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MACROECONOMICS - CLUTCH
CH. 15 - INCOME AND CONSUMPTION
CONCEPT: THE CONSUMPTION FUNCTION
● The consumption function relates the amount of household spending to the level of _______________ income

□ The consumption function is also referred to as the consumption schedule
□ Disposable Income is the amount of income left after paying taxes
> Disposable income is either used for ________________ or ________________
𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒 = 𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝑁𝑒𝑡 𝑇𝑎𝑥𝑒𝑠
POP QUIZ: You work in a candy factory that has been making tons of sweet, sweet profit. For all your hard work and
dedication, you receive a bonus of $10,000 and an annual raise of 20% of your current salary. Due to this:
a) You are likely to increase your total consumption
b) You are likely to decrease your total consumption
c) Your total consumption will stay the same

Consumption

Consumption Function

Disposable
Income
● Marginal Propensity to Consume (MPC) – the amount that consumption changes when disposable income changes

□ MPC is the _______________ of the consumption function
𝑀𝑃𝐶 =

∆ 𝐶𝑜𝑛𝑠𝑢𝑚𝑝𝑡𝑖𝑜𝑛
∆ 𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒

● Marginal Propensity to Save (MPS) – the amount that household saving changes when disposable income changes
𝑀𝑃𝑆 =

∆ 𝑆𝑎𝑣𝑖𝑛𝑔𝑠
∆ 𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒
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● Disposable income is either used for ________________ or ________________

□ Any increase in disposable income will either be ________________ or ________________
𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒 = 𝐶𝑜𝑛𝑠𝑢𝑚𝑝𝑡𝑖𝑜𝑛 + 𝑆𝑎𝑣𝑖𝑛𝑔𝑠

1 = 𝑀𝑃𝐶 + 𝑀𝑃𝑆
● Sometimes, the consumption function is represented algebraically using the formula for a line:
𝐶𝑜𝑛𝑠𝑢𝑚𝑝𝑡𝑖𝑜𝑛 (𝐶) = 𝑚𝑥 + 𝑏
C = Consumption
m = __________ = __________
x = _________________________ = ________
b = _______________ = the amount of consumption when disposable income equals ______
𝐶 = (𝑀𝑃𝐶 ∗ 𝑌𝑑) + 𝑏
PRACTICE: Calculate the Marginal Propensity to Consume and the Marginal Propensity to Save using the following table:
Disposable Income

Consumption

$18,000

$16,000

$20,000

$17,200

$22,000

$18,400

$24,000

$19,600

$26,000

$20,800

Savings

MPC

MPS
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PRACTICE: If the Keynesian consumption function is C = 10 + 0.8 Yd then, if disposable income is $1000, what is amount
of total consumption?
a) $0.80
b) $800
c) $810
d) $0.81
e) Cannot be determined

PRACTICE: If the Keynesian consumption function is C = 10 + 0.8 Yd then, when disposable income is $1000, what is the
marginal propensity to consume?
a) 0.8
b) 800
c) 810
d) 0.81
e) Cannot be determined

PRACTICE: An increase in the marginal propensity to consume will:
a) Lead to the consumption function becoming steeper
b) Shift the consumption function upwards
c) Shift the consumption function downwards
d) Not affect the consumption function
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CONCEPT: THE SAVING SCHEDULE
● The saving function relates the amount of household savings to the level of _______________ income

□ The savings function is also referred to as the saving schedule
□ Disposable Income is the amount of income left after paying taxes
> Disposable income is either used for ________________ or ________________
𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒 = 𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝑁𝑒𝑡 𝑇𝑎𝑥𝑒𝑠
POP QUIZ: You work in a candy factory that has been making tons of sweet, sweet profit. For all your hard work and
dedication, you receive a bonus of $10,000 and an annual raise of 20% of your current salary. Due to this:
a) You are likely to increase your total savings
b) You are likely to decrease your total savings
c) Your total savings will stay the same
Saving Function

Saving

Disposable
Income
● Marginal Propensity to Save (MPS) – the amount that household saving changes when disposable income changes

□ MPS is the _______________ of the saving function
𝑀𝑃𝑆 =

∆ 𝑆𝑎𝑣𝑖𝑛𝑔𝑠
∆ 𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒

● Marginal Propensity to Consume (MPC) – the amount that consumption changes when disposable income changes
𝑀𝑃𝐶 =

∆ 𝐶𝑜𝑛𝑠𝑢𝑚𝑝𝑡𝑖𝑜𝑛
∆ 𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒
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CONCEPT: DETERMINANTS OF CONSUMPTION AND SAVINGS
● The consumption function ____________ up or down when factors other than _____________________ change:

□ Sudden Changes in Wealth
> Example: An unexpected increase in stock prices leads to _______________ in consumption
> Example: The crash of the real estate market in 2009 caused _______________ in consumption

□ Borrowing leads to __________________ in current consumption at the cost of future consumption
> The interest cost of borrowing leads to a decrease in future “wealth”

□ Expectations about future prices and income
> If prices are expected to increase in the future, current consumption would __________
> If household income is expected to increase in the future, current consumption would __________
- Likewise, expectations of an upcoming recession would lead current consumption to __________

□ Real Interest Rates
> A low real interest rate leads to _____________ in current borrowing and consumption
- Buy more goods that are purchased with credit (i.e. a new car)
- Less incentive to save, so consume instead

PRACTICE: The country of Consumptia has had a booming economy for nearly a decade. However, prices have been
rising faster than income, leading analysts to believe that a recession is on the horizon. If the citizens of Consumptia expect
a recession in the coming years, then:
a) Current consumption will increase
b) Current consumption will decrease
c) Current savings will decrease
d) Recessions are not related to the consumption/savings functions.
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CONCEPT: AVERAGE AND MARGINAL PROPENSITIES TO CONSUME AND SAVE
● There are two things that can be done with disposable income: ______________ and ______________

□ Average Propensity to Consume – the fraction of total income that is used for consumption
𝐴𝑃𝐶 =

𝐶𝑜𝑛𝑠𝑢𝑚𝑝𝑡𝑖𝑜𝑛
𝐼𝑛𝑐𝑜𝑚𝑒

□ Average Propensity to Save – the fraction of total income that is used for savings
𝐴𝑃𝑆 =

𝑆𝑎𝑣𝑖𝑛𝑔
𝐼𝑛𝑐𝑜𝑚𝑒

□ Marginal Propensity to Consume – the amount by which consumption changes when income increases
𝑀𝑃𝐶 =

∆ 𝐶𝑜𝑛𝑠𝑢𝑚𝑝𝑡𝑖𝑜𝑛
∆ 𝐼𝑛𝑐𝑜𝑚𝑒

□ Marginal Propensity to Save – the amount by which saving changes when income increases
𝑀𝑃𝑆 =

∆ 𝑆𝑎𝑣𝑖𝑛𝑔
∆ 𝐼𝑛𝑐𝑜𝑚𝑒

PRACTICE: If the Keynesian consumption function is C = 10 + 0.8 Yd then, when disposable income is $1000, what is the
average propensity to consume?
a)
b)
c)
d)
e)

$0.8
$800
$810
$0.81
Cannot be determined

PRACTICE: If the Keynesian consumption function is C = 10 + 0.8 Yd then, when disposable income is $1000, what is the
marginal propensity to save?
a)
b)
c)
d)
e)

0.8
0.81
0.19
0.2
Cannot be determined
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CONCEPT: MULTIPLIER EFFECT AND THE MARGINAL PROPENSITY TO SAVE AND CONSUME
● An increase in investment spending causes a chain reaction of spending in the economy

□ When firms increase investment spending, this, in turn, increases ___________ of households
□ The increase in household ____________, leads to an increase in household _______________
> Refer to our calculations of the Marginal Propensity to Consume

□ A second round of spending occurs based on the additional consumption, leading to MORE consumption
□ The chain reaction continues…
EXAMPLE: Investmentland has increased investment spending by $5 billion dollars:
Increase in Investment Spending

$5 billion

Increase in Consumer Spending

= MPC * $5 billion

Increase in Consumer Spending

= MPC * (MPC * $5 billion)
=

Increase in Consumer Spending

= MPC * (MPC * (MPC * $ 5 billion)
=

The chain reaction continues…
● The multiplier effect describes how the total increase in spending is more than just the initial boost in spending

□ The actual multiple will depend on the _____________
𝑇𝑜𝑡𝑎𝑙 𝐼𝑛𝑐𝑟𝑒𝑎𝑠𝑒 𝑖𝑛 𝐺𝐷𝑃 = (1 + 𝑀𝑃𝐶 + 𝑀𝑃𝐶 2 + 𝑀𝑃𝐶 3 … ) ∗ 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝑆𝑝𝑒𝑛𝑑𝑖𝑛𝑔 𝐵𝑜𝑜𝑠𝑡
𝑇𝑜𝑡𝑎𝑙 𝐼𝑛𝑐𝑟𝑒𝑎𝑠𝑒 𝑖𝑛 𝐺𝐷𝑃 =

1
∗ 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝑆𝑝𝑒𝑛𝑑𝑖𝑛𝑔 𝐵𝑜𝑜𝑠𝑡
1 − 𝑀𝑃𝐶

Note that (1-MPC) = ___________ 
PRACTICE: Investmentland has increased investment spending by $5 billion dollars. If MPC = 0.75, what is the multiplier
and total increase in GDP?
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