Homework Problem Macro Economic Policy with Income Taxes- The Scenario   _______________


 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 = 400 + .25Ya	Tx = Tx + txYa		


Tr = 200						


Ydi = Ya – Tx + Tr					


X = 400 						


M = 500 				


Yd (AE) = C + I  + G + X – M			


 Ya = Yd						


______Circle the multiplier in your solution. 


_______ Show your work to the right. Be sure to keep all the numbers 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





1. What is the equilibrium level of output?  Show work on right.





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


	By the way, the tax multiplier for a “lump sum tax” TX is called the tax multiplier.	


	What is the regular multiplier with the income tax.


	What is the multiplier without the income tax?


	Explain why they are different. 


	





3. What is the marginal propensity to consume?   To tax (tx). 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 plus   - .10 of GDP.  (Unemployment payments go down as GDP goes up.)
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