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                                     Discussion 2 Session 1 (Chapter 3)
PART A: LONG QUESTIONS
1. Consider an economy described by the following equations:






a) Derive an expression for the goods market equilibrium.

b) Consider an increase in investment as $500. Derive and graph the shift in the aggregate demand accordingly. What are the impacts of change in output after 1st period?

c) What is the relationship between interest rate and (i) and income (Y)? Give an economic explanation. (Hint: you can start as commenting about positive or neg relationship)

d) What is the size of multiplier? Also, find the multipliers of each component of this open economy as mT, mI, mG. Sort them ascendingly.

2. Suppose that the economy is characterized by the following behavioural equations:
C = 500 + 0.5YD
I = 100
T = 80 G =200
a. Find the equilibrium level GDP (Y), disposable income (YD) and consumption spending (C).
b. Show the equilibrium on a graph.
c. Calculate the level of private saving and public saving. Is the total saving equal to the investment?
d. What is the value of marginal propensity to consume? What does it mean? What is the value of propensity to save?
e. Find the multiplier and autonomous spending. Explain what they mean.
f. By how much does Y increase when G increases by 20 unit? By how much does Y increase when T decreases by 20 unit? Why the effects of these two actions are different?

3. Suppose a closed economy is described as follows: 
· The consumption function is C=c0+c1YD 
· The investment (I) and the government spending (G) are exogenously determined. 
· The government is running a balanced budget. 


a. Write down the equilibrium condition for the goods market. What is the algebraic expression of equilibrium output?

b. Derive an expression for the goods market multiplier and autonomous spending.

c. Compute the impact of increasing G on equilibrium output, i.e., derive an expression for ∆Y/∆G where Y is the equilibrium output. What is the multiplier? Explain the multiplier process in response to an increase in G in this economy.

d. Suppose the latest consumer survey reports a decrease in the marginal propensity to save (s1 =1-c1). Compute the impact of the decrease in the marginal propensity to save on equilibrium output, i.e., derive an expression for ∆Y/∆s1 where Y is the equilibrium output and s1 is the propensity to save. (Note: s1+c1=1) What is the effect on saving in goods market equilibrium? 


4. Explain what factors cause shifts and changes in the slope of the ZZ curve?







PART B: MULTIPLE CHOICE
1) An economy is assumed to be closed and simple when:
A) C=S, G=T
B) X=M=0, G=0
C) G=T
D) S=I=0
E) Y=Z, G=0
2) Disposable income equals: 
A) income minus both saving and taxes.
B) income minus saving.
C) consumption minus taxes.
D) the sum of consumption and saving
E) none of the above

3) Fayoum is a country with an open economy which has the equations of:
Government expenditure = 100
Investment = 20
Consumption = 80
If aggregate demand of Fayoum is smaller than 200, which one of the conditions must be true?
A) X>M
B) M>X
C) S>50
D) M=X=0
E) None of them

4) The sum of consumption and savings (disposable income) is also equals to: 
A) Y-T                                   
B) I-(S+T)
C) I-S
D) C-T                                E) none of the above

5) The marginal propensity to save represents: 
A) the change in saving caused by a one-unit change in disposable income 
B) the change in output caused by a one-unit change in autonomous demand.
C) the ratio of total consumption to disposable income.
D) the level of consumption that occurs if disposable income is zero.
E) total income minus total taxes.

6) Let the consumption function be represented by the following equation: C = c0 + c1*Yd. For this equation, we assume that c1 is:
A) Different at different levels of income
B) Negative
C) Larger than c0
D) Marginal Propensity to consume.
E) None of them

7) Wakanda is a closed economy and has a consumption function of 
C = C0 + C1*Yd.
Thanks to the great recent technological improvements, The Wakanda government decreases its taxes. 
If marginal propensity to consume and autonomous consumption didn’t change, which one of the following is expected?
A) decrease in disposable income.
B) Increase in consumption.
C) Decrease in consumption.
D) decrease in aggregate demand.
E) Consumption will not change.

8) Suppose that the consumption function is represented by the following equation: 
C= 9650 +0.60Yd. If there are no other endogenous variable in the economy, the size of multiplier is:
A) 5
B) 2.5
C) 1.66
D) 2
E) 1.25

9) Suppose as unrealistic as this might be, that disposable income is zero for a country. Given this information, we know that:
A) the marginal propensity to consume must be zero.
B) consumption must be zero.
C) saving must be positive.
D) saving is negative.
E) saving must be zero.

10) Which option would cause an increase in investment?
A) Increase in private savings
B) Increase in public savings
C) Decrease in government spending
D) Increase in national savings
E) All of the options

11)  Aswan is a country with an open economy which has the equations of:
Consumption= 2200 + 0.2* Yd
Tax = 110
Government expenditure = 106
Investment = 33
Imports = 157
Exports = 280

Which one is false for Aswan? 
A) Net exports equal to 123   
B) Private savings is 152.
C) Disposable income is 2940.
D) National savings is 40.
E) Equilibrium output is 3050.

PART C: TRUE/FALSE (Explain if it is necessary)
1) If investment is less than national savings, there is an increasing budget deficit.

2) Consider the simple goods market model, where Z = C + I + G and both I and G are fixed. Let the consumption function be C = c0 + c1(Y-T). If c1 rises, the private saving rate, defined as S/Y, increases.

3) Increase in autonomous saving leads to an increase in aggregate demand and thus an increase in output.
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