Economics 3510

Macroeconomic Theory and Policy

Practice Problems (Chapter 3)

1. Y = C + I + G 

Y = 5000

G = 1000

T = 1000

C = 250 + 0.75((Y – T)

I = 1000 – 50(r
a) In this economy, compute private saving, public saving, and national saving.

b) Find the equilibrium interest rate.

c) Now suppose that G rises to 1250.  Compute private saving, public saving, and national saving.

d) Find the new equilibrium interest rate.

2. Illustrate in the loanable funds market the effects of an expansionary fiscal policy through a reduction in taxes by the amount (T.  Specifically, what happens to the real interest rate and investment?  Be as specific as possible when explaining the magnitude of the curve shifts.

3. Assume that consumption is a function of disposable income and the real interest rate.  Specifically, the level of consumption falls as the real interest rate rises because households forgo consumption in favor of larger saving in order to take advantage of the higher interest rate.  Illustrate the effects of an expansionary fiscal policy in the form of an increase in government spending.  What happens to the real interest rate and investment?  Compare your results to the effects of a fiscal expansion when consumption is unaffected by the real interest rate.    

