Homework : Taxes and Macro Economic Policy 


The difference between income tax rates and changes in the lump sum tax. 


 Assume that we have estimated or determined the following functions and or data for an economy.


C = 400 + .80 * Ydi 	


I = 400					


G = 400						


Tx = 500 			


Tr = 250						


Ydi = Ya – Tx + Tr					


X = 400 						


IM = 500 				


Yd (AE) = C + I  + G + X – IM			


 Ya = Yd						


_______ What is the equlibrium level of Ya where Ya = Yd Show your work below.  Be sure to keep all the parts of aggregate demand separte (number) even though to combine them all tp save time.  They each represent various sectors of the economy and represents a possible policy variable. Combine them only to calculate the equlibrium. Circle the multiplier in your solution. 





Ya = (              ) (                                                                                       )


�������          Multiplier          C  + MPCxYa – MPCxTx +  MPCxTr   +  I   +  G    +  X     -   IM      


	The line over the letter indicates its value is known) exogenously determined, say by the government, or consumer habits. 





Ya = (              ) (           )  = 





2.  Circle the simple multiplier and put a box around the Autonomous Element of Demand  


By the way, the tax multiplier given initially in the text of Baumol for a “lump sum change in tax” TX  (or a lump sum change in transfer payments TR).  It is often called the “tax multiplier” but in fact in merely reflects the fact that any given dollar change in disposable income affect affect consumptions by a lesser amount because of the MPC. For example, taxes go down by 100: Ydi (DI in the text) goes up by 100, but consumption  shifts upward onlybby the MPC x ΔYdi.  If the MPC is 0.80, then MPC x ΔYdi. = .80 x 100 = 80.  This 80 is the upward shift in C that go into the Yd=C+I+G+X-M curve.  (Yd = AE in the text) which is then subject to the regular multipler. A change in the lump sum of a tax means a change in the amount of the tax collections, which then affect disposable income.  That is, a fixed dollar amount change in taxes collected rather than a change in a tax rate coefficient which as a much more complex impact on the multiplier. 


Lets look at the different impact of a tax cut of 100 and an increase in government spending by 100	


Decrease the amount of taxes collected:  ΔTx = -100 => ΔYdi = +100.  ΔYdi x MPC = ΔC =>ΔC = 100x.8 =+80


�Tax cut = -100 =>ΔC=+80 and is the upward shift in Yd for the tax cut. This smaller upward shift get multiplied by the regular multiplier 


Assume simple multiplier = 5 	     ΔC x multiplier  =  ΔYa*		80 x 5	= 400	


Increase government spending by 100 shifts Yd up by the whole 100.  This ΔG   = +100, 100x 5  = 500


�


��Why the difference: 


��  ΔYa* from tax cut = multiplier x MPC x (-1) x  ΔYdi  or          x               or So many texts writes this as


And they call it the tax multiplier.  It is must be also then the transfer payments multiplier but without the minus sign. 





This will confuse you once you start including an income tax rate in the equation for taxes.  


It is best the remember than anything that affects disposable income must be adjust for the MPC, e.g., the fact that consumers changes their savings as well as consumption when their disposable income changes.








Replace the Tx formula of Tx = 500  with  T = 200 + .25 x Ya  


Now careful solve for the equilibrium level of GDP.  Remember to multiply any constant or coefficient which affects disposable income by the MPC.   So  C = 400 + .8 x Ydi = 400 + .8 x Ya - .8 x 200 - .8 x .25Ya. 














What is the regular multiplier with the income tax of 25.


	What is the multiplier without the income tax?


	Explain why they are different. 


	





3. What is the marginal propensity to consume?   To Tax. 








What do income taxes do to disposable income and thus to consumption. 








4. What do taxes do to the slope of the Yd curve.  Draw a diagram





Do taxes make the economy more or less sensitive to external or internal “shock”,  e.g., a sudden increase in investment demand because of new inventions.  This is call an ____________________.




















How would you do such an analysis for transfer payments (unemployment payments) where 


TR = 400 - .10 Ya
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