Economics 3510

Macroeconomic Theory and Policy

Problem Set #7

1. Assume the following model of the economy:

C = 180 + 0.8((Y-T)
I = 190

G = 250

T = 150

a. What is the value of the MPC in this model?

b. Draw the planned expenditure curve and indicate its slope and y-intercept.

c. Compute the equilibrium level of income, that is, the level of income that equates planned (E) and actual (Y) expenditure.

d. Calculate the level of unplanned inventory accumulation when Y = 3000.

2. Consider the same model as in Problem 1:

a. Compute the initial equilibrium level of income.

b. If government purchases were to increase by 10 to 260, what would happen to each of the following?

i. the planned expenditure curve

ii. the equilibrium level of income

iii. the level of consumption

iv. the government budget deficit

c. Starting again at G = 250, suppose that taxes increased by 10 to 160.  What would happen to each of the following?
i. the planned expenditure curve

ii. the equilibrium level of income

iii. the level of consumption

iv. the government budget deficit

d. Starting over one last time at G = 250 and T = 150, suppose that government expenditures and taxes were both increased by 10 to 260 and 160, respectively.  What would happen to each of the following? 

i. the planned expenditure curve

ii. the equilibrium level of income

iii. the level of consumption

iv. the government budget deficit

3. Suppose that the following equations describe an economy.  (C, I, G, T, and Y are measured in billions of dollars, and r is measured as a percent; for example, r = 10 = 10%):
C = 170 + 0.6((Y-T)

T = 200

I = 100 - 4(r
G = 350

(M/P)d = 0.75(Y - 6(r
(M/P)s = M/P = 735

a. Derive the equation for the IS curve.  (Hint: It is easier to solve for Y here.)

b. Derive the equation for the LM curve.  (Hint: Again, it is easier to solve for Y.)

c. Now express both the IS and LM equations in terms of r.  Graph both curves and calculate their slopes.

d. Use the equations from parts a. and b. to calculate the equilibrium levels of real output, the interest rate, planned investment, and consumption.

e. At the equilibrium level of real output, calculate the value of the government budget surplus.

4. Suppose that there is a sudden increase in the demand for money—that is, at the same levels of r and Y people want to hold more money.  What would happen to the money demand curve and thus the LM curve?  Illustrate your answer graphically.  
5. In 2003, the U.S. Congress enacted substantial increases in defense spending to counter terrorism and significant reductions in taxes.  

a. Illustrate graphically using the model of the Keynesian cross the short-run effects on the planned expenditure curve and the equilibrium level of GDP?

b. Illustrate graphically the effects of these policies on the IS and/or LM curves?  Be as precise as you can about the exact shifts. 

c. What happens in the short run to the equilibrium levels of real output and the interest rate?  Explain how the outcome of this policy in the IS-LM model differs from the outcome in the classical model of the economy studied in chapter three.    

