Eco 101 Dohan    A Simple GDP Problem with Fiscal Policies to Reach Potential Output (Yfe) with Price Stability    Fall 2007
This problem tests your basic knowledge of the factors determining the equilibrium level of GDP (Yd = Ya), the multiplier and how to use fiscal policy to shift the equilibrium GDP to the potential GDP (Yfe).  

Answer


The Zhinian economy is described by the following pieces of information.

 

Equilibrium Output (Yd=Ya)   
  Ya* = 10,000    billion zhins

Potential or Full Employment Output Yfe =   8,000    billion zhins

Marginal Propensity to consume MPC = .75

 

Remember that AE in the text is Yd = C + I + G  + X - M


A 
1. Which macroeconomic problem does the Zhinian economy now have?

           A.  Inflation      B. Unemployment   C. Stagflation   D. None

2. Identify the full employment output Yfe and the equilibrium output Ya*  
on the horizontal axis on the graph and then draw vertical lines

    up to the Ya line?

 

- 2000  3.How much is the (inflationary or  recessionary) income  gap in between potential output and “equilibrium output. That is the necessary change in Ya* on the x-axis.  Indicate the amount and the direction (up -> or down <-) with an arrow.  Remember that Yfe  (potential output) is fixed by the labor supply. 


4. Draw a new Yd′ line parallel to the original Yd line so that it intercepts the Ya line (45o line ) at Yfe . We call this the full employment intercept. The vertical distance between the original aggregate demand Yd and the new Yd′ measures the inflationary demand gap (excess demand at full employment ↓) or the recessionary demand gap (too little AE at Yfe ↑).  

Lower    5. To reach our goal so that Ya* = Yfe = 18,000, do we want to lower or raise Yd and why?




Close inflationary demand gap 

By - 500  6a. Now the question is:  By how much?  By the whole income gap?  NO! Remember that an autonomous shift of Yd by 100 zhin will have a much larger impact on the equilibrium level of output Ya* because of the multiplier effect caused by the endogenously  induced consumption spending of the incomes earned in producing goods from the autonomous upward shifts and the subsequent “induced spending” rounds” on consumption goods.  The “autonomous shift” could be result by a increase in investment or government spending or consumption”  The change in consumption could cause be a change in saving habits, or a change in disposable income (but remember the MPC).

4            6b.  What is the simple multiplier in this problem?  (Show the formula and the calculation.)  M = 1/(1-mpc) = 1/(1-.75) = 500
Shift Yd     7.What must you do to aggregate demand (ΔYd) in general?  Write a short sentence. Indicate with a vertical arrow on 

downward
the graph.  
8. How much of an “autonomous  shift in ΔYd’ is necessary.  Remember that  ΔYd x M =  ΔYa*________________

  
You must reduce aggregate demand by 500 which times the multiplier reduce of 4 equilibrium output by -2000

      Remember this is true no matter what the method or reason (ΔC, ΔI, ΔG, ΔX, Δ-M) for the autonomous shift in ΔYd
 

Fiscal Policy

-500
9.   What change in government spending (airports, police, teachers, roads, etc.) would reestablish full employment with price stability?  $-500   and why would it. Write a short sentence.

Reduce G by 500, which would shift Yd downward and have a larger impact on Ya because of the multiplier effect. Cut ΔG by 500 x M of 4 =  Δ Ya* of  - 2000
 

10.   What change in taxes would achieve the same goal more quickly?  Since part of a tax increase is absorbed by a cut in savings, we have to cut taxes by more than the aggregate demand gap, to reduce Ydi enough to reduce C by 500
 Δ Tx of +666 2/3  x (-1) =>Δ Ydi of  - 666 2/3  x MPC of 0.75 =>  Δ C of  - 500  x M of 4 =    ΔYa* of  -2000
 

10   Explain why it is different from the change in government and is the opposite sign. A tax increase reduces disposable income and this reduce consumption, but by a lesser amount because consumers also cut savings by $0.25 for each cut in Ydi by $1.00 
12   Pensions and transfer payments could also be reduced by 666 2/3 but it would be very hard on the old and the sick.

 13. Should we balance the budget in this situation? And why?  No, in inflation we should be reducing the government deficit or increasing the government surplus. 
14. Which of the following shift the consumption function and why and what will it do to the Ya* ?  Write answer after event. 

 1. Expect a major recession   


downward because save for a rainy day
 2. Prices are rising rapidly     


upward because spend money before it loses value.
 3. Taxes are cut




upward because disposable income rises
 4. The price of gasoline rises 


downward because of lower real income because, ceteris paribus, real income falls
 5. Credit card interest rates go up to 29% 

downward  - cost more to purchase items on credit

 6. Housing values and the stock market fall suddenly.
Downward – lower real wealth
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