Fall 2009

Review 1 Answers

Economics 203

PART A
1 D 6 C 11 D 16 B
2 C 7 C 12 D 17 B
3 D 8 A 13 A 18 C
4 B 9 D 14 D 19 B
5 B 10 B 15 D 20 E

PART B

1. Provide the expressions for the structural, cyclical and total deficits:

(@) Dy =G —Ty —tYy
(b) D, = t(Yy = Y)
(c) D = D + D,

By inspection, a reduction in G will { Dy. Since this policy change will also | Y. Hence it will
T D.. Without more analysis, all we can say is that the total deficit, D = Dg + D, may
increase or decrease.

The other way to answer the question is more specific and preferable.

Equation (a) implies: AD; = AG < 0.

Equation (b) implies: AD, = —tAY. Now, since the government spending multiplier is
= =— we know that AY = AG/MLR.

Hence equation (b) now implies: AD, = — (ﬁ) AG > 0.

These results in equation (c) imply: D = Dg + D, = AG — (ﬁ) AG = (1 — ﬁ) AG < 0.

s(1-t)+n
MLR

So now we know that the total deficit declines since (1 - L) = ( ) > 0.

MLR

2. E, =1060+ 0.55Y
a) If Y = 2,600, E, = 2490. . AINV* =Y — E,, = +110

b) In equilibrium, Y = E,. -~ Y =1060 + 0.55Y — 0.45Y = 1060 —» Y = 2355.56
Note that the MLR = 0.45 in the equation above.

) G=310; T = 100+ 0.2Y
If Y = 2355.56,T = 571.11
~ G—T=-26111



d) NX =115 - 0.05Y.
If Y = 2355.56, If NX = —-2.78

e) S=Y-T-C.
Y = 2355.56, T =571.11, and C = 1788.34
Hence S = —3.89.

f) Total Saving =S+ (T — G) — NX.
Based on answers (c) - (e), Total Saving = 260.
This should also equal investment.

g)  Yy=2600 and Y = 2355.56. - AY = 244.44
Since the MLR = 0.45 from (b), the multiplieris k = 21 /) ~ = 1/ 4= = 2.22

206 =BY/, 0 =+110

Two sample answers from your classmates are on the following pages. Together with my
comments, they summarize key points the question asks for.
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3a. Suppose the government mcreases taxes in a small open economy. Explain the hkely effect
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b. To dampen business cycles in this economy, would you recommend ﬁgcal polQ}’:r mggetary-io
policy, both fiscal and monetary policies, or neither policy? Why? Explain using the IS-LMc
model. .
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3a. Suppose the government increases taxes in a small open economy. Explain the likely effect
of this policy change on domestic investment as well as on domestic and foreign savings.
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