Economics 3510

Macroeconomic Theory and Policy

Practice Problems (Chapter 10)
1. Let’s examine how the goals of the Fed influence its response to shocks.  Suppose Fed A cares only about keeping the price level stable, and Fed B cares only about keeping output and employment at their natural levels.  Explain and illustrate graphically how each Fed would respond to 

a. An exogenous decrease in the velocity of money.

b. An exogenous increase in the price of oil.

2. Use the Keynesian cross to predict the impact of an equal increase in government purchases and taxes, (G = (T > 0.  

3. In the model of the Keynesian cross, assume that the consumption function is given by C = 200 + 0.75((Y-T).  Planned investment is 100; government purchases and taxes are both 100. 

a. Graph planned expenditure as a function of income.

b. What is the equilibrium level of income?

c. If government purchases increase to 125, what is the new equilibrium income?

d. What level of government purchases is needed to achieve an income of 1600?

4. Consider the impact of an increase in thriftiness in the model of the Keynesian cross.  Suppose the consumption function is C = Ĉ + c((Y-T), where Ĉ is a parameter called autonomous consumption and c is the marginal propensity to consume.

a. What happens to equilibrium income when the society becomes thrifty (save more), as represented by a decline in Ĉ?

b. What happens to equilibrium national saving?

c. Why do you suppose this result is called the paradox of thrift?

d. Does this paradox arise in the classical model of Chapter 3?  Why or why not?  

