FISCAL POLICY FREE RESPONSE

1. Assume that the economy is operating below the full employment level of output and that the government’s budget is balanced.


a. Using a correctly labeled aggregate demand and aggregate supply graph, show and explain how an increase in government spending will affect each of the following in the short run.



(i) Real output



(ii) Price Level


b. Explain how this increase in government spending will affect each of the following in the short run.



(i) Real interest rates



(ii) Investment

Now assume that instead of increasing government spending, the government decreases corporate profits taxes.


c. Using a correctly labeled aggregate demand and aggregate supply graph, show and explain how this decrease in corporate profits taxes will affect each of the following.



(i) Aggregate demand



(ii) Long run aggregate supply



(iii) Real output



(iv) Price level


d.  Assume the decrease in taxes causes investment to increase by $1,000.  If the marginal propensity to save is currently 90% of a change in income, how will this new investment affect the overall economy? 
2.  Fiscal policy largely revolves around the decisions made with the federal budget.
a)  Identify two automatic stabilizers that work to maintain balance in the economy without Congressional action.
b)  Why, even without government action, does a recession tend to cause an increase in  the federal deficits?

c)  Most states are required to balance their budget.  Explain whether this helps to stabilize or destabilize state economies and explain why.  

3.  Assume it takes the United States 8 hours to produce a car and 10 hours to produce a computer.  Assume it takes China 6 hours to produce a car and 9 hours to produce a computer.


(a)  Who has absolute advantage in computers?  Why?


(b)  If these two countries were to engage in trade, who would produce cars and who would produce computers?


(c)  Show how you could convert this input problem to an output problem for both countries.
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