Economics 101, Queens College
 Problem #8

Prof. Michael R. Dohan
Spring 2006

# 8 GDP EQUILIBRIUM PRACTICE PROBLEM

(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.


Consumption Behavior



Cd = 225 + .75Ydi

Investment Behavior



Id = 200 (no induced investment)


Government Spending



Gd = 500


Disposable Income




Ydi = Ya - Tx + TR


Taxes and Transfer Policy



Tx = 500,  TR = 400


Exports 





 X =  200


Imports 





 M =  400


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

Equilibrium Condition



 Ya = Yd   where Ya is GDP output
Using both the algebraic approach and the graphic approach, answer the following questions.

1.
What is the aggregate demand function?


Yd =     +     +     +







(definition)


Yd =









(substitute in)

2.
What is the equilibrium of GDP? (i.e., denoted by symbolY*a)
(show your work)

3.
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.  

4. 
Assume full employment level of GDP (YFE) is 3000 billion dollars.  Calculate and sketch a graph on a separate piece of graph paper, that shows graphically what type and how much of a "gap" exists. (Inflationary or Recessionary Gap) .  In words,  what type of articles would you expect to read in the Wall Street Journal, etc.

5.      Were the above policies to balance the budget a correct policy for full employment with price stability.

6.
What changes in Gd will shift equilibrium GDP (Y*a) to YFE?

7.
What changes in Tx will shift equilibrium GDP to YFE?

