Project 3:

The Varying components in the Simple Keynesian Model

Simple Keynesian Model
The Keynesian consumption function:

C = C0 + Cy (Y - T),
Where Cy > 0 and (Y - T) is real disposable income.

The investment spending function:
I = I0 + Ir * r

Equilibrium condition:

[image: image1.wmf]YCIG

=++


The savings residual:
S = Y - C - T
Assignment
Initial variable values:

{ C0 = 100, Cy = 0.75, I0 = 100, Ir = -1, r = 10, G = 200, T = 100 }

Set up the model using a computer algebra system such as Maxima or MuPAD for the given parameter values.  Define functions representing a demand equation, a supply equation, and equilibrium equation   Graph each scenario.

What is the initial level of output Y?
1. Now simulate a recession by letting autonomous investment spending, ( I0 ) fall from 100 to 90. Now what is the level of output?
{ I0  = 90, G = 200, T = 100 }

2. Next try to offset the recession through government spending.  Increase the value of government spending from 200 to 210.  Record the new value of Y.
{ I0  = 90, G = 210, T = 100 }

3. Next try to solve the recession using a tax cut.  Reset the value of government spending to G = 200 and lower taxes, T = 90.  Record the new value of Y.
{ I0  = 90, G = 200, T = 90 }

Elements to cover in the Project 

1. After each graph, offer a short description of each graph, does the graph make sense?  If so, why?

2. Specify what happened to equilibrium income when autonomous investment spending fell.  Does this seem to mimic the behavior one might expect in a recession?
3. Was the increase in government spending adequate to eliminate the recession (that is to restore the economy back to its original level of income)?

Was the decrease in taxes adequate to eliminate the recession?

4. Fill in a table like the one below with the appropriate value of Y for the values for autonomous investment spending, government spending and taxes:

	Y
	I0
	G
	T

	
	100
	200
	100

	
	90
	200
	100

	
	90
	210
	100

	
	90
	200
	90


Notes:
1. These software packages work better if you can give it some a prioi knowledge about the expected values of some parameters.  For example we expect that the demand curve will have a negative slope and the supply curve a positive slope.  In Mupad, this can be accomplished by using the assume() command.
