
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?
In the full employment model, the level of real GDP is equal to potential
output: the production function and the supply of labor together determine
the level of real GDP.

2. What makes labor demand equal to the labor force in the economy as a whole?
The real wage adjusts to balance supply and demand in the labor market.
Thus total employment—labor demand—is equal to the labor force—labor
supply.

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?

Consumption falls but by less than the increase in government purchases, so
the net supply of savings in the flow-of-funds through financial markets falls
as well. Thus the new equilibrium interest rate is higher: this means that
investment is lower, the exchange rate is lower, and net exports are lower.

In the short run this policy change has no effect on potential output. In the
long run reduced investment means slower growth of 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.

An increase in taxes reduces consumption, and increases the flow-of-funds
through financial markets, thus lowering the real interest rate. Thus
investment rises; the exchange rate rises, and net exports rise.



Government purchases are unaffected. Potential output is unaffected in the
short run. In the long run the higher rate of investment leads to faster
productivity growth.

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?
Because the lower the interest rate, the greater the chance that a firm will
conclude that an investment project is worth undertaking, and so the higher
the demand for money from the financial markets to finance investment.
Because the lower the interest rate, the higher are net exports. And a dollar
devoted to financing net exports is committed to investments abroad, and
cannot be part of the supply of finance to the domestic economy.
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