Macroeconomics 2014
Problem set #6
Due:June 17th in class
Please answer the following question. Since students use different version of
the text, I attah the pdf file of the question.

1.Read the section of the textbook which is related with the Keynsian cross.
Then, solve the question 3 on page 324. (PDF file is attached)
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income and the interest rate. A higher level of income raises the demand for
real money balances, and this in turn raises the interest rate. The upward-
sloping LM curve summarizes this positive relationship between income
and the interest rate.

5. The IS-LM model combines the elements of the Keynesian cross and
the elements of the theory of liquidity preference. The IS curve shows
the points that satisfy equilibrium in the goods market, and the LM curve
shows the points that satisfy equilibrium in the money market. The inter-
section of the IS and LM curves shows the interest rate and income that
satisty equilibrium in both markets for a given price level.

KEEY  CEONCEPTS

IS—LM model Keynesian cross Theory of liquidity preference
IS curve Government-purchases multiplier
LM curve Tax multiplier

QUESTIONS FOR REVIEW

1. Use the Keynesian cross to explain why fis- interest rate. What does this explanation assume
cal policy has a multiplied effect on national about the price level?
income.

3. Why does the IS curve slope downward?
2. Use the theory of liquidity preference to explain

‘ : 4. Why does the LM curve slope upward?
why an increase in the money supply lowers the

PROBLEMS AND APPLICATIONS

1. Use the Keynesian cross to predict the impact that rise automatically with national income.
on equilibrium GDP of the following. In each (Examples in the United States include the
case, state the direction of the change and give a income tax and the payroll tax.) Let’s represent
formula for the size of the impact. the tax system by writing tax revenue as
a. An increase in government purchases F="T Y,

b. i in taxe —
An increase in taxes where T and ¢ are parameters of the tax code.

c. Equal-sized increases in both government The parameter ¢ is the marginal tax rate: if
purchases and taxes income rises by $1, taxes rise by ¢ X $1.
2. Although our development of the Keynesian a. How does this tax system change the

cross in this chapter assumes that taxes are a way consumption responds to changes in
fixed amount, most countries levy some taxes GDP?
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b. In the Keynesian cross, how does this tax
system alter the government-purchases
multiplier?

c. In the IS-LM model, how does this tax
system alter the slope of the IS curve?

3. In the Keynesian cross, assume that the con-
sumption function is given by

€ =200t0.75 X~ T):
Planned investment is 100; government purchases
and taxes are both 100.

a. Graph planned expenditure as a function of
ncome.

b. What is the equilibrium level of income?

c. If government purchases increase to 125, what
is the new equilibrium income?

d. What level of government purchases is needed
to achieve an income of 1,600?

4. Suppose that the money demand function is
(M/P)* = 1,000 — 100r,

where ris the interest rate in percent. The
money supply M is 1,000 and the price level P
152

a. Graph the supply and demand for real money
balances.

b. What is the equilibrium interest rate?

c. Assume that the price level is fixed. What
happens to the equilibrium interest rate if the
supply of money is raised from 1,000 to 1,2002

d. If the Fed wishes to raise the interest rate to
7 percent, what money supply should it set?

5. The following equations describe an economy.

e (e
C = 120 + 0.5(Y - T).

I= 100 - 10z
&= o
T = 40.
(M/P)* = Y —20r.
M = 600.
P2

a. Identify each of the variables and briefly
explain their meaning.

b. From the above list, use the relevant set of
equations to derive the IS curve. Graph the
IS curve on an appropriately labeled graph.

c. From the above list, use the relevant set of
equations to derive the LM curve. Graph the
LM curve on the same graph you used in
part (b).

d. What are the equilibrium level of income and
equilibrium interest rate?

. Consider the impact of an increase in thriftiness

in the Keynesian cross. Suppose the consump-
tion function 1s

C=C +c¢(Y-T),

where C is a parameter called autonomous
consumption and ¢ is the marginal propensity to
consume.

a. What happens to equilibrium income when
the society becomes more thrifty, as repre-
sented by a decline in C?

b. What happens to equilibrium saving?

c. Why do you suppose this result is called the
paradox of thrift?

d. Does this paradox arise in the classical model
of Chapter 3? Why or why not?




