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Multipliers and Consumption Function
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20. Government spending and taxation rules that cause fiscal policy to be expansionary when the economy

a
b
<. autonomous spending policies.
4. destabilizing fiscal policies.
e crowding out policies.
21. The mechanism that causes government tax revemue to rise and fall with the business cycle is known as:
2. the multiplier effect of taxes and government transfers.
b, a discretionary fiscal policy.
<. the multiplier effect of government purchases.
4. an automatic stabilizer
e automatic monetary policy.
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Essay

1. (Module 16) The table below shows levels of disposable income and consumption spending in the
Theodorean cconomy

Disposable Income (Yd) | O™ "‘(""C‘) Spending
50 $500
51000 51400
52000 52300
53000 $3200
54000 54100
55000 55000

a. Using the data above, what is the level of antonomous consumption (A)?
. Using the data above, compute the marginal propensity to consume (MPC)? Explain this value.

<. If disposable income i equal to $6000, compute the level of consumption spending and saving in
the economy.

d. Using the marginal propensity to consume found in part (b), compute the spending multiplier
Show your work.

<. Suppose the Theodorean stock market has a great year and wealth increases across the nation.
How would this affect the table of data above? Explain.

(7 points)

2. (Module 21) The nation of Maximus has a marginal propensity to consume of .90 and the government
has decreased taxes by a lump-sum amount of $1 billion. Assume there is no international trade or
changes to the aggregate price level.

a. Whatis the value of the tax multiplier in Maximus?

. By how much vill real GDP change after the S1 billion decrease in taxes?

c. If the government wanted to accomplish the same increase in real GDP you found in part (b), but
with government spending instead of taxes, would the government need more than $1 billion in
spending. less than S1 billion in spending. or exactly $1 billion in spending? Explain.
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Multiple Choice
Identify the choice that best completes the statement or answars the question

1. If disposable income increases by $5 billion and consumer spending increases by $4 billion, the marginal

propensity to consume is equal to:
20.

08.
125

a
b, 1/(1-MPS).
. MPC+MPS.
d. 1/(1-MPC).
e 1

3. The MPCis the:
2. change in saving divided by the change in disposable income.
b, change in disposable income divided by the change in consumption.
<. change in disposable income divided by the change in saving.
4. change in consumption divided by the change in disposable income.
e, change in consumption divided by the change in gross domestic product.

$12.000, your MPCis:
a 02

b 04
c 03
d 08
e 06

4. If your disposable income increases from $10,000 to $15,000 and your consumption increases from $9.000 to
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Figure 16-1: Consumption and Real GDP
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5. Usethe “Consumption and Real GDP” Figure 16-1. Ifreal GDP is $8 trillion, consumption s
trillion and saving is willion.

$4:84

$5:83

$6: 82

$7:81

e $3:85

6. You have been trying to develop a linear equation that describes the local houschold consumption function as
2 function of disposable income. You have finished the project and the consumption function is: € = 100 +
75(¥D). Your jobiis to explain this result to your supervisor. According to this consumption function, how
‘much consumption spending would occur if a household had disposable income of $10007
a $750
b, $4000
c. $850
d. $350
e $7600

Y
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10.

Figure 16-2: Consumption and Disposable Personal Income
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Use the “Consumption and Disposable Personal Income’” Figure 16-2. When disposable personal income
is $1.200 billion, consumption is billion.

a 5600

b, $800

c $1200

4. 82,000

e $1000

If the aggregate consumption fimction is C = $100,000,000 + .75 x YD, then autonomous consumption is:
a 075

b 025

<. $75.000,000.

d. $100,000,000.

e 25xID.

Other things being equal, an increase in total wealth would and shift the consumption function

increase autonomous consumption; up
decrease the marginal propensity to consume; down
decrease autonomous consumption; down,
increase the marginal propensity to consume; up
increase autonomous consumption; dovwn

Other things being equal, investment spending _____ aslongas______

decreases; technological innovation develops faster than technological bsolescence
increases; sales exceed the existing production capacity

increases; the rate of growth of real GDP is lower than the marginal propensity to save
decreases; the rate of growth of physical capital is positive

increases: market interest rates continue to rise

papop

peapop
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11. The multiplier process
2. explains how spending contimues indefinitely with continuous rounds of spending.
b, ends after one round of spending and with total spending limited to the initial change in
spending.
<. only occurs when economies are in an expansion phase.
4. describes how an increase in spending will cause 2 larger increase in real GDP.
e describes how an increase in spending will cause a smaller increase in real GDP.
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14.

15

16.

‘The value of the multiplier will be smaller:
2. the larger is the value of the APS.

b, the larger s the value of the MPC.

<. ifthe MPC equals the MPS.

4. ifthe MPC+ MPSequals 1

e as theratio of MPCMPSis closer to zero.

‘Suppose housing prices begin to rise nationwide, this will result, everything else constant, in a(n):
2. increase in consumer spending at any given level of disposable income.

b, decrease in wealth as consumers spend more income on mortgage payments.

c. decreasein overall ageregate expenditures.

4. dropin investment spending.

e increase in disposable income.

‘Suppose the marginal propensity to save is equal to .33. If thereis an increase in autonomons investment
equal to $10 billion, by how much will GDP eventually increase?

2 S6billion

b. $100 billion

c. $30 billion

. $3billion

e $60 billion

Assume that marginal propensity to consumeis 0.8, and potential output is $800 billion. If current real GDP
i5 $700 billion, which of the following policies would bring the economy to potential output?

2. Decrease taxes by $100 billion.

b. Increase taxes by $100 billion.

. Decrease taxes by §25 billion.

4. Decrease government transfers by $25 billion.

e Decrease taxes by §20 billion.

Assume that marginal propensity to consumeis 0.8, and potential output is $800 billion. If current real GDP
i5 850, which of the following policies would bring the economy to potenial output?

2. Increase taxes by $50 billion.

b, Increase taxes by $10 billion.

. Increase taxes by $12.5 billion.

4. Increase transfers by $12.5 billion.

e Increase government spending by $10 billion.
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17. Ifthe MPCis 0.9, then the government spending multiplier is:
0.1

111

9.

10.

5

papop

18. Suppose an economy is producing real GDP of $300 billion. The potential output is equal to $400 billion,
and the MPCis equal to 0.80. Then the government should follow a palicy of

raising taxes by $25 billion to take the cconomy back to potential output.

cutting taxes by $33.33 billion to take the economy back to potential output.

raising taxes by $33.33 billion to take the economy back to potential output.

cutting taxes by $25 billion to take the cconomy back to potential output.

cutting taxes by $20 billion to take the economy back to potential output.

19. Ifthe MPCis 0.9, then the tax multiplier is:
0.1

111
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10.

5

peapop

papop




