HOMEWORK 2
Homework for Chapter 3

BOTH PROBLEMS ARE DUE FOR HOMEWORK ON TUESDAY, SEPTEMBER 21
Please write your answers on your own notebook paper.

1.
Consider the following simple Keynesian Model:


Consumption Function:

C = 400 + .75YD

Investment:



I =150


Government Spending:

G = 200


Taxes:




T = 40


a.
Compute equilibrium national income (Y).  SHOW WORK.












(6 points)


b.
After you have calculated equilibrium national income, calculate the level of household consumption at equilibrium.  SHOW WORK.
(3 points)

c.
Find the equation for the household savings function that corresponds to the consumption function given above.  Calculate the level of household savings at equilibrium.  SHOW WORK.





(4 points)

c.
Suppose the government decides that the optimal level of equilibrium national income is 2940.  What type of fiscal action can the government take to achieve this optimal level of income under each of the following constraints (each part below is separate).


i.
Only government spending can change.


(6 points)



ii.
Only lump-sum taxes can change.



(6 points)









Please turn over

2.
This problem does not involve any numbers. Suppose the economy is in equilibrium at national income/output level Y1 on the diagram below.
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Suppose taxes increase.  Indicate which curves in the diagram shift and briefly explain why.  Draw a diagram like that above to start, shift the appropriate curves, and label the new equilibrium level of output/income as Y2. 
(5 points)
