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EXTRA CREDIT  Homework  (Will not be on the Final) Due on the 26th

Consumption & savings functions, S=I equilibrium, Paradox of thrift

____1. In a simple economy, with no I, G, or Tx or Tr, or X & M, consumption equals C= 1200 plus .8Ya   
     


What consumption graph below best plots this C-function.
____1a. What is the multiplier? It will help you answer the questions below.



A                                B                             C                            D



_____2.  Based on your choice above, or a calculation, at what output level Ya* will the people be spending exactly as 
 
    
much as is being produced at Ya* assuming no government spending, no taxes, no transfer payments, etc?
                 
A.  +.8Y

B. 800       C. 4800        D. 6000       

______ 3.Show your calculation to the right. 






    







____4.  Which function is the numerical savings function that is the twin of the consumption function above?
              A.  S=Ya-C   B. S=Ya-1200  C.  S=-1200+(1-.8)*Ya, so S= -1200 +.2Ya    D. S=-1200 + .8 Ya  
_____5a. Based on your choice above, or a calculation, which saving-investment graph best represents the savings function corresponding to (or derived from) the consumption problem in the above problem 1. Think about which graph represents the actual savings function, such that Sd = 0 at the output level where C equals Ya. Remember that where the consumption function intersects the 45 degree Ya line, consumption exactly equals output and that level of output is called the “breakeven point”. The slopes of these graphs below are representational and not realistic. 

5b. Assuming that Yd = 1200+.8Ya, at what level of Ya* does Sd = 0 and Id =0. Calculate & enter on left.


6a. Now assume that firms raise their Id from 0 to 200. Since Id has to equal Sd for a simple economy to be in   

 equilibrium, and since Id = 200, at what Ya* is Sd=200. Remember Sd = -1200 + .2Ya. 

   6b.
After desired investment changes, what principle of business behavior makes the economy and savings 

move up or down?


a. Sd=Sa=Ia > Id,  so orders & output fall,   b. Sd=Sa=Ia < Id, so orders & output rise    c. Sd=Sa=Ia = Id, no change




   6c. On the same saving-investment chart for question 5. draw a horizontal line               that represents Id= 200. 


     Now draw a vertical line   from the interception point to the horizontal axis at the new Ya* where 


     desired savings equals desired investment.



   6d. At what level of output Ya* does Sd intersect the Id line. It should be the same as your answer in 6a.  
   6e. What is savings at this level of output.   

VII The Paradox of Thrift Starting where Id = 200


7 Let us assume that savers want to save 200 more to rebuild their retirement fund destroyed by the recession. 

Thus, they don’t buy as much at any given level of output.

 (Actually they are dissaving less, -1000 instead of -1200. But this counts as saving more.) Remember that I still equals 200.

7a. Solve for a Ya such that Id = Sd  =where Id still equals 200 but now Sd = -1200+.2Ya + 200

Show work 
 
 


7b. Chose which savings-investment graph above, which shows the correct level of Ya* when you draw the new savings  
line intercepts the Id=200 line.
7c. How much more is saved at the new equilibrium? That’s the paradox of thrift:  A fallacy of composition.
 
.

7d What is the new equilibrium output, investment, and saving?                 
       A.  I =400, S =400, Ya = 7000   B.  I =200, S =400, Ya = 7000   C. I =200, S = 200, Ya = 5000    D. No equilibrium


Extra Credit Problem:  Induced investment where I = 200 + 0.05 Ya and C = 1200 +.75Ya (note a smaller MPC)

So Sd = -800 + . 25Ya Assume that we have enough unemployed resources to produce more output.

6 points

      8a,Calculate the Ya* at which Id = 200 + 0.05Ya intersects Sd on the savings graph above 


      8b Calculate the new Sd and the new Id at the new equilibrium Ya. 


9 Points Extra Credit The Real Paradox of Savings with Induced investment I = 200 + 0.05 Ya 
Let us assume that savers again want to save 200 more to rebuild their retirement fund destroyed by the recession. Thus, they 


don’t buy as much at any given level of output.

 (Actually they are dissaving less, -1000 instead of -1200. But this counts as saving more.) 
          8c.What is the new equilibrium level of output where households decided to save 200 more at every level of Ya.


 (Show work)  


8d.What is investment and savings at the new equilibrium output Y*a.

           A.  I =400, S =400, Ya* = 4000   B.  I =500, S =500, Ya = 6000   C. I =600, S = 600, Ya = 8000    D. No equilibrium

          8e. Explain why actual saving fell when desired saving rose.

         9. Remember, if Sd were greater than Id,  this means that:  a) Sd > Sa,     b) Sd < Ia     c)  Ia<Id    d) Ia>Id 

         10. And as a result, which two of the following are likely to happen in the economy?


  A.  Orders for goods will go up.        B.  Output will go down

   D. Output will go up. 

C. Orders for goods will go down
15 More Points: Try it for when people start saving $200 less. Show work here=>
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