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Assume That The GDP Of An Economy Is 9000. Consumption Is Given By The Equation C = 2000 +
0.7(Y) - 100r, this statement sets the foundation for analyzing the macroeconomic behavior of a
simplified economy. Understanding how consumption relates to income (Y) and the interest rate (r) is
crucial for policymakers, economists, and students alike. This article explores the implications of this
consumption function, examines the concepts of aggregate demand and equilibrium, and discusses

how changes in variables influence the overall economy.

Understanding the Consumption Function

The Given Equation: C = 2000 + 0.7Y - 100r

This consumption function indicates that:

- Autonomous Consumption (2000): Even if income and interest rate are zero, consumption occurs up
to this baseline level.

- Marginal Propensity to Consume (MPC) - 0.7: For each additional unit of income (Y), consumption
increases by 0.7 units.

- Interest Rate Effect (-100r): An increase in the interest rate reduces consumption by 100 units per

percentage point increase inr.

This functional form captures the typical behavior where consumption depends positively on income

(Y) but negatively on the interest rate (r).



Key Concepts in Macroeconomic Analysis

Gross Domestic Product (GDP)

GDP, denoted as Y in the equation, measures the total value of goods and services produced within

an economy over a period. Given Y = 9000, it represents the current level of economic activity.

Consumption and Its Role in Aggregate Demand

Consumption (C) is a major component of aggregate demand (AD), which influences economic output
and employment levels. The relationship between consumption and income, along with other
components like investment and government spending, determines the overall equilibrium in the

economy.

Calculating Consumption at the Given GDP

Knowing that Y = 9000, and assuming a specific interest rate r, we can compute the level of

consumption.

Suppose the interest rate r is 5%. Plugging into the consumption function:
C = 2000 + 0.7(9000) - 100(5)

C = 2000 + 6300 - 500

C = 2000 + 5800

C =7800

This indicates that at a GDP of 9000 and a 5% interest rate, households would consume 7800 units.



Impact of Changing Interest Rate

If the interest rate rises to 10%, the consumption becomes:

C = 2000 + 0.7(9000) - 100(10)
C = 2000 + 6300 - 1000

C = 2000 + 5300

C = 7300

A higher interest rate reduces consumption, highlighting the sensitivity of consumer behavior to interest

rate fluctuations.

Analyzing Aggregate Demand and Equilibrium

Constructing the Consumption Function

The consumption function can be viewed as:

C=a+bY-dr

where:

- a = 2000 (autonomous consumption)

-b=0.7 (MPC)

- d = 100 (interest rate sensitivity)

In macroeconomic models, aggregate demand (AD) often includes consumption (C) and investment (I):

AD=C +1

Assuming investment (I) is exogenous and fixed at, say, 2000 units, the aggregate demand function



becomes:

AD = 2000 + 0.7Y - 100r + 2000

AD = 4000 + 0.7Y - 100r

Finding the Equilibrium GDP

In equilibrium, aggregate demand equals GDP:

So,

Y = 4000 + 0.7Y - 100r

Rearranging:

Y - 0.7Y = 4000 - 100r

0.3Y = 4000 - 100r

Y = (4000 - 100r) / 0.3

This equation shows the equilibrium GDP as a function of the interest rate r.

Example Calculation at r = 5%

Substituting r = 5:

Y = (4000 - 1005) / 0.3



Y = (4000 - 500) / 0.3
Y = 3500/0.3
v [ 11666.67

Since the initial GDP is 9000, this indicates that at a 5% interest rate, the equilibrium output would be
approximately 11667, suggesting the economy is below equilibrium and would tend to expand toward

this level.

Implications of Changes in Interest Rate and Autonomous

Consumption

Effect of Interest Rate Variations

An increase in the interest rate reduces consumption and aggregate demand, leading to a lower
equilibrium GDP. Conversely, decreasing interest rates stimulates consumption and can boost

economic output.

Impact of Autonomous Consumption

An increase in autonomous consumption (say from 2000 to 2500) shifts the consumption function
upward, increasing overall demand. For a fixed interest rate and income level, this leads to higher

consumption and a higher equilibrium GDP.

Policy Considerations



Fiscal Policy

Governments can influence autonomous consumption through direct spending, transfer payments, or
tax policies. An increase in government expenditure or transfers effectively raises autonomous

consumption, stimulating economic activity.

Monetary Policy

Adjusting interest rates impacts consumption via the interest rate term in the consumption function.

Lower interest rates encourage borrowing and spending, which can help close output gaps.

Limitations and Assumptions of the Model

While the simplified consumption function provides valuable insights, it assumes:

- Linear relationships between consumption, income, and interest rate.

- Fixed investment levels.

- No consideration of expectations, wealth effects, or other factors influencing consumption.

- Constant parameters over time.

Real-world economies are more complex, with nonlinear behaviors and multiple interacting variables.

Conclusion

Understanding the relationship between GDP, consumption, and interest rates is essential for
macroeconomic analysis and policy formulation. The given consumption function, C = 2000 + 0.7Y -
100r, highlights how consumption responds to changes in income and interest rate, affecting aggregate
demand and equilibrium output. Policymakers can leverage this understanding to design strategies that

promote economic stability and growth, whether through fiscal measures that influence autonomous



consumption or monetary policies that adjust interest rates. Recognizing the model's assumptions and
limitations allows for more nuanced interpretations and better decision-making in managing economic

fluctuations.

In summary:

- The consumption function demonstrates the dependency of consumption on income and interest rate.
- Equilibrium GDP can be derived as a function of interest rate.

- Changes in interest rate and autonomous consumption significantly influence overall economic
output.

- Policy interventions targeting these variables can stabilize or stimulate the economy.

By carefully analyzing these relationships, economists and policymakers can better predict economic

outcomes and implement effective strategies to foster sustainable growth.

Frequently Asked Questions

What is the consumption function in this economy?

The consumption function is C = 2000 + 0.7Y - 100r, where C is consumption, Y is income (GDP), and

r is the interest rate.

How would an increase in the interest rate r affect consumption?

An increase in r would decrease consumption because the term -100r reduces total consumption as r

rises, leading to lower overall consumption levels.

What is the autonomous consumption component in this economy?

The autonomous consumption component is 2000, representing consumption when income and



interest rates are zero.

Given the GDP of 9000, what is the current level of consumption
assuming r is zero?

If r is zero, consumption C = 2000 + 0.79000 - 1000 = 2000 + 6300 = 8300.

How can we determine the marginal propensity to consume (MPC)
from the given consumption function?

The MPC is 0.7, derived from the coefficient of Y in the consumption function, indicating that

consumption increases by 0.7 units for each additional unit of income.

What impact would a decrease in the interest rate r have on overall
consumption in this economy?

A decrease in r would increase consumption because the negative term -100r becomes less negative,

boosting total consumption levels.

Additional Resources

Gross Domestic Product (GDP): Analyzing Consumption Function and Economic Insights

Introduction: Understanding the Foundation of Economic

Measurement



Gross Domestic Product (GDP) is a fundamental indicator used by economists, policymakers, and
analysts to gauge the economic health of a country. It represents the total monetary value of all
finished goods and services produced within a country's borders over a specific period. In this analysis,
we examine an economy with a GDP of 9,000 units, exploring the nuances of its consumption

behavior through a specific consumption function:
\[ C = 2000 + 0.7Y - 100r \]

Here, C denotes total consumption, Y is the national income (which, in equilibrium, aligns with GDP),
and r represents the interest rate. This functional form encapsulates several critical economic
concepts, including autonomous consumption, marginal propensity to consume, and the influence of

interest rates on consumer spending.

Dissecting the Consumption Function: Components and

Implications

The consumption function provided is:

\[ C =2000 + 0.7Y - 100r \]

This equation can be broken down into three key components:

1. Autonomous Consumption (2000):

The constant term 2000 signifies the baseline level of consumption that would occur even if income

were zero. It reflects consumption financed through savings, borrowing, or other mechanisms,

independent of current income.



2. Marginal Propensity to Consume (0.7):
The coefficient 0.7 indicates that for every additional unit of income, consumption increases by 0.7

units. This reflects consumers' tendency to spend rather than save as their income rises.

3. Interest Rate Effect (-100r):
The term -100r captures the inverse relationship between interest rates and consumption. As interest
rates increase, the cost of borrowing rises, discouraging borrowing and thus reducing consumption.

Conversely, lower interest rates tend to stimulate consumption.

Analyzing the Economy at Given Parameters

Given the economy's GDP is 9,000, and knowing that in equilibrium, total income (Y) is approximately

equal to GDP, we can analyze the consumption pattern by considering different interest rate scenarios.

Scenario 1: No Interest Rate Effect (r = O%)

- Interest Rate (r): 0

- Consumption (C):

\[ C = 2000 + 0.7 \times 9000 - 100 \times 0 \]
\[ C = 2000 + 6300 - 0]

\[ C = 8300 \]

In this baseline scenario, consumers are spending a significant portion of their income, with total
consumption at 8,300 units out of a GDP of 9,000. The autonomous component (2000) ensures a
substantial baseline, while the marginal propensity to consume indicates a strong inclination to spend

as income increases.



Scenario 2: Moderate Interest Rate (r = 5%)

- Interest Rate (r): 5% (or 0.05)

- Consumption (C):

\[ C = 2000 + 0.7 \times 9000 - 100 \times 0.05 \]
\[ C = 2000 + 6300 - 5]

\[ C = 2000 + 6295 \]

\[ C = 8295 \]

Here, the slight increase in interest rates marginally reduces consumption by 5 units, illustrating how

sensitive consumption is to interest rate fluctuations.

Scenario 3: Higher Interest Rate (r = 10%)

- Interest Rate (r): 10% (or 0.10)

- Consumption (C):

\[ C = 2000 + 0.7 \times 9000 - 100 \times 0.10 \]
\[ C = 2000 + 6300 - 10 \]

\[ C = 2000 + 6290 \]

\[ C =8290 \]

The pattern persists: higher interest rates decrease consumption, but the change is relatively small,

indicating that within this range, consumption remains relatively stable.



Implications for Economic Policy and Consumer Behavior

Understanding the consumption function's structure reveals significant insights into how an economy

responds to external and internal shocks, especially interest rate changes.

1. The Role of Autonomous Consumption

The autonomous consumption level of 2000 units indicates that regardless of income, consumers will
spend at least this amount. Policymakers aiming to stimulate the economy might consider measures to

boost this baseline, such as direct transfers or subsidies, especially during downturns.

2. Marginal Propensity to Consume (MPC)

An MPC of 0.7 suggests a high propensity to consume out of additional income, emphasizing that
policies aimed at increasing income levels (like tax cuts or wage hikes) can significantly boost overall

consumption and, consequently, GDP.

3. Interest Rate Sensitivity

The negative term involving r shows that interest rate adjustments influence consumption. Lower
interest rates tend to promote borrowing and spending, supporting economic growth. Conversely, rising

interest rates could dampen consumption, potentially slowing down economic activity.



Estimating the Marginal Propensity to Save and Consumption

Patterns

Given the consumption function, it's useful to analyze the corresponding savings function:
\[S=Y-C\

Substituting the consumption function:

\[ S =Y -(2000 + 0.7Y - 100r) \]

\[ S=Y-2000-0.7Y + 100r \]

\[ S =0.3Y - 2000 + 100r \]

This indicates:

- Marginal Propensity to Save (MPS): 0.3, since 1 - MPC =1 - 0.7 = 0.3.

- Autonomous Savings: -2000, implying that at zero income, savings would be negative (i.e., dissaving
or borrowing).

- Interest Rate Effect on Savings: Higher r increases savings, as shown by the +100r term.

This detailed breakdown helps policymakers and analysts understand whether the economy is

consumption-driven or savings-driven, shaping fiscal and monetary policies accordingly.



Model Limitations and Real-World Considerations

While the model provides valuable insights, it assumes linear relationships and constant parameters,

which may not hold in complex, real-world economies. Some limitations include:

- Interest Rate Range: The effect of interest rates might be nonlinear at extreme levels, with
diminishing or amplified effects.

- Autonomous Consumption: May vary with factors like consumer confidence, fiscal policies, and
external shocks.

- Income Measurement: Using GDP as a proxy for Y assumes equilibrium and ignores factors like

inflation or population growth.

Moreover, the model doesn't account for other determinants of consumption such as expectations,
wealth effects, or credit availability. Real economies often display more complex behaviors requiring

multifaceted models.

Conclusion: Synthesis of Insights and Policy Recommendations

Analyzing this economy with a GDP of 9,000 units through its consumption function reveals several

key takeaways:

- High Propensity to Consume: With an MPC of 0.7, increases in income substantially boost
consumption, suggesting that policies promoting income growth could effectively stimulate economic
activity.

- Interest Rate Effects: While present, the impact of interest rate changes on consumption is moderate
within the given range, implying monetary policy adjustments can influence consumption but should be

complemented with fiscal measures.



- Baseline Consumption: Autonomous consumption forms a significant part of total spending,
highlighting the importance of ensuring social safety nets and support mechanisms to maintain

baseline demand.

In sum, this detailed exploration underscores the intricate interplay between income, consumption,
savings, and interest rates. Policymakers should consider these dynamics when designing strategies to
foster sustainable economic growth, especially in contexts where consumption is a primary driver of
GDP. Continuous monitoring and flexible policy frameworks are vital to adapt to changing economic

conditions and consumer behaviors.

Note: This analysis provides a conceptual framework for understanding the consumption function in a
simplified economy. For comprehensive policy formulation, further empirical data and sophisticated

modeling approaches are recommended.
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