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1. (10 points) Read the Media Release from the CD Howe Institute from October 20, 2020 titled

Canada in ‘Economic and Fiscal Fog,’ Needs Real Debate on Future Path, which has been posted to the

Assignments Tab on the Econ 320 website. Explain how that article is related to the issues raised by the

Ricardian Equivalence Theorem and explain whether or not you think Mr. Drummond believes that the

theorem holds for Canada currently.

2. (15 points) Suppose there is a small open economy in our dynamic model with one household.

Initially, (i.) the household is borrowing; (ii.) the government is spending in both periods; (iii.) the

government has a balanced budget in each period. Then the government decreases its spending in period

one only and decreases the level of lump-sum taxes so that it satisfies its lifetime budget constraint.

There are two types of tax decreases the government is considering:

Policy 1: Decrease taxes in period one only.

Policy 2: Decrease taxes in period two only.

Draw ONE household consumption diagram to depict the fall in government spending and to compare

and contrast the two tax policies described above with regard to their effects on the following first-

period variables: (i.) household consumption and savings (ii.) government savings; (iii.) the country’s

trade balance.

3. Consider a small open economy with a single household who receives utility from consumption of a

final good in two periods. The household has h = 50 units of time which it devotes fully to working

because it does not value leisure.

Household preferences are given by

U(C1, C2) = C .6
1 C .4

2 .

Labour is the only input in production and the final good is produced with the following technologies in

each period:

Y1 = z1N1 Y2 = z2N2.
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The government may be spending Gt and imposing a lump-sum tax equal to Tt on the household in

period t ∈ {1, 2}.

The household and government can borrow and lend from each other and from the rest of the world at

a fixed gross real interest rate equal to R.

3.A. (15 points) Derive the household’s optimal consumption demand function in each period and its

optimal savings function in period one as a function of the gross real interest rate, the productivity pa-

rameters, and the tax levels: CD
1 (R, z1, z2, T1, T2), CD

2 (R, z1, z2, T1, T2), and SP
1 (R, z1, z2, T1, T2). Derive

the country’s national savings function in period one as a function of the gross real interest rate, the

productivity parameters, and the government spending levels: ST
1 (R, z1, z2, G1, G2).

3.B. (10 points) Use the national savings function that you derived in (3.A.) to compare the direction

of the effect on national savings of an increase in G1 to an increase in G2. Provide economic intuition for

any differences.

Suppose we have the following initial values:

z1 = 20 z2 = 30 G1 = 40 G2 = 10.

3.C. (5 points) Graph the national savings function as a function of R for values of R between 1.0 and

3.0.

In addition to the values above, suppose we have the following initial values:

R = 1.3 T1 = 25.

3.D. (15 points) Assuming that R = 1.3, G1 = 40 and G2 = 10 throughout the table, complete Table

1 below.

3.E. (10 points) Using your results from Columns 1-2, describe and provide economic intuition for the

direction of the change in the variables in Rows 6-7 when the country moves from autarky to being an

open economy.

3.F. (10 points) Using your results from Columns 2-4, describe and provide economic intuition for the

direction of the change in the variables in Rows 2-4 and 6-7 when the country gets hit separately with

(i.) a transitory productivity shock and (ii.) an anticipated productivity shock. Using your results for

Columns 2-3 and 5, calculate the marginal propensity to consume (mpc1) out of first-period disposable

income for (i.) a transitory shock and for (ii.) a permanent shock, where mpc1 = ∆C1

∆(Y1−T1) .
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3.G. (10 points) Using your results from Columns 2 and 6, explain how the variables in Rows 2-3

and 6-7 demonstrate that the Ricardian Equivalence Theorem holds in this economy. Provide economic

intuition for the direction of the change in the variables in Rows 1 and 4-5.

Table 1: Equilibrium Variables
Autarky Open Economy
z1 = 20 z1 = 20 z1 = 36 z1 = 20 z1 = 36 z1 = 20
z2 = 30 z2 = 30 z2 = 30 z2 = 54 z2 = 54 z2 = 30
T1 = 25 T1 = 25 T1 = 25 T1 = 25 T1 = 25 T1 = 35

Row Variable Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
1 T2 XX
2 C1

3 C2

4 SP
1

5 SG
1

6 ST
1

7 Utility 1646.69 1716.42 2169.72
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