QUESTIONS AND ANSWERS TO CHAPTER 7 

1.  Use the IS/LM diagram to show what would happen to real output and interest rates when the following policy changes are implemented.  In this problem, assume that prices remain constant.

A.  The Fed hires a helicopter to fly around the country and drop an average of $100 for each person.

B.  The Treasury mails a $100 check to everyone in the country.  Fed policy accommodates this decision.

C. The Treasury mails a $100 check to everyone in the country.  The Fed does not accommodate.

D.  Congress votes a $100 income tax reduction for everyone in the country (those who do not pay any income taxes receive a $100 credit).

ANSWER:  In all cases, the initial change is a move out of the IS curve.  The actions are all fiscal stimulus, regardless of how the money gets distributed (by comparison, monetary ease would involve the Treasury buying Fed securities, expanding the amount of money banks have to loan and reducing interest rates).   For a population of approximately 290,000,000, by the way, $100 per person would amount to $29 billion, or less than 0.3% of current GDP.  

In all cases, then, there is some rise in real output.  The question of how much interest rates rise depends on (a) the slope of the IS and LM curves at the time the action is taking, and (b) whether the LM curve also shifts out (which would be the case in B).   If the economy is in recession and the LM curve is flat, interest rates would not rise at all even if the Fed did not accommodate.  If the tax cut occurs in the region of a rising LM curve, interest rates would increase somewhat except for B, when the Fed shifts the LM curve out and interest rates remain unchanged. 
2.  Explain why a tax cut would have a greater stimulatory impact on the economy during a recession than during a boom.

ANSWER:  During a recession, there would be little or no offsetting impact of higher interest rates, which means the LM curve would be almost flat.  Also, with excess capacity, a smaller proportion of the increased spending would be used to purchase imports, which means the IS curve would also be flatter.
3.  In 1998, Japanese real GDP fell 2 ½% in spite of a sharp decline in interest rates and massive increases in government spending.  In terms of the IS/LM diagram, what factors must have shifted to offset the monetary and fiscal stimulus?

ANSWER:  Obviously the IS curve shifted in for other reasons.   The economies of Southeast Asia started to collapse in 1997, which led to a massive decline in Japanese exports to those countries.  Also, because of the overvalued yen earlier in the decade, many firms decide to move operations to other countries, so capital spending was also curtailed and failed to respond positively to very low interest rates. 

4.  In the spring of 1980, the Federal funds rate fell from 17.6% to 9.0%, while real GDP declined at a 9.6% annual rate, the biggest one-quarter decline in history.  Use the IS/LM diagram to show what factors caused this massive change (hint:  that was the quarter the Fed imposed credit controls).

ANSWER:  The IS curve must have moved in drastically.  If interest rates dropped, that would ordinarily mean the LM curve moved out, but in fact we have such a sharp decline in GDP that monetary policy probably tightened.  While credit controls are generally considered monetary rather than fiscal policy, the decline in consumer spending was so great that in terms of the diagram, it caused a substantial inward shift in the IS curve.  By comparison, the LM curve shifted in, but only slightly. 
5.  Explain why the ratio of loans to GDP usually declines in the beginning stages of recovery.

ANSWER:  The main reason is that capital spending lags the business cycle.  Also, in the initial stages of recovery, inventory investment often declines because firms do not expect the upturn in sales.  By comparison, consumer spending and housing often rise rapidly, but these are usually financed with consumer or mortgage credit, not business loans. 
6.  Explain the circumstances under which a policy of fiscal expansion is accompanied by:

A.  A substantial rise in real GDP and little or no change in interest rates.

B.  A moderate rise in both real GDP and interest rates.

C.  A substantial rise in interest rates but no change in real GDP.

ANSWER:  A.  The economy is either in a recession or in the beginning stages of recovery. It has substantial excess capacity, and the unemployment rate is well above full employment.

B.  The economy is rising at average rates, the recovery has been underway for some time, but full employment has not yet been reached.
C.  Labor markets are at full or overfull employment, and the rate of capacity utilization is high. 
7.  Under what circumstances is the Fed most likely to tighten when the budget deficit increases, and when would it be most likely to accommodate an increase in the budget deficit?

ANSWER:  To a certain extent, the decision could be political, such as when the Fed eased in 1972 and 1979.  However, let’s assume that because of the disastrous repercussions of those moves – Nixon was forced to resign, and Carter was defeated in a landslide by Reagan – that wouldn’t happen again.  As a result, future decisions will probably be made on economic grounds.  
Greenspan obviously accommodated the deficits of the Bush II administration; about 2/3 of the rise in the deficit was due to the recession and sluggish recovery, with higher spending (both defense and welfare) and the tax cut also each accounting for about 1/6 of the increase.  Because these moves were widely seen as stimulating the economy at a time when it was necessary, the Fed continued to ease throughout this period.  That is likely to be the case in the future as well.  The Fed would presumably tighten if the deficit rose during a period of robust growth when the economy was near full employment, but in fact that is extremely unlikely except in the case of another major war.  

The Fed would tighten if a budget deficit led to higher inflation no matter what the underlying circumstances were, but that presumably would not occur unless the economy is already near full employment, when the deficit is normally shrinking.  At least in the U.S. economy, inflation has never accelerated in the early stages of business cycle recoveries. 
8.  Explain why an increase in the value of the dollar is usually accompanied by faster growth in the money supply in an era of banking deregulation.  

ANSWER:  An increase in the value of the dollar boosts imports, and some of the excess dollars return to U.S. and are deposited in the banking system.  

9.  Show what happens to C, I, F, G, Sp, Sc, Sf, and Sg in each of the following cases.  Remember that I is always equal to S on an ex post basis.  Take these step by step.

A.  Government cuts personal income taxes by $100 billion.

     Consumers spend all the money on Japanese cars

     Japanese invest excess dollars in Treasury securities

B.  Government cuts income taxes by $100 billion.

     Half goes to consumers, who buy new domestic new cars

     Half goes to corporations, which build new motor vehicle plants

C.  Government raises personal income taxes by $100 billion.

     Consumers think the tax increase is temporary, so they don't cut spending

     Treasury uses extra money to reduce national debt

D.  Government spends $100 billion on public works projects

E.  Government hires helicopters to drop $100 billion over the country

     Consumers spend 1/3 the money, save 2/3 of it
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I rises by 50,  S is unchanged.  Not an equilibrium situation.  What actually happens is that the increase in consumer and capital spending boosts GDP, which increases all components of saving by a total of 50.  Without further information we cannot tell how much each component rises.   The “+” means an increased of undetermined magnitude.
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The rise in personal saving is less than the drop in government saving, but the additional (slight) stimulus from higher consumer spending raises GDP and boosts all components of saving.

10.  In the early 1980s, both U.S. interest rates and the value of the dollar rose sharply, reducing the current account balance.  In the late 1980s, U.S. interest rates rose again, but the value of the dollar did not increase, and the current account balance improved.  What factors caused these varying reactions?

ANSWER:  Obviously the value of the dollar depends on factors other than interest rates (as explained in Chapter 12).  In the early 1980s, the stock market was rising rapidly, marginal tax rates were reduced, and the domestic economy was growing at above-average rates.  In the late 1980s, stock market performance was mixed, marginal tax rates were raised, and growth declined to average rates. 
11.  Explain the major reasons why an increase in income raises saving more than investment on an ex ante basis.

ANSWER:  When income rises, all four components of saving are likely to increase.  Consumers generally do not spend all of their extra income; profits rise more than proportionally, hence boosting corporate saving; imports rise, which boosts net foreign saving; and government tax receipts rise more rapidly while spending usually grows at less than its trend rate (as cyclical transfer payments fall).  Investment is tied more closely to the cost of capital, and hence does not increase when output rises, unless those gains are expected to boost the equilibrium required level of capital stock. 
12.  Suppose the government cuts corporate income taxes, hence boosting I.  However, S has declined because the deficit has increased.  Explain how the economy returns to equilibrium where I = S on an ex post basis.

ANSWER:  If I rises, that means real GDP has increased, which boosts all four components of saving:  personal, corporate, net foreign, and government saving.  While the government deficit will still remain somewhat higher than it was before the tax cut, the increase in other components of saving will more than offset that decline. 

13.  Because of a stock market crash, consumer and business optimism declines, so both consumption and investment drop.  On a ceteris paribus basis, a drop in C is equal to an increase in Sp, so saving rises while investment falls.  Explain how the economy returns to equilibrium where I = S on an ex post basis.

ANSWER:  We saw what happened during the massive stock market decline in 2001 and most of 2002; the Federal budget position changed from a surplus of $236 billion in FY 2000 to a deficit of $158 billion in FY 2002 (and a projected deficit of $340 billion in FY 2003).  Also, while personal saving did rise, corporate saving fell because of the sharp decline in profits; foreign saving was little changed in 2001, although it rose again in 2002.  So the $100 billion rise in Sp was more than offset by the drop in Sc and Sg.
In this regard it might be interesting to speculate what would have happened if, as many Democrats claimed, the budget should have been kept in balance.  Without a drop in government saving, there would have been a much more severe decline in Sp and Sc; personal income would have fallen much more drastically, and the recession could have turned into a depression.  The sharp increase in the Federal government deficit, amounting to about 6% of GDP, was the key factor keeping the recession short and mild.

14.  Suppose growth in Europe rises, boosting U.S. exports.  That would reduce Sf, ceteris paribus.  Explain what happens to the other components of I and S, and show how the economy returns to equilibrium.  

ANSWER:  The rise in U.S. exports boosts real GDP, hence increasing Sp, Sc, and Sg.  Eventually, faster growth in the U.S. will boost imports, resulting in a smaller decline in Sf or even a slight increase. 

15. Explain which of these changes represent a move along the IS curve, and which represent a shift of the IS curve.

(a)  Stock market boom boosts consumption and investment

(b)  Government cuts taxes by $50 billion

(c)  Government passes $50 billion public works bill and pays for it with a $50 billion tax increase

(d)  Fed boosts interest rate from 5% to 6%

(e)  Tax receipts fall $30 billion as economy plunges into recession

(f)   Value of the dollar rises 10%, cutting net exports by $40 billion

(g)  Net exports rise $20 billion as Asian economy recovers

(h)  Rise in interest rates diminishes housing starts

(j)   Mortgage interest is no longer deductible, so housing starts decline

ANSWERS:

(a)  IS curve shifts out

(b)  IS curve shifts out

(c)  no change in IS curve
(d)  LM curve shifts in (assuming no change in inflation)
(e)  no change in either curve (although something else must have changed to cause the recession)

(f)  IS curve shifts in (unless higher dollar was caused by tighter monetary policy and higher interest rates, in which case LM curve shifted in)

(g)  IS curve shifts out

(h)  LM curve shifts in

(i)  IS curve shifts in.  Note the difference with (h); this is a change in fiscal policy compared to a change in monetary policy.  The practical difference is that in this case interest rates would fall, compared to the rise in (h).

16.  Calculate the simple multiplier if the marginal propensity to consume is 0.4, investment rises $0.05 for every $1 billion increase in income, and net exports decline $0.08 for every $1 billion increase in income.

ANSWER:  The formula is:  multiplier = 1/ (1-0.4-0.05+0.08) = 1.59.

17.  Explain which factors would cause the IS curve to be steeper, and which would cause it to be flatter.  When is the IS curve more likely to be steep -- during recessions or booms?  

ANSWER:  The slope of the IS curve shows how much output would change for a given change in interest rates.  During recessions, a further drop in interest rates probably would not have a very large impact on output, mainly because investment would not be stimulated.  As a result, the curve would be relatively flat.  During booms, a change in interest rates (presumably an increase) would have a significant impact in reducing both consumption and investment, so the curve would be steeper. 

18.  Assume real GDP is $9000 billion, and disposable income is $6000 billion.  The government cuts personal income taxes by 1% of DI (i.e., $60 billion).  As a result, interest rates rise by 2/3%. Assume transfer payments are not changed.  Using the equations given on in the text, determine how much real GDP changes, and how much I and each of the components of S changes.

ANSWER:  The equations referred to are:

C = 2379 + 0.68 * (Y - T - SC + TR) - 20* r

I = 510 + 0.15 * Y  - 30 * r

F = 708 - 0.115 * Y - 10*r

G = 1570, TR = 1100

T = -540 + 0.39*Y

SC = 440 + 0.11 *Y

This can be written as:
Y = 5983 - 96*r.   

If T changes by 60 then C changes by 0.68*60 = 40.8.  Since the multiplier is 1.6, Y would rise by 65.28 before considering any changes in interest rates.  However a 2/3% rise in interest rates reduces Y by 64, so the net change in Y is only 1.28.  
