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Ass\gnman\' 3

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

for such assumption?

Cons\miﬁ'\m Ponckin - C=C,+C|Y

J
MPC = FProportion of income that we use to consume

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 consumption functions.

‘hr_orv\v_ : So\viv\_z) + Cﬁhsuwxf’\idﬂ Cav\gumfi‘HDV\ Savih9
Mes + Mec - C* Co4C,Y Y-s+c - S=Y-C
0.3+ MPC = 1 C: 200 * 0.3Y §:Y-(20040.7Y)
MPC < 1-0.3 s S > -200 +0.3Y
nWeC = 0.%
Y

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

function.

Sawing fumction : =¥ -(C,+CY)
’Co + (Y' C‘Y)
-Co t (1-C))Y
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s Co = 150 ) C‘ 1-0.35
C‘ = 0.65

L C:Ce+CY — C:150+4045Y



S)

O ® © ®

4. 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. I ¥ . At ! , Yl
@
- The government decides to build more roads. G 1 , AE ) ) YT
- The citizens decide to save more at all income levels. § T , AEY, Y *l:
- The citizens decide to save larger proportion of income. MPS T, MPCYV, ARy Y"l,
/

-
- The government decides to raise tax. \ 1‘) AR} , Y b

AE Y-AE AE N-AE

AE (I,T,5,) ¢ MG )
J[ L ﬁEl(l',TI,SJ) T AE(G)
A" (MPCY)
EI
Y, \(ll \{ \{ \(,

@ not depended on Y — 5,
@ MPS T - MPC 4+ MPS=1 — mpST +MPCY =

)



5. In the Keynesian Cross Model, suppose that aggregate output is greater than

aggregate expenditure. Explain the adjustment process towards the equilibrium.

Y > AE (SuPp\j 7 demond )

pe
Y:AE
Eqb surgles AE = C*1
% .
AE,
\( Y Y (ov*Pdh
2

1
00+pu’r 7 inCome =

iV\\)CV\“'OYiQS wl\\ c\(:cvr’w,o."z -—>Lus{m.ss hu.d +0 ('_U"' lmcli ‘H\Cif
Proo{vc"ion — Y‘ moves to YL

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

Y= C+ S S=1
S=Y-c¢C 0.4Y- 60 = 20
S=Y-¢o+0.06Y 0.4Y* 80
S = 0.4Y ~ 60 Y= 200
At
S=04Y-¢o
=T
90
0 Y
-60




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.

S=1 Trvestment Mu\{-i?her = @(:
N1
0.4Y-¢o =20
0.4Y = %0 AY" . 250-200 =50
Y'z 200 AT = 40-20% 20
1 increase 20 0
0.4Y-to = 40 L0
0.4Y = 100 = 2.5 Ans:
Y'“- 150 S When T oincrease b), !, Ov‘\’f\r\’ will

ncrease bj 2.5 unifs.

8. 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.

Firm ‘DU” more  machine . hire more labor — more miney in Flow - lodor
hove wort income }h?o‘\' inerense |

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

such relationship. (Hint: Question 9)

Y’\U“‘\p\if.ri Ay { When MPC 1 — investment milbiplier 7
b1 1‘Slopb of AE AccorAiv\a Yo the cirevlar ‘How, Firm  have
= ; Move M."'J + Pnd./u Move . Lo.lwr km/b Mmovre mtj
1- MPC

- MPC T, So, c'wcv\«r v receive Mere money

= Mulkiplier T - ovtpet chang



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

Poradox of Thift is o increase in efforts to save

hove Coused a O\ro? n iHCame lov’f No ovemll cl«mge in Savinj
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