Macroeconomics

Instructor: Mark Tomass

Answer Key to Homework 17

1. An expansionary fiscal policy can be used to offset the expected decline in private demand.  This could be accomplished through an increase in government purchases or a decline in net taxes.  Net taxes could decline if tax rates were reduced or transfers were increased.

2. If we use the simple multiplier that equals 2.5 (1/0.4), then a $400 billion increase in government purchases would be sufficient to eliminate the $1000 recessionary real GDP gap.  However, if we use the more realistic tax and open economy multiplier that equals to 1.67 [1/1-(0.6-0.1)(1-0.2)], then $599 billion increase in government purchases is needed to eliminate the $1000 recessionary real GDP gap.  In either case, because the economy is in a deep recession it is reasonable to assume that the aggregate supply curve is flat so there will be no increase in the price level during the year in response to an increase in aggregate demand that would choke off some of the multiplier effect.   

3. A $1 billion reduction in taxes would result in $600 million initial increase in purchases of real GDP when the marginal respending rate is 0.6.  With a multiplier of 2.5 this will result in a $1.500 billion (or 1500 million) increase in real GDP.  Alternatively, you can use the tax multiplier (-mpc/1-mpc) to directly calculate the ultimate impact of a $1 billion reduction in taxes: (-0.6/1-0.6) = 1.5.  Therefore, $1 x 1.5 = 1.5 billion.  

If $1 billion reduction in taxes leads to $1.5 billion increase in GDP, then it would take a tax cut of $666.7 billion to remove a $1000 billion recessionary GDP gap.  Again alternatively, you could find the answer directly by dividing the gap of $1000 by the tax multiplier of 1.5.

4. With a marginal respending rate of 0.5, a $800 billion increase in transfers will result in a $400 billion initial round increase in spending.  This will increase real GDP by $800 billion because the multiplier is 2 in this case.

5. The increase in the price level will choke off some private spending so the multiplier will be less than 2.

6. A $750 billion decrease in government expenditures would reduce equilibrium real GDP by $1500 billion thereby eliminating the inflationary GDP gap.

7. The actual deficit will be large than the one projected because at the higher unemployment rate net taxes will be lower than at the 7% rate.

8. Because of the shift in focus from a stable economy to a balanced budget, congress would have to adjust expenditures or taxes each year depending on whether or not the economy was operating above or below potential to avoid a deficit.  For example, if the economy slows down, automatic stabilizers would normally allow a deficit to occur by a combination of a decrease in the tax rate and an increase in transfer payments.  However, the balanced budget law required a zero deficit.  Thus the government must increase taxes.  GDP will decline further as a result.

9. The law would increase the net return to saving.  This is likely to increase the supply of saving, putting downward pressure on real interest rates.  As real interest rates fall the quantity of investment goods demanded will increase.

10. These changes removed a subsidy to investment.  The reduction in the subsidy will mean that demand will decline, which, in turn, will put downward pressure on real interest rates.

