3.
4.

Exercise 3
Keynesian Cross and the Multiplier

. The Keynesian consumption function assumes that 0 < MPC < 1; what is the basis for

such assumption?

. Assume a CLOSED economy with NO government. Let the autonomous consumption

be 200 and MPS be 0.3. Draw and write equations for both saving and consumption
functions.

Let the saving function be S = -150 + 0.35Y. Find and draw the consumption function.

How do the followings affect the AE graph (i.e. explain how the graph changes) and
the equilibrium output?

- All firm managers decide to buy fewer machines.

- The government decides to build more roads.

- The citizens decide to save more at all income levels.

- The citizens decide to save larger proportion of income.

- The government decides to raise tax.

5.
6.

In the Keynesian Cross Model, suppose that aggregate output is greater than aggregate
expenditure. Explain the adjustment process towards the equilibrium.

Let C=60+0.6Y and I = 20. Find the equilibrium output with the saving/investment
approach.

. Let S=-60+ 0.4Y and I = 20. Find the equilibrium output with the standard approach.

Now, suppose I increases by 20. Find the new equilibrium and the investment
multiplier.

. With the multiplier effect, an injection of money (for example, investment) can lead to

a greater proportional increase in output. Explain how this can happen.

. How is the investment multiplier related to MPC? Explain the intuition behind such

relationship. (Hint: Question 9)

10. What is the Paradox of Thrift? Explain it with diagram.



m«v%iv\ql Prope,?sh‘y Lo Sumpiion

1. The Keynesian consumption function assumes that 0 < MPC < 1; what is the basis for
such assumption? , )56

me is imcome  Heb 05 consume  or (gp Why gL mpey 4 7

EX. Mmtome 10, Z

nvease  output  wil  inCredse.  wess than 1 beang
\ ‘P . MPC $f.¢
pQOPlE Keap PQV“|~ of Mcome b sav) Vv’y _— Y
C ¥ v
' f P TV 50 7 mecs7
(onwmyhﬂn h = C=a+ by PR
. lo con ﬁ)g)‘f‘ﬁw%n\mm’)
Mpc N Pr‘(JpoﬁliOV) [7][ |VKUM€ ﬁ’\ﬂf Wﬁ M,S@ SMMG 77147”)

do,  caled amoun]  of  (oasumpton  depended on jngome.

2. Assume a CLOSED economy with NO govemm@/t. Let the autonomous consumption
be 200 and MPS be 0.3. Draw and write equations for botll saving and consumption
functions. \

Mma
from  intome Saving + conSymption
b MPS+mPC = 1
03+ ¥ =1
X =07y

¢--200+¢0.3Y

/

saving 7Y ~C
/ K :\{—q-la“( /
ir = -+ (’J’k/)y

WMpC

C= 200 +t0-2V

- - 0-%)
Sy +0'%£ ) 290 + (1 y

v - %MWf-Olfy



A A1 B B

A d Adasddng A LL Ad SN ad od 4 L . v ey W ""v
L Pupdm. of imm Ml we we b comsume Ex. income s 100 B, Mpc = 0.5

alsy cabed amount of Comsumphion diyended owm incme

2. Assume a CLOSED economy with NO government. Let the autonomous consumption ¢
be 200 and MPS be 0.3. Draw and write equations for both saving and consumptiona 00+0.1 y = rg' u St0.3 y

functions.
‘1"00 - _‘Q Lfy //

Fram income » Saving + Gnsumphion

S0 MPGLMPCe 1= 0.35 MPCTA = MPC 20,7 S LA
@@ 7
ot
e

g

Consumption Saving oLl o | oSt

CaCic,y Pastt—sey-c BB E T R ik
/ —

C!‘.‘C L.‘ $= ‘ - ( %04+ ..1“) //// /4/)»'/

‘, ’..‘.o" " 't.o "'.,v* ,// / -

—7" (~1000, -500)

3. Let the saving function be § = =150 + 0.35Y. Find and draw the consumption function.
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3. Let the saving function be S =-150 + 0.35Y. Find and draw the consumption function.
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4. How do the followings affect the AE graph (i.e. explain how the graph changes) and
the equilibrium output?

L All firm managers decide to buy fewer machines. Vv AEY >y
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5. In the Keynesian Cross Model, fuppose that aggregate output is greater than aggregate

expenditurg’ Explain the adjustment process towards the equilibrium.
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6. LetC=60+0.6YandI= 29./F ind the equilibrium output with the saving/investment
approach. \L
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7. Let S=-60 + 0.4Y and I = 20. Find the equilibrium output with the standard approach.
Now, suppose I increases by 20. Find the new equilibrium and the investment

multiplier.
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8. With the multiplier effect, an injection of maney (for example, investment) can lead to
a greater proportional increase in output. Explain how this can happen.
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7. LetS=-60+0.4Y and I = 20/ Find the equilibrium output with the standard approach.
Now, suppose I increases by 20. Find the new equilibrium and the investment
multiplier. {
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9. How is the investment multiplier WC? Explain the intuition behind such
relationship. (Hint: Question 9)
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10. What is the Paradox of Thrift? Explain it with diagram.
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