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Module
Solutions appear a e back ofthe book.
Check Your Understanding

1. Explain why a $500 million increase in government purchases
of goods and services will gencrate a larger ise in real GDP than
25500 million increasein government transfers.

AP Review

3. The country of Boldovia has no unemployment insurance
bencfitsand a ax system using only lump-sum tases. The
neighboring country of Moldovia has gencrous uncmployment

2. Explain why 2 $500 millon reduction in government purchases  Denfits and a tax system i which residents must pay 3
of goods and services will generate a larger fllin real GDPthan  Percentage of their income. Which country will experience
2$500 million ax increase. greater variation in real GDP i response to demand shocks,

positive and negative? Explain.
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Tackle the Test: Multiple-Choice Questions

1. The marginal propensity to consume.
L has 3 negative relationship to the muleiplier.
ILisequal o 1.

L represents the proportion of consumers'disposable
income that i spen..
a Tonly
b Honly
< Monly
& Tand Il only
e LiLandill

2. Assume tha taxes and interest rates remain unchanged when
govermment spending increascs, and that both savings and
‘consume spending increase when income increases. The
lkimae effect on real GDP of a $100 milion increase in
govermment purchases of goods and services will be
. aniincrease of $100 milion.

b an increase of more than $100 million.
<. anincrease of less than $100 mllion.
& an increase of cither more than o les than $100 million,

depending on the MPC.
e adecrease of $100 million.

3. The presence of caxes has what effect on the muldplies? They
a increaseit.
b decreascic
< destabilizet.
pap—y
e have noeffectoni.
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Tackle the Test: Free-Response Questions

1. Assume the MPCin an economy is 0.8 and the government

inreases government purchases of goods and services by

$50 million. Also assume the absence of taxes, international

trade, and changes i the aggregate price level.

2 What s the value of the multiplier?

b. By how much will real GDP change as a resule of the increase
in government purchases?

€ What would happen to the size of the effect on real GDP if
the MPC fell? Explain.

. Ifwe relax the assumption of no taxes, automatic changes in
tax revenue as income changes will have what effect on the
size of the multiplier?

2. Achange in government purchases of goods and services results
in a change in real GDP equal to $200 million. Assume the
absence of taxes,international trade, and changes in the
aggregae price level.

2. Suppose that the MPCis equal to 0.75. What was the size of
the change in government purchases of goods and services
that resulted in the increase in real GDP of $200 million?

b. Now suppose that the change in government purchases of
‘goods and services was $20 million. What value of the
‘multiplier would resultin an increase in real GDP of
5200 million?

<. Given the value of the multiplir you calculated in pare b,
‘what marginal propensiy to save would have led to that
value of the multiplier?




