Macroeconomics

Instructor: Mark Tomass

Review Questions H17

Stabilization of the Economy through Fiscal Policy

 1.
Real GDP has declined during the past quarter, and the forecast is for a continued decline in real GDP because of a gloomy business outlook.  Business investment is expected to plummet next year.  As chairman of the President’s Council of Economic Advisors, what fiscal policy would you recommend for the coming year?

2.
Estimates indicate that of each $1 increase in national income, 60 cents is spent on domestic products, 20 cents is used to pay taxes, 10 cents is spent on imported goods, and 10 cents is saved.  The economy is currently in a deep recession, with a $1,000 billion recessionary GDP gap and 15 percent unemployment.  How much of an increase in government purchases for the year will be sufficient to pull the economy out of the recession and achieve full employment?

3.
If the marginal respending rate is 0.6, calculate the impact on real GDP of a $1 billion reduction in net taxes.  How much of a tax cut will get the economy out of the recession with the $1,000 billion recessionary GDP discussed in Problem 2?

4.
The economy is currently experiencing an $800 billion recessionary GDP gap.  A proposal is made to increase transfer payments in order to stimulate aggregate demand.  If the marginal respending rate is 0.5, how much must transfers be increased to eliminate the recessionary GDP gap?  Use a graph to show the impact on the economy, assuming that the economy operates in the flat portion of its aggregate supply curve up to full employment.

5.
Suppose the aggregate supply curve for an economy experiencing a $500 billion recessionary GDP gap is upward sloping.  Use graphic analysis to show that if the marginal respending rate is 0.5, elimination of the GDP gap requires that government purchases increase by more than $250 billion per year.

6.
Suppose the price level is downwardly inflexible during the year.  If the marginal respending rate is 0.5, calculate the tax increase or the decrease in government purchases necessary to eliminate a $1,500 billion inflationary GDP gap.

7.
The president’s advisers propose a budget designed to result in a deficit of $60 billion for the year.  In their estimate the advisers assume that the unemployment rate for the year will average 7 percent.  Explain why the estimate will fall short of the actual deficit if the unemployment rate each month during the year averages 9 percent instead of 7 percent.

8.
A law is passed requiring that the federal budget be in balance every year.  Why would this law prevent the automatic stabilizers from operating and thus be likely to destabilize the economy?

9.
Suppose a law abolishes taxes on interest income accruing to saving in all forms.  Use graphic analysis to show the possible effects of this law on the supply of loanable funds in credit markets and on the equilibrium market rate of interest.  Show the impact of the law on investment.

10.
The Tax Reform Act of 1986 eliminated the investment tax credit and reduced the tax benefit of accelerated depreciation allowances.  Forecast the impact of these changes on investment demand and market interest rates.
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