
Economics 101b; Fall 2000; Problem Set 4

Due in class October 5

1. What, in the full-employment model, determines the level of real GDP?

2. What makes labor demand equal to the labor force in the economy as a whole?

3. Suppose that in the full-employment model of this chapter the government increases
taxes and government purchases by equal amounts. The tax increase reduces

consumption. What happens--qualitatively: tell the direction of change only--to
investment, net exports, the exchange rate, the real interest rate, and potential output?

4. Explain--qualitatively--the direction in which consumption, investment, government
purchases, net exports, the exchange rate, the real interest rate, and potential output move

in the full-employment model of this chapter if the government raises taxes.

5. Why does the investment demand curve slope down and to the right on the flow-of-
funds diagram? Why does the total savings curve slope up and to the right on the flow-of-
funds diagram?
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t = 0.33 Tax rate of 1/3.

Ir = 90 A 1 percentage point fall in the interest rate raises investment spending

by $90 billion a year.

Cy=0.75 A marginal propensity to consume of three-quarters.

εr=10 With an initial value for the real exchange rate ε set at the traditional

indexed value of 100, a 1 percentage point change in the interest rate

difference vis-à-vis abroad generates a 10% shift in the exchange rate.

Xε=6 A 10% change in the exchange rate leads to a $60 billion a year change in exports.
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