3. Lizland is a small island nation, and its currency is the Lizland crown (LIZ). The economy of
Lizland is in short-run macroeconomic equilibrium with a 600 million crown recessionary gap.

Part A

Policymakers in Lizland are considering taking action to close the recessionary gap in the short
run.

i. The central bank of Lizland is considering implementing monetary policy. The banking
system of Lizland has ample reserves. Identify a specific monetary policy action the
central bank of Lizland would implement to close the recessionary gap in the short run.

ii. The government of Lizland is also considering changing its spending, and the marginal
propensity to consume is 0.75. Calculate the minimum change in government spending
and identify the direction of the change required to fully close the 600 million crown
recessionary gap in the short run. Show your work.

Part B

Assume that the government of Lizland decides to change its spending as calculated in part A
(ii). Based solely on this change, will the price level in Lizland increase, decrease, or remain the
same in the short run? Explain.

Part C

The nations of Lizland and Andoh are trading partners with flexible exchange rates. The
currency of Andoh is the Andoh note (AND). Draw a correctly labeled graph of the foreign
exchange market for the Lizland crown (LIZ). Based solely on the change in the price level in
part B, show the change in the international value of the Lizland crown on your graph.
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