
PRACTICE  FOR MACRO ECONOMIC POLICY PROBLEM 2006

The small industrial economy of Belgand wants to have FEWPS (full-employment with price stability).  The economy has the following characteristics (millions of Belgmarks)    "i" denoted interest rate.
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supply is defined as "demand deposits"    

  
 (ignore transaction demand).                        

Here I = only I(i), so that investment levels can be

reduced by raising the interest rate.



Simple Multplier = 1/(1-MPC)

1)   Sketch and label economic conditions





on graph to right. (2)           



                                            





2) Calculate the multiplier and the "income gap.    

|

   and the Aggregate demand gap.  Show work  (1)      


      Multiplier = 4,  Inflationary gap = 1000/4= 250

NOW assume each of the following policies are pursued separately (SHOW WORK & EXPLAIN)

3) What changes in government spending are necessary to reach FEWPS?   Explain and show work (3 pts.)

   Reduce government spending by 250 so that -250 x multiplier of 4 = -1000

4) What changes in taxes are necessary to reach FEWPS?  Explain and    show work (3 pts.)

   Increase taxes to shift consumption downward by reducing disposable income. Calculate the tax increase by divide the targeted reduction in consumptionof  -250/ .75 to give us the reduction in disposable income of –333.33 that is needed. The other part of disposable income come out of savings.

 So ↑Taxes by 333.3 →↓Disposable income * .75  →  ↓C by 250 x multiplier of 4 = ↓Ya* output by -1000

5)  If the government budget is balanced to start with, should the government try to balance the budget with 
Tx = G + Tr under the economic conditions in this problem or should it run a surplus or deficit AND WHY? (2 pt)

    Because of the need tax increase or the reduction in G, it should run a surplus.  Tx > G + Tr 
6) THE GRAND QUESTION using monetary policy to close gap..  What monetary policy should the Belgand central bank pursue?  Specifically, what instructions would you give to their "open market committee" and what specific changes would you expect in reserves (R), money supply (Ms), interest rates (i), planned investment (Id), and equilibrium GNP?   EXPLAIN (6 pts.)

What is your policy goal?  Lower equilibrium income because of demand pull inflation. 
How.  By reduction investment.  By how much?  -250 x 4 = -1000

What is investment now?  It depends on the interest rate only in this question.

What is the interest rate?  It depends on the money supply and the demand for money.

What is the money supply?  Look up at the top. Ms = 520
If the money supply is 520, then the interest rate must be 6% if the supply and demand for money are equal.

If the interest rate is 6%, then the I(i) = 500.

Our goal is to reduce I(i) from 500 to 250.  How? By raising the interest rate.  By how much? Enough to reduce Investment I(i) by 250.  It look like the interest rate “i” must be raised from 6 to 10%.  

How do we do that.  By reducing the money supply from 520 to 320 or by -200
How do we do that?  Well, it depends on the money multiplier which is MMM=1/rrr  = 1/0.10 = 10.
The change in demand deposits equals  change in required reserves * MMM.   ΔDD= ΔRR * 10.

To reduce the money supply, you must reduce bank reserve.  Target change in demand deposits = -200, so

 ΔRR = –200 /10 = -20.  Reduce reserves by 20.  The whole story now in reverse.
                   MMM=10






 GDP Multipler M = 4


↓  ΔRR= -20  → ↓ ΔDD or ΔMs =-200 →  ↑  “i” from 6 to 10%  →  ↓ ΔI(i) by -250   →     ↓ Δ Ya*by -1000    

7. In 6, would you buy or sell bonds and how many and why? (1 pt)

Sell 20 billion in bonds, which reduce commercial bank reserves by –20 when the buyers of the bonds pay the Fed. 

8) In 6, would you lower or raise the discount rate as part of this policy? Why?  EXPLAIN  (1 pt.)

Also raise the “discount rate” charged to commercial banks to borrow reserves from the fed to  10%  to they just don’t go back and borrow the “lost” reserves back from the Fed through the “discount window” at the Fed

9) Let us assume that Belgand has reached FEWPS by only using "fiscal policy". So the interest rate is still 6%. A government advisory board urges a new policy to stimulate growth and labor productivity by investing 200 (million Belmarks) in modern plant and equipment.  What specific changes in taxes and monetary policy would you recommend to achieve this new growth without causing a demand-pull inflation?  (4 pt)

Now we need to encourage the borrowing and investing of 200 (million Belmarks) by companies.  How do we do that.  Well at 6% I(i) is still 500.  We want it to go up to 700.  How? By lowering the interest rate from 6% to 5%.   How do we do that.  By increasing the money supply from 520 to 660 or by +140.  So we increase reserve by +14 which times the MMM of 10 increases the Ms by 140, interest rates fall to 5% and investment I(i) goes up by 200.

But we have a problem.  We are already at full employment.  So we have to reduce some other part of Yd such as consumption by -200.  If we raise taxes by 266.6, disposable income falls by 266.6 and consumption falls by 200.

Problem solved, if they reduce their consumption.

Summarize. ( RR =     ( Ms = 
            ( i =                        ( I =   + 200           (Ya* =                   which would cause ________  if no other economic policy were undertaken.
Explain and illustrate with production possibility frontier as well as a C+I+G curve. (1pt)

Outside of PPP which causes inflation

.
 







  









11.3.  To prevent demand-pull inflation, ( Tx should be 
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