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

for such assumption?

Peaple  whl tonsume more of Thefr Phcome FPncreqses. However,
they cant  confume more than thefr fnereage M tncome.

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.

Cs € =200+0.3y
MPC = 1-0.3 =0.%
= 200+
L 200 0.3y 0 5+ 200703y
§ = -200+0.3y y

-00

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

function.

C = 150+0.65 y C=150 1045

150




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. IV AEV > y*
- The government decides to build moreroads.  ( f* Af 4 y*q C=A+by
- The citizens decide to save more atall income levels. s+ AL N y’K\(/
- The citizens decide to save larger proportio;lqgtriflzlgrrhwe. C=Atby AE{> e Slope |

- The government decides toraisetax. 11 €l AEy > Y 9
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5. In the Keynesian Cross Model, suppose that aggregate output is greater than

aggregate expenditure. Explain the adjustment process towards the equilibrium.

The qogregate output fr mort than deifred fn aggregare
expendtture meang that Y A gregter than Y. ff fo
Rxceir fn supply thqt f2qds fo  Surplvs g0 the fnventory
cregiel. Therefort , the productfon Jhould bt reduced

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

§=1
$=-b0+0Y4y

“b0 0.4y =20

0.4y = 8o

y =200



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.

G= ho40.by  T=20
Y= DAE
T+0th

Y= 204(0.b%0.by)
04y= g0

y = 200
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0 1=W
y = DAE
Y = WO+ (b0*0.bY)
Voo 100+0.by - !
04y =100
y = 250
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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.

After tht maney I Pnjected , P Poveitment, ftrmg will have
more money fo gperart thefr busfneds. They wHl be qblt

to Muedt M new  machfnery and hfre more |gbor.
Therefare, when lgbor  pncomt gots wp, aggregatt (emand
tlro Pcreaigd. Ay requlty the oufput noreases.

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

such relationship. (Hint: Question 9)
1

Investment  multtplfer < 4-mpC
mec T2 investment muftrplrerT

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

- INCreag My autongmous Jgvpng
will 1eaq to decreasfng gggregatt

, demand.

S S (¥ AEy =YY

‘ Therefore, squfng will doore e
7 or dtay the sgme.




