Chapter 18 Consumption


1. The first economist to give the consumption function a key role in macroeconomic analysis was:
A. John Maynard Keynes.
B. Franco Modigliani.
C. Milton Friedman.
D. Irving Fisher.


2. Keynes posited that the ratio of consumption to income, called the average propensity to consume:
A. rises with income.
B. is constant and equal to 0.50.
C. is constant and equal to 1.
D. falls as income rises.


3. Keynes conjectured that the marginal propensity to consume out of an additional euro of income is:
A. zero.
B. between zero and one.
C. one.
D. greater than one.


4. According to Keynes, consumption is primarily determined by:
A. the interest rate.
B. income and the interest rate.
C. income.
D. the savings rate.


5. Suppose we write the Keynesian consumption function as C = K + cY where K > 0 and 0 < c < 1
The average propensity to consume can then be written as:
A. K/Y + c/Y.
B. K/Y.
C. c.
D. K/Y + c.


6. Suppose we write the Keynesian consumption function as C = K + cY where K > 0 and 0 < c < 1
The marginal propensity to consume can then be written as:
A. K + c.
B. K/Y + c/Y.
C. c.
D. K/Y + c.



7. On the basis of the Keynesian consumption function, it was thought that the economy would experience “secular stagnation.” Why?
A. The secularly falling marginal propensity to consume would lead to ever lower savings, lower investment, and lower income growth.
B. The secularly falling average propensity to consume would lead to ever lower savings, lower investment, and lower income growth.
C. The secularly falling marginal propensity to consume would lead to ever higher savings, lower demand, and lower income.
D. The secularly falling average propensity to consume would lead to ever higher savings, lower demand, and lower income.


8. When consumers are deciding how much to consume today and how much to save for the future, they are limited by their:
A. intertemporal budget constraint.
B. discount factor.
C. indifference curves.
D. marginal rate of substitution.


9. If the annual interest rate is 10 per cent, then €1 of income today is equivalent to an income next year of:
A. €0.90.
B. €0.91.
C. €1.10.
D. €1.11.


10. If the annual interest rate is 10 per cent, then €1 of income next year is equivalent to an income today of:
A. €1.90.
B. €0.91.
C. €1.10.
D. €1.11.



11. Fruit flies live for only two days. What must be true about a fruit fly’s intertemporal budget constraint?
A. The sum of consumption over both days has to equal the sum of income over both days.
B. The sum of discounted consumption over both days has to equal the sum of discounted income over both days.
C. The sum of discounted consumption over both days has to equal the sum of income over both days.
D. The sum of consumption over both days has to equal the sum of discounted income over both days.


12. A consumer’s preferences over consumption in two periods can be represented by:
A. the intertemporal budget constraint.
B. the discount factor.
C. indifference curves.
D. the marginal rate of substitution.


13. A consumer’s optimal allocation of consumption over two periods is given by:
A. the point on the budget constraint that touches the lowest indifference curve.
B. any intersection of an indifference curve with the budget constraint.
C. the point that gives the highest total consumption over the two periods.
D. the point on the budget constraint that touches the highest indifference curve.


14. In the two-period consumption model, at the consumption point chosen by an optimizing individual, the marginal rate of substitution of consumption tomorrow for consumption today equals
A. the marginal propensity to consume.
B. the average propensity to consume.
C. (1 + r).
D. 1 / (1 + r).


15. In a two-period consumption model in which the consumer is initially saving, a rise in the real interest rate would cause consumption in the first period to:
A. rise because of the income effect.
B. fall because of the substitution effect.
C. remain constant because the income and substitution effects cancel each other.
D. be undetermined without more information about sizes of the income and substitution effects.


16. In a two-period consumption model, a rise in the income of the second period would cause consumption in the first period to:
A. rise because of the income effect.
B. fall because of the substitution effect.
C. remain constant because the income and substitution effects cancel each other.
D. be undetermined without more information about sizes of the income and substitution effects.


17. The life-cycle hypothesis implies that consumption is a function of:
A. current income only.
B. current income and future income.
C. current income and wealth.
D. current income, future income, and wealth.


18. Suppose a consumer works for 40 years and then spends 20 years in retirement. The life-cycle hypothesis predicts that, during her working years, this consumer would:
A. save all of her income.
B. save some fraction of her income.
C. spend all of her income.
D. spend all of her income and borrow for extra spending.


19. In a pay-as-you-go social security system, the current young workers pay taxes that are given to the:
A. government, which gives it back to the current young workers when they are old.
B. current old population, who spend it.
C. government, which uses it to increase public savings.
D. current young who do not work.


20. Suppose Bob increases his saving rate because he feels more uncertain about his income in the future. This increase in saving is an example of a/an:
A. investment saving.
B. precautionary saving.
C. marginal propensity to consume.
D. induced saving.


21. Friedman’s permanent-income hypothesis asserts that the marginal propensity to consume out of income is:
A. one.
B. zero.
C. higher for permanent income than it is for temporary income.
D. lower for permanent income than it is for temporary income.


22. According to the permanent-income hypothesis, if an individual who works every year of her life receives a permanent increase of €10,000 in her annual salary, her annual consumption would rise by:
A. €0.
B. €5,000.
C. €10,000.
D. an amount that depends on her marginal propensity to consume.


23. Steve is an extraordinarily lucky 20-year-old student: he won the lottery. His prize is €10 million, to be paid out in 20 yearly installments of €500,000. According to the permanent-income hypothesis, in the first year after the lottery win Steve will spend:
A. less than €500,000.
B. €500,000.
C. between €500,000 and €10 million.
D. (r × €10 million), where r > 0.05 is the interest rate.


24. According to the permanent-income hypothesis, people with lower average propensities to consume will most likely have:
A. higher transitory income.
B. higher permanent income.
C. a higher ratio of permanent to transitory income.
D. a higher ratio of transitory to permanent income.


25. If the permanent income hypothesis is correct and if consumers have rational expectations, then changes in consumption over time:
A. should equal zero.
B. should be perfectly predictable.
C. should be unpredictable. 
D. should always be positive.


26. Suppose an individual increases consumption spending this month while promising himself to cut back spending the next month. However, once the next month rolls in, the same individual does not keep the promise of reduced consumption spending and still keeps spending high. This scenario best describes:
A. the permanent income hypothesis for consumption. 
B. random walks in consumption spending.
C. time inconsistency in consumer preferences. 
D. consumption decisions using present discounting.




Answers

1a - See Section 18-1 for a discussion of Keynes’s contribution to the theory of consumption.

2d - See Section 18-1 for an explanation of Keynes’s theory of consumption.

3b - See Section 18-1 for an explanation of the Keynesian consumption function.

4c - See Section 18-1.

5d - See Section 18-1.

6c - If Y rises by €1, consumption will rise by €c. This means that the marginal propensity to consume is c. See Section 18-1.

7d - The Keynesian consumption function implies that the average propensity to consume falls as income rises. This is due to the fact that the marginal propensity to consume is constant and that there exists a subsistence level of consumption C in the Keynesian consumption function. As a result, the average propensity to consume C/Y falls with higher income. This would result in a higher savings rate, which would lead to inadequate demand and a lower level of income. See Section 18-1.

8a - See Section 18-2.

9c - See Section 18-2.

10b - See Section 18-2.

11b - See Section 18-2 for a discussion of the two-period model of consumption behavior.

12c - See Section 18-2.

13d - The point where the highest indifference curve touches the budget constraint represents the combination that gives the consumer the most utility, yet is still affordable. See Section 18-2.

14c - The slope of the indifference curve will equal the slope of the intertemporal budget constraint at the point of optimization. The MRS therefore equals 1 + r. See Section 18-2.

15d - The substitution effect causes this period’s consumption to fall because it is relatively more expensive. The income effect causes today’s consumption to rise because the consumer is wealthier. The net change in consumption depends on which effect dominates. See Section 18-2.

16a - A rise in income in the second period makes the consumer wealthier. As a result she will choose to consume more today as well as tomorrow. There is no substitution effect because the relative price of consumption in the two periods remains unchanged. See Section 18-2.

17d - See Section 18-3 for an explanation of the life-cycle hypothesis.

18b - According to the life-cycle hypothesis, consumers try to smooth their consumption. In order to be able to consume during retirement, the consumer will have to save a fraction of her income during working years. See Section 18-3.

19b - See Section 18-3.

20b - See the case study “The Consumption and Saving of the Elderly” in Section 18-3.

21c - According to the permanent-income hypothesis, a permanent rise in an individual’s income will change consumption more than a temporary rise of equal size. This implies that the marginal propensity to consume for permanent income is higher than that for temporary income. See Section 18-4.

22c - See Section 18-4 for more discussion of the permanent-income hypothesis.

23a - Steve expects to live far beyond his 40th birthday, so he will smooth his consumption and spend less than €500,000. See Section 18-4.

24d - See Section 18-4 for more discussion of the permanent-income hypothesis.

25c - See the discussion of the random-walk hypothesis of consumption in Section 18-5.

[bookmark: _GoBack]26c - See Section 18-6.
