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Exercise 3

Keynesian Cross and the Multiplier gindl prepensi®y by comne

. 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.
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1. The Keynesian'consumption function assumes that 0 < MPC < 1; what is the basis for
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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.
MpS+mpC = 1

autonomous Conumption) = 200  MpS=0.% (4his means MPG= 03)

ovtonomous  yac '
ConsumipYion Zequation saving  quation L MPG = 1~ MPS
7 €0 oy RN R T
= 200 + 0. = y-(200+0. - 0.3
C=200%0.3Y =Y-200-0.%Y .
A = ~200 +Y-0.2Y  Inome = Sawing + Chsumpt o
= =200+ Y(1-0.3) V =5+C
S=-200+0.3Y
200 -
R A
7 §= -200 +0% Y
S=Y-C
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3 ) 3. Let the saving function be S =-150 + 0.35Y. Find and draw the consumption function.
MAS
3 8= -150+0.35Y  MPs=0.25  MPCA-MPS: 4-0.35 > (.4D

B 150_‘_0'55\’___ \’_C I\ O 150"‘0.65\,
= Y4150 -0.99
= 150 + Y-0395Y
= 450 +Y(1-0.35 )
= 160 + 0.65Y
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4—) 4. How do the followings affect the AE graph (i.e. explain how the graph changes) and
the equilibrium output?

x
- All firm managers decide to buy fewer machines. L Vo REV = \7' v
d\\ ¢ - The government decides to build more roads. _, GAr AEN V* »
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& ond wb - The citizens decide to save larger B@WM“ MPSH = MPC L T AEV 7 \/*

W gﬁ:\s b\\,@ - The government decides to raise tax. 43 C{F AL L = \/*‘1/
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(produce more than demand)
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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.

oufput v expendures i means  Y7AE, Cawsing surplus. fihen we
have @ surplus, the inventories Cungld otput) incretse. This is a signal to
0 firm 0 decrease production. [+ mover foward equiljbriom .
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6) 6. Let C =60 + 0.6Y and I = 20. Find the equilibrium output with the saving/investment
approach.
&xvinﬁ = investment |
C= 60+0.bY §=1 5 leakage = injection
—> 5= Y-C
= Y- (60 %0.6Y) ~60+04Y = 20
= N=60-0.6Y 04y = 80
=760 + Y(1-04) Y= 30/04
S T b0 404\ Y*: 200 K
Y-AE

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. ¢ oo
e W ST u1y® Ay oy, Th by 0 140
S=-60+04V Y =AE N=hE
— S-= y-C y:=(0+] V=(t]
C=Y-S Y=60+0.6Y+20 V= 60+0.6Y+40
= Y -(-60+04Y) Y= §0+0.6Y =100+ 0.pY
= Y 460-024Y Y-0.6Y= 30 N-0.6Y = 100
= 60+ y(1-04)  Y(1-04) = 80 Y(1-04) = 100
1 C= 60+ 04y Y= 80[04 Yy 100/ 0.4 |
1=slape A€ (MPQ) Y7 =200 # V¥ = 950 # new equilibrivm
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' * one man's Spending = che man's inCome
8) 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.

The key idea of mulkjplier effect is that one man$ Spending = one morls Inome .

PG 1P =A Mr \;% iq(og\ﬁ S0 When money infected, penple have more money
A 10
M =0-8 / \ w02 £0 spend which will increase aggregate demand thep
G4 80 §4 20 It wil tead to inCrease in output
Decome Mr.6 inome
}= 30
Cp 64 N
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' ‘0 9. How is the investment multiplier related to MPC? Explain the intuition behind such
] relationship. (Hint: Question 9)

Recal thal when meC increases, investment =AY - 1
, 1] moltjplier DI~ 1-MC
the investment mUlJrip\\er inCreases - ,
£ MpC:05 5 m o= 1 )
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WC:08 S m = 1~
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/l- O)' 10. What is the Paradox of Thrift? Explain it with diagram.
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\f(/\fav\ Save more, Money Eheh your spendm%
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_ produced | §o the income in ooy is decreased
w The less income you get  the less money Yoy
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