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= 4 And =7 Suppose MPC Is 0.8. If Government Purchases Increase By $10 And Cuts Taxes
By $50, How Much is a classic macroeconomic question that explores the fundamentals of fiscal
policy, the multiplier effect, and how government actions influence aggregate demand and national
income. Understanding these concepts is essential for policymakers, students, and anyone interested
in economics because they reveal how government spending and taxation can impact economic
activity.

In this article, we will delve into the details of this problem, unpack the concepts involved, and
demonstrate how to calculate the total change in national income resulting from government
purchases and tax cuts. We will explore the key principles such as the marginal propensity to
consume (MPC), the multiplier effect, and the broader implications of fiscal policy measures.

Understanding the Key Components of the Problem

Before we analyze the specific scenario, it’s crucial to understand the fundamental concepts
involved: the marginal propensity to consume (MPC), government purchases, taxes, and the
multiplier effect.

What is MPC (Marginal Propensity to Consume)?

The MPC measures the proportion of additional income that households will spend on consumption.
For example, an MPC of 0.8 indicates that households will spend 80% of any extra dollar they
receive, saving the remaining 20%. This value plays a vital role in determining the size of the
expenditure multiplier.

Government Purchases and Fiscal Policy

Government purchases refer to government spending on goods and services, which directly affects
aggregate demand. An increase in government purchases shifts the aggregate demand curve to the
right, stimulating economic activity.

Tax Cuts and Their Impact

Tax cuts increase households’ disposable income, which can lead to increased consumption if
households choose to spend the extra income. The effect of tax cuts on aggregate demand depends
on the MPC and the marginal propensity to save (MPS).



The Multiplier Effect

The multiplier effect explains how initial changes in autonomous spending (like government
purchases or tax cuts) lead to a more significant overall change in the national income (or GDP). The
size of this multiplier depends largely on the MPC.

Step-by-Step Analysis of the Scenario

Let’s analyze the specific question:

If government purchases increase by $10 and taxes are cut by $50, with an MPC of 0.8, what is the
total change in national income?

This involves calculating two separate effects:

1. The direct impact of increased government spending.
2. The indirect impact of tax cuts on household consumption.

Finally, we combine these effects to find the total change in GDP.

1. Calculating the Spending Multiplier

The expenditure multiplier (also called the fiscal multiplier) is calculated as:
\[

\text{Multiplier} = \frac{1}{1 - MPC}

\]

Given MPC = 0.8:

\[

\text{Multiplier} = \frac{1}{1- 0.8} =\frac{1}{0.2} =5
\]

This means that every dollar of autonomous spending (like government purchases) results in a $5
change in total output or GDP.

2. Effect of Increased Government Purchases

The initial change is an increase in government purchases by $10.

Applying the multiplier:



\[
\text{Total increase in GDP from government spending} = 10 \times 5 = \$50
\]

This is the direct impact of the government increasing its purchases by $10.

3. Effect of Tax Cuts on Consumption

Tax cuts increase households’ disposable income, leading to increased consumption. The key is to
determine how much of the tax cut is spent.

The marginal propensity to consume (MPC) indicates that households will spend 80% of any
additional income.

However, because taxes are reduced by $50, households effectively have an extra $50 to spend, but
the actual change in disposable income for households depends on the marginal tax rate. In many
simplified models, the entire tax cut is considered available for spending, assuming no other factors
like tax brackets or leakages.

The change in consumption from the tax cut is:

\[

\Delta C = MPC \times \text{Tax cut} = 0.8 \times 50 =\$40

\]

This increased consumption then triggers a multiplier effect.

Applying the multiplier:

\[

\text{Total change in GDP from tax cuts} = \Delta C \times \text{Multiplier} = 40 \times 5 = \$200
\]

Note: This approach assumes that the entire tax cut is spent immediately and that the MPC applies
directly to the disposable income increase.

Calculating the Total Impact on GDP

Now, we sum the effects of government spending increase and tax cuts:

- Impact from government purchases: $50
- Impact from tax cuts (via increased consumption): $200

Total change in GDP:



\[
\boxed{\$50 + \$200 =\$250}
\]

This means that, given an MPC of 0.8, an increase in government purchases by $10 and a tax cut of
$50 would lead to an overall increase in national income (GDP) of approximately $250.

Implications of the Results

Understanding these calculations reveals the powerful effect of fiscal policy. Small changes in
government spending and taxation can lead to substantial shifts in economic activity, especially
when the MPC is high.

Key Takeaways:

- The multiplier effect amplifies the initial fiscal policy changes.

- A high MPC (like 0.8) results in a larger multiplier, thus making fiscal policy more effective.

- Tax cuts can significantly boost economic activity, but their impact depends on how households
respond.

Limitations and Real-World Considerations

While the theoretical calculations provide valuable insights, real-world scenarios involve
complexities such as:

- Tax structure: Not all tax cuts are equally effective; some income may be saved rather than spent.

- Leakages: Savings, imports, and taxes can reduce the multiplier's size.

- Time lags: Fiscal policy effects take time to materialize.

- Expectations: Consumer and business expectations influence how policy measures impact behavior.

Despite these limitations, the simplified model offers a solid foundation for understanding fiscal
policy’s potential impact.

Conclusion

In summary, with an MPC of 0.8, a $10 increase in government purchases can generate a $50
increase in GDP, while a $50 tax cut can produce a $200 increase in GDP. Combining these effects,
the total impact on the economy would be approximately $250. This example highlights the potency



of fiscal policy tools and the importance of understanding the multiplier effect in macroeconomics.

Policymakers often rely on these principles to design effective measures to stimulate growth,
especially during periods of economic downturns. Conversely, understanding these effects also
underscores the importance of prudent fiscal management to avoid overheating the economy or
creating deficits.

By grasping the core concepts of MPC, the multiplier, and fiscal policy, individuals and policymakers
can better interpret economic developments and make informed decisions to promote sustainable
growth.
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Frequently Asked Questions

What is the multiplier effect if the MPC is 0.8?

The multiplier is calculated as 1 / (1 - MPC), so with an MPC of 0.8, the multiplier is 5.

How does an increase in government purchases by $10 affect
the overall economy with an MPC of 0.8?

It increases total output by $50, since the change is multiplied by the multiplier (10 x 5 = 50).

What is the impact of a $50 tax cut on aggregate demand with
an MPC of 0.8?

A $50 tax cut increases aggregate demand by $40, because the tax cut leads to increased
consumption of $40 (50 x 0.8).

What is the combined effect of increasing government
purchases by $10 and cutting taxes by $50 on the economy?

The total increase in aggregate demand is $90: $50 from government spending (10 x 5) plus $40
from the tax cut (50 x 0.8).

How do government purchases and tax cuts together influence



GDP with an MPC of 0.8?

They collectively raise GDP by $90, considering the multiplier effect on government spending and
the marginal propensity to consume.

If the government increases spending and cuts taxes
simultaneously, how do we calculate the total impact on the
economy?

Calculate the impact of each separately using the multiplier, then sum them: $50 (from spending) +
$40 (from tax cuts) = $90 total increase.

Why does the MPC value affect the total impact of fiscal policy
measures like government purchases and tax cuts?

Because MPC determines the size of the multiplier, influencing how much total output changes in
response to fiscal policy.

Given an MPC of 0.8, what is the total expected change in GDP
from the described fiscal policy actions?

The total expected increase in GDP is $90: $50 from increased government purchases and $40 from
the tax cut.

Additional Resources

Analyzing the Impact of Government Purchases and Tax Cuts on National Income with MPC = 0.8

Understanding macroeconomic policy effects is crucial for students, policymakers, and economists
alike. When the government engages in fiscal policy—either by increasing government purchases or
adjusting taxes—it influences aggregate demand, output, and overall income in an economy. In this
detailed analysis, we will explore how a specific change in government spending and taxation affects
the national income, given a marginal propensity to consume (MPC) of 0.8.

Introduction to Key Concepts

Before delving into the calculations, it’s essential to clarify the foundational concepts involved.

Marginal Propensity to Consume (MPC)

- Definition: MPC is the fraction of additional income that households spend on consumption.



- Given Value: MPC = 0.8, meaning households spend 80% of any additional dollar they receive.

Multiplier Effect

- Purpose: The multiplier quantifies how much total income (GDP) changes in response to a change
in autonomous spending (like government purchases or taxes).
- Formula:

\[
\text{Multiplier} = \frac{1}{1 - MPC}
\]

- In Our Case:
\[

\text{Multiplier} = \frac{1}{1 - 0.8} = \frac{1}{0.2} =5
\]

Understanding the Policy Changes

The problem involves two simultaneous fiscal policy actions:

1. Increase in Government Purchases (G): +\$10
2. Tax Cuts (T): -\$50 (a reduction in taxes)

The goal is to determine the net effect on the equilibrium level of national income (Y).

Impact of Government Purchases on National Income

Direct Effect

- When government purchases increase by \$10, this is considered an autonomous spending
increase.
- This initial change directly adds \$10 to aggregate demand.



Multiplier Effect of Government Purchases

- The total impact on income from this \$10 increase is:

\[
\text{Change in } Y {G} = \text{Increase in G} \times \text{Multiplier} = 10 \times 5 = \$50
\]

This means that, due to the multiplier effect, the initial increase of \$10 in government spending
ultimately raises the total income by \$50.

Impact of Tax Cuts on National Income

Understanding the Effect of Tax Reductions

- A tax cut of \$50 increases households' disposable income.
- Since households have an MPC of 0.8, they will spend 80% of this additional disposable income.

Calculating the Direct Consumption Increase from Tax Cuts

- The immediate increase in consumption is:

\[
\text{Initial increase in consumption} = \text{Tax cut} \times MPC = 50 \times 0.8 = \$40

\]

- This \$40 is the initial increase in consumption resulting from the tax reduction.

Multiplier Effect on Income Due to Tax Cuts

- Unlike government purchases, tax cuts influence income indirectly through increased consumption.
- The total change in income from a tax cut is:

\[

\text{Change in } Y {T} = \text{Initial increase in consumption} \times \text{Multiplier} = 40
\times 5 =\$200

\]

This signifies that the \$50 tax cut, considering the multiplier effect, ultimately increases the
economy’s total income by \$200.



Combining the Effects for the Net Change in Income

The total change in national income (Y) is the sum of the effects from both policy actions:

\[
\boxed{
\Delta Y = \text{Impact of G} + \text{Impact of T}

}
\]

Calculating each:

- Government Purchases Effect: +\$50
- Tax Cut Effect: +\$200

Total Impact:

\[
\Delta Y = \$50 + \$200 = \$250
\]

Therefore, the net change in national income resulting from a \$10 increase in government
purchases and a \$50 tax cut, given an MPC of 0.8, is an increase of \$250.

Deeper Insights and Implications

Why Does the Tax Cut Have a Larger Effect Than the
Government Purchase Increase?

- The key reason is that tax cuts influence disposable income for all households, leading to a
widespread increase in consumption.

- Conversely, an increase in government purchases directly affects aggregate demand but does not
have the same broad impact as a tax cut because it is limited to government expenditure.

Role of Multiplier in Policy Effectiveness

- The multiplier amplifies the initial fiscal stimulus, making even small changes in government
spending or taxes have large effects on total income.



- The multiplier is inversely related to the marginal propensity to save (MPS), which is \(1 - MPC\).
With MPC = 0.8, the high MPC leads to a multiplier of 5, meaning substantial amplification.

Limitations and Real-World Considerations

- Time Lags: Fiscal policy effects are not instantaneous; they take time to permeate through the
economy.

- Crowding Out: Increased government spending might lead to higher interest rates, potentially
offsetting some gains.

- Budget Constraints: While the calculations assume no offsetting effects, real-world policies often
have complex implications.

Policy Recommendations Based on This Analysis

- Small increases in government spending can significantly boost economic activity if the MPC is
high.

- Tax cuts can be a powerful tool for stimulating growth but should be used judiciously considering
budget deficits.

- Combining both policies can produce a synergistic effect, amplifying economic recovery or
expansion efforts.

Summary of Calculations and Final Result

| Policy Action | Change in Government Spending / Taxes | Immediate Effect | Multiplier Effect |
Total Effect on Income |

I | | | | |

| Increase in G | +\$10 | \$10 | 5| \$50 |

| Tax cut | -\$50 | \$40 (from MPC) | 5 | \$200 |

| Total Change in Income | | | | \$250 |

Conclusion

Given an MPC of 0.8, a \$10 increase in government purchases combined with a \$50 cut in taxes
results in a total increase of \$250 in national income. This analysis underscores the powerful role
fiscal policy can play in macroeconomic stabilization and growth. Policymakers should consider both
the immediate and multiplier effects of their actions to optimize economic outcomes.

Understanding the mechanics of the multiplier effect, the influence of MPC, and the interplay
between government spending and taxation allows for more informed decision-making, especially in



times of economic downturn or overheating. The key takeaway is that even modest fiscal
interventions, when amplified through the multiplier, can have substantial impacts on the overall
economic activity.

Note: All calculations assume ceteris paribus—other factors remain constant—and do not account
for potential offsets or external shocks that could modify these outcomes in real-world scenarios.
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