Economics 101, Queens College
Extra Credit for the A and A+ students  Problem #11

Prof. Michael R. Dohan
Spring 2007

# 11 GDP EQUILIBRIUM with Induced Invesmtne,  Import  increasing with GDP and an Income Tax Function (A & A+ students) Answer on separate piece of paper .

(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).  The Dollar has being falling in value. Tax credits have been passed to encourage investment. Assume no corporate saving.


Consumption Behavior



Cd = 225 + .75Ydi

Investment Behavior



Id = 200 + .05Ya

Government Spending



Gd = 500


Disposable Income




Ydi = Ya - Tx + TR


Taxes  





Tx = 200 + .20*Ya
 
Transfers 





TR = 400


Exports 





 X =  500


Imports 





 M =  200 + .05Ya

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.

2.
What is the aggregate demand function?  What has happened to the slope of the Yd function
       as  taxes siphon off (reduce) consumption imports reduce Yd out of each additional dollar 
of Ya  and induced investment increase Yd as Ya goes up. .

3.
What is the equilibrium of GDP? (i.e., denoted by symbolY*a) (show your work on back)

4.
What is the what is the multiplier?

5.         What are the  factors affecting the multiplier
6. 
Do we have a government surplus or deficit and how much at equilibrium?

7. Hard questions: Assume that your answer to this problem is the same as full employment Yfe. 


 If you could not calculate the multiplier assume that it is “2”. 

Now assume that the new government has decided to increase research and development to promote solar and nuclear energy, to improve public transportation and education, to cut CO2 and halt global warming and to increase productivity and output to help finance the growing needs of the elderly and improve the education of the young. It will spend and additional 300 (billion) per year.

7.a  What will be the new equilibrium GDP”.

7.b. What will happen to prices and unemployment

7.c. What downward shift in Yd is necessary to get back to price stability.

7.d. What changes in taxes are now necessary to reduce the inflationary pressures.

8. What type of monetary policy might help achieve these goals and in ways.  Would you have a general interest rate (and tax) policy or policies that provides specific behavior for certain types of investments.  

