Prof. Dohan Eco 101
     Answers to Problem 8 Equilibrium GDP
Fall 2007

Calculating the Equilibrium (General Method)

Yd  = C + I + G + X –M

      = C +MPC x Ydi + I + G + X – M    (Bars represent a known number.)


Yd  = C +  MPC x  Ya  – MPC x  Tx  +  MPC x Tr  +I +G +X – M    (just  substituting in for Ydi

Set Yd equal to Ya


Ya = C +  MPC x  Ya  – MPC x  Tx  +  MPC x Tr  +I +G +X – M

Subtract or add all the Ya from the right side (and the left side) of the equation so that you wil end up with something like this.  This same step would be used if we had induced investment such as  I = I + bYa  where investment rises with output.  Same with income taxes:  Tx = Tx + tx x Ya   or imports where M = M + m x Yx


 Ya -  MPC x Ya =                (C – MPC x Tx  +  MPC x Tr  +I +G +X – M)


(1- MPC) x Ya    =               (C – MPC x Tx  +  MPC x Tr  +I +G +X – M)

 multiply both sides by 1/(1-MPC) and you have




Ya  =  1/(1-MPC) x (C – MPC x Tx  +  MPC x Tr  +I +G +X – M)

Now substitute in the numbers:

Ya =  1/(1-.8) x (200 – 640 + 320 + 200 + 500 + 200 – 400)



Y*a  =  5 x (1620 – 1040)  = 5 x 580 = 2900



#3.  Y*a = 5 x  (1620-50 – 1040)  = 5 x 530 =   2650 




# 4   If Yfe is 2500, we have inflation and need to 

        reduce Ya from 2900 to 2500. The inflationary

        income/output gap is –400, the inflationary demand

        gaps is –400 divided by the multipler 5 = -50.


A cut in G of 100 is too much..  50 is the right number/

 #5  An increase in taxes of 100 reduces C  by 80 which too much. 


The correct tax increase is +62.5.  Why.

#6.  Added X of 80 would increase inflation because the Ya* would rise to 3300  (5x80) 
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Illustrates the Paradox of Thrift  and the Fallacy of Composition.  What would happen if I was a function of Income.    I = I + bYa.  Show that actual total savings and investment would go down if everybody tried to save more. 
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