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CONSUMPTION AND NATIONAL INCOME DETERMINATION





Suppose that economic research determined that aggregate consumption in the US. could be described by the following function (in trillions of 2010 dollars). Assume that output Ya and disposable income Ydi are identical)





	C = 500 + .75Ydi	with	C = consumption	Ydi = disposable income





Answer  the following questions.  Hint.  It might be useful to create a table showing the relationship between disposable income, consumption and saving.  Try 1000, 2000, 3000, 4000, 5000, etc.


1.  CONSUMPTION


�a.	Plot consumption as a function of disposable income on the graphs below.   Use graph below it to plot the savings function with the same horizontal scale.





b.	What is the MPC? _______





c.	At what Ydi is saving equal to zero? _________





d.	How much is consumed if output Ydi is $1000? ______;


 	at $2000?_______; at 3000?________





e.	How much is saved if output Ydi is $1000? ________; 


	 at $2000?_________; at 3000?__________





f.	Illustrate on your  graph.





g.	Assume desired investment is $250.  


	At what level of output Ydi does C + I equal output? ______


�2. SAVING


a.	What is saving as a function of Ydi? S =        +


	The answer is not simply S= Ydi – C.  


�	You have to substitute in for C and then simplify for Ydi					Ydi		


	b.	On the separate graph right below the consumption 


		function graph with the and using the same scale on


		the horizontal axis, plot saving as a function of Ydi.





	c.	At what Ydi is savings equal to zero on this chart?___





e.	How much is saved if output is $1000? ________;  


		at $2000?_________; at 3000?__________





3. IMPACT OF INVESTMENT ON OUTPUT


�A.	Assume desired investment Id = $0.  


		   At what level of output Ydi does desired savings equal desired investment?______


B.	Assume desired investment rises to 1000.  


		   At what level of output Ydi does desired savings now equal desired investment?______


�Remember that in this problem we are assuming that Ydi is the same as Ya, no taxes, transfers etc.	


		C.  If output was  $2000 and desired investment Id rise to $250, what would happen to output? 





		D.  Which of the following is the best reason to explain this change in output?	


				a)  Households are investing too much at Ydi=$2000 so inventories> desired Id and output falls.		b)  Households are investing too little at Ydi=$2000 so inventories are < desired Id and output rises.


				c)  Households are saving too little at Ydi=$2000, inventories are < desired Id and output rises.


				d)  Households are saving too much at Ydi=$2000, inventories are > desired Id and output falls.
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Consumption, and Savings = Investment Graph
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