . From +he paradox of thrift , when people shrt o save move

it leads to slow down in economy and people will have less income
whith makes amount of saving remain the same,



