Economics 12

Spring 2007
Mid-term 1-A

Please answer all three questions.  You must show your work to receive full credit.  All graphs must be completely labeled.  Good Luck!!

1. Fill in the table, and use the information to find economic equilibrium:  Let the MPC = 8/9
      Disp.
Income
    Income  Consumption   Investment  Govt Spending    Taxes     Savings

       0
          

100
         150
        250
       400

   900



 1800
 2700
 3600
 4500
 5400
 6300
a,
If 5400 is full employment output, what change in government spending would bring us to this point?

b.
What change in taxes would accomplish the same thing?

c.
What balanced-budget change would do this?  
2. Construct an AE/45 degree diagram using the following:

C = 400 + 0.75*Y

I =  300

G=T=0

Full employment GDP = $3400

Make sure you label:
Equilibrium GDP




Autonomous expenditures (exogenous expenditures)




The MPC




Full employment GDP




The expenditure gap




The income gap

Part II – Distinguish between discretionary and non-discretionary policy in terms of how the gap above could be closed.  Give an example of each.  Why might the latter be preferred?
3.
Suppose the consumption function for the U.S. economy was:


300+0.9*Y


And Investment (I) was equal to 600.


A.
What is the savings function consistent with this consumption function?

B.
Draw an investment = savings graph consistent with what we did in class.  Label equilibrium.
Show what happens to equilibrium when I rises to 700.  How does indicate the multiplier process?

Part II – Return investment to its original level of 600.  If Consumption falls to 300+0.8*Y, what happens to equilibrium income.  Illustrate on your graph.


a.
How does this show the Paradox of Thrift?

