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This is a standard  GDP practice problem which illustrates the major concepts of short term fiscal in algebra include fiscal policy and the paradox of thrift. (Show your work or explain or illustrate how you find the answers and the principles involved.)

As an economic adviser to a large industrial nation, you have the following information about the economy (billions of dollars in constant prices per year).  Assume no corporate saving.  First goal: to find equilibrium level of GDP.


Economic variables.


Consumption Behavior



Cd = 200 + .80Ydi       Note the .80 is the MPC.  Ydi =s Baumol’s DI


Investment Behavior



Id = 200  (no induced investment)


Government Spending



Gd = 500


Government Taxes 



Tx = 800,  


Government Transfers



TR = 400


Exports 





 X =  200


Imports 





 M =  400


Definitions of relationship .


Disposable Income



Ydi = Ya - Tx + TR  (disposable income)


Aggregate Demand or planned expenditure
 
Yd = C + I + G +(X-M)   


My Yd = Baumol’s AE


Equilibrium Condition



 Ya = Yd   where Ya is GDP output

Policy Problem variable (use later):  Assume that the full employment output denoted by Yfe is 2500.  This is the maximum output of the economic without causing inflation.   It is on the production possibility frontier.

1.    What is the equilibrium of GDP? (i.e., denoted by symbolY*a) where Yd = Ya.


Using both the algebraic approach and sketch of graph, illustrating your answer. (show your work).

1. Start by writing out the aggregate demand function   Yd = Cd + Id + ….

2. Then “substitute in “the consumption function” for C and be sure to  multiply the MPC of .80 x Ya, taxes and transfers! 

3. Keep each variable separate so that we understand the factors influence on equilibrium.  

4. In the equation for aggregate demand, the only unknown is Ya.  We are looking for a level of Ya such that Yd = Ya.

5. So set Yd = Ya and solve for Ya.  Remember that the coefficient in front of Ya = 1. 


The equilibrium level of GDP = ______.

2.
What is the MPC and what is the multiplier?

DO EACH OF THE FOLLOWING PROBLEMS USING THE ORIGINAL PROBLEM.    Show all your work.  Label each question carefully.  

3.
 Due to the government and trde deficits and continued writing by ignorant journalist of social security cuts, households became worried about their retirement and their old age and decide to save 50 billion dollars per year more at every level of GDP.  



3a. Would total savings actually go up.  Why or why not. Remember investment is constant. 


3b. What would happen to the equilibrium level of GDP?  (Hint: what is now the consumption function).  Adjust your Yd 


equation and solve for Y*a. 
 

4.  If government spending were cut from 500 to 400 billion dollars to start closing the budget deficit, what would happen to the equilibrium level of GDP?  Why?  

5.
If government taxes were raised from 800 to 900 billion dollars to start closing the budget deficit, what would happen to the equilibrium level of GDP?  Why won’t it have the same impact on Ya* as the cut in taxes.

6.  What would have if exports expanded by 80  because of the cheaper dollar. 

