Eco. 101 Prof. Dohan

Spring 2011


Extra Credit Homework (Will not be on final on 26th). Due the 26th of May.

Complex Macro Economic Algebraic Model with Income Taxes, Unemployment Payments,   Induced Investment, (Crowding In) and a Marginal Propensity to Import: 

Assume that we have estimated the following functions and or data for an economy suffering from unemployment.

Autonomous Elements of Demand are the fixed part of a function in bold.
C = 400 + .75 * Ydi 
Consumption function 
I = 400 +  0.05 * Ya*                            
Investment function with induced investment of  mpi*Ya*
G = 600  
Government spending on goods and services


X = 400 
Exports






M = 150  + 0.05*Ya        M = M + mpmYa
Imports with a marginal propensity to import m


Tx = 400 + .20Ya      Tx = Tx + txYa
Tax Collection Function
with tx being the average tax rate 
on additional income .e.g., 20% 
Tx = lump sum tax
Tr = 200 – 0.133*Ya         Tr = Tr – tr*Ya
Transfer policy includes Tr  lump sum transfer payment and 
and unemployment payments which decline at tr rate * Ya as the  
unemployment falls 
with higher incomes.


Ydi = Ya – Tx + Tr
Disposable income (simplified form)




Yd (AE) = C + I  + G + X – M
Aggregate demand  (aggregate expenditure) function



Ya = Yd
Equilibrium condition 






Show your work. Do the arithmetic carefully. Be sure to keep all the numbers and coefficients separate even though you were taught in high school to combine them all.  Remember that each number represents a possible policy variable. Combine them only at the end.  Circle the multiplier in your answer.  

Or use the following short cut with coefficients and autonomous components of demand.
Ya* = (1/(1-mpc + mpc*tx + mpc*tr - mpi +mpm)) * (C – mpc*Tx + mpc*Tr + I + G + X  – M)



Multiplier




Autonomous Elements of Demand

10 pts. 1. What is the equilibrium level of output?  Show work.


EXTRA CREDIT 25 pts (All correct adds 10% to your basic exam grade. (Show work on back of previous page)

______1. What is the equilibrium level of investment including induced investment?

______2. What is the equilibrium level of taxes and transfer payments?

______3. What is the deficit at equilibrium level.

If the government spent another 400 as part of a stimulus package, what would be the new levels of:

______4. What is the new level of investment including induced investment?

______5. What is the new level of taxes collections and transfer payments?

______6. What is the deficit at equilibrium level.

______7. What is the change in the deficit at equilibrium level.

8. Write a short explanation of why the change in the deficit is lower than the increase in government spending.

