Determination of Income and
Employment

We have so far lalked aboul the natlonal income, price level,
rate of interest ele. in @n ad hoe manner — without
inwvestigaling the forces that govern thetr values, The basie
objective of macroecomomics 1s Lo develop theoretical tools,
called models, capable of describing the processes which
determine the values of these vartables, Spectfically. the
models atlempt 1o provide theoretical explanation Lo
questions such as what causes perlods of slow growth or
recesstons in the economy, or inerement in the price level,
aor a rise in unemplovment. It ts difficult (o account for all
the vartables al the same Ume. Thus, when we concentrate
on the determination of a particular vanable, we must hold
the values of all other variables constant. This 1s 2 siylisalion
typical of almost any theorelical exercise and 1s called the
assumpilon of celerts puribus, which literally means “olher
things remaining equal’. You can think of the procedure as
follows — In order lo solve for the values of two vanables x
and y lrom two equatlons, we solve lor one varable, say x
in terms of y from one equatlon first, and then substitule
this value mto the other equation lo obtain the complete
solution. We apply the same melhod tn the analysts of (he
macroeconomic syslen.

In this chapter we deal with the determinauon of Nattonal
Income under the assumplion of fixed price ol final goods
and constant rate of interest In the economy. The
theoretical model used in this chapter 1s based on the (heory
given by John Maynard Keynes,

4.1 AcGREGATE DEMAND AND ITS COMPONENTS

in the chapter on Natlonal Income Accounting, we have
come #scross terms ke consumption. Investiment, or the
total outpul of Gnal goods and services tn an economy (GDP).
These lerms have dual connolations. in Chapier 2 they
were used in the accounimg sense — denoling actual values
of these {tems as measured by the acuvitles within the
economy In a@ certain year. We call these actual or
accouning values ex post measures of these items.

These lerms, however, can be used with s Jdifferent
connotation; Consumption may denole not whal people
have actually consumed In a given year, bul what they
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had planned (o comsume during ihe same period. Similarly. invesiment
can mean the amount a producer plans to add (o her inventory. It may
be different from whal she ends up doing. Suppose the producer plans
to add Rs 100 worth goods (o her stock by the end of the year. Her
planmied mvestment is. thereflore. Bs 100 0 that yvear. However, due lo
an unforeseen upsurge of demand (or her goods In the market the
volurme of her sales excecds what she had planned o sell aml. to meel
this extra demand. she has to sell goods worth Rs 20 from her stock.
Therefore. al the end of the year, her Inventory goes up by Re (100 -
40) = Rs 70 only. Her planned investment 1s Rs 100 whereas her
aclual. or ex posl, Invesimentl I1s Rs 70 only. We call the planned
values of the varables - consumption, investment or output of [nal
goods - Lhelr ex ante measures,

In simple words, ex-ante deplcts what hias been planned, and ex-post
deplets what has aclually happened. In order Lo understamnd Lhe
determination’ of mcome. we negtl Lo know the planned values of diferent
componeiils of aggregale demand. Lel us look al these componerits now.

4.1.1. Consumption

The most imporiant delerminant of consumption demand 18 houschold
Income. A consumpllon [uncllon deseribes the relation betweesn
consumpiion and Income. The simplest consumpton [unction assumes
thal consumpuon changes at a constanl rate as income changes. OF
course. even Il Income is zero. some consumption stll takes place. Since
this level of consumption 18 ndependent of Income, 1t s called
aulonomous consumplion. We can descnibe (his funcuon as:

C=C+eY [4.1)

The above equallon s called e consampton luncton, Here O I1s
the consumplion expenditure by househdlds, This consisis of (wo

companents aulonomous consiumption and Induced consnmption (¢} ).

Aunlonomous consumpiion is denoled by € and shows the consumption
which is independent of income. If consumpiion iakes place even when
income I1s zero, it is because of antonomous consumpiion. The induced

component of consumption, ¢f shows the dependence of consumption
on tncome. When Income rises by Re 1. indoced consnmplion rises by

MPC te. ¢ or the marginal propensily o consume, [L may be explatned
as a rale of change of consumpllon as income changes.
mpc =25 -
AY
Now. let us look st the value that MPC can take, When income changes,

change in consumptior (AL') can never exceed the change o income

(AY). The maxtmum value which ¢ can take 1s 1. On the other hand

consomer may choose not to change consumplon even when income
has chanpged. In this case MPC = 0. Generally. MPC lles betwean 0 and 1
{inclusive ol both values]. This means (hal as ncome Increases either
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the consumers does not morease consumption at all (MPC = 0) or use
entire change tn income on consumption (MPC = 1) or use part of the
change in income for changing consumption [0< MPC<]),

Ilmagine ‘a country Imagenia which has a consumption function
deseribed by C=H0+0.8Y |

This indicates that even when Imagenia does not have any income,
ils cltizens sl consume Rs. 100 worth of goods. Imagenia’s autonomous
consumption is 100, lts marginal propensity to consume is 0.8. This
means that if income goes up by Rs. 100 in Imagenta. consumptionr will
go up by Rs. 8.

Let us also look al another dimension of this. savings. Savings 1s
that part of income that is not consumed. [n other words,

§=Y-C

We define the marginal propensity to save [MPS) as the rate of change
in savings as ipocome Increases:
-.ﬂi =

¥

1y —

Stnee, S=Y-C,

_AY-0C)
AY
_av _Ac
CAF  AY
==

Some Definitions
Mardinal propensity te consume (MPC): 1L (s the change in
consumplion per unit change in income. It is denoled by ¢ and Is
equal 1o 35
Marginal propensity to save (MPS): il 15 he change in savings per
unit change in tncome. It is denoted by 5 and I1s equal o I—=c. Il
tmpHes that s+c=1.
Average propensity to consume [APC): il is lhe consumplion per
wmit of come Le. 5
Average propensity to save [APS): Il 1s (he savings per unlt of income

0l
llcal F a
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4.1.2 Investment
Investment ts defined as addilion (o the stock of physical capital (such
as machines, bulldings, roads ele.. Le. anything that adds (o the future
ﬁ:ﬂducuw capacity of the economy) and changes in the tnventory (or
e stock of linished gonds) of a producer. Note that ‘Investmenl poods’
|such as machines) are also part ol the final goods — Lhey are nol
intermediale goods ke aw malterials. Machines produced In an economy
i a given vear are nol ‘used up’ lo produce other goods butl yield their
services over 4 number of years.

Investment dectsions by producers, such as whether (o buy a new machine,
depend, o a large extent. on the marke! rate of inlerest. Howsver, for stmphicity,
we assume here thal firms plan (o invesi Lhe samie amounl every year. We can
wrile the ex anle iImvestment demand as

1=1 (4.2)

where [ Isa positive constanl which represenis the aulonomons (given or
exogenous) iInvestiment in the econoimy 1n a given vear.

4.2 Derermmiation oF Income v Two-sector MobpeL

In an ecdnomy withioul a povernmenl. Lhe ex anle agoesale demand for inal
goods is the sum wial of the ex anle consumption expenditure and ex anle
investment expenditure on such gagds, vz, AD=C+ [ Substiiuting the values of
Cand ] from equations [4.1) and (4.2); ageregate demand for inal goods can be
Wwrillen as

AD=C + T +c¥
If the final goods market 1s in equilibrium this can be wrilten as
Y=C +T +cY

where ¥is the ex ante, or planmesd, ouput of final goods. This equation can be
further simplified by adiding up the two autonomous terms, € and 7, making it

Y=AscY (4.3)

where A =C + T s the tolal autonomons expenditure in the cconomy. in
reality, these two components of anlonomous expenditure behave (n different ways,
C . representing subsisience constmption level of an economy, rematis more or
less stable over ttme, However, | has been observed (o ymdergo periodic fuctuations.

A word of cauntian is 10 order. The term Yo the left hand side of equation (4.3)
represenis the ex ante output or the planmed supply of final goods, On the other
hand, the expression on the fdght hand side denotes ex anie or planned aoreresate
demand for final goods in the economy. Ex anic sopply is egual o ex anle
demand only when the linal goods market. and hence the economy. s in
equilibrium. Equatton (4:3) should not, therefore, be confused with the
aceouniing dentty of Chapler 2, which states (hat the ex post value of Lotal
outpul must always be equal Lo the sum total of ex post consuamplion and ex
post tnvestment 1 the economy. I§ex ante demand for final goods falis short of
the output of fnal goods thal the producers have planned e produce In a
given vear, efqualtion (4.3) will not hold. Stocks will be piltng up i the warchouses
which we may consider as unintended accumulation of nventories. 1L should
be noted that twenlories or stocks Tefers 1o thal parl of oatpul produced which
s ol sold and therelore remulns wilh the . Chanee in iivenlory s called
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invenlory tnvesimonl 1l can be negative as well as positive:  there isa rise in
inveniory, il is positive inveniory invesiment. while a depletion of tnventory is
negative inventory investment. The inventory investment can take place due (o
two reasons: {i] the firm decides Lo keep some slocks for various reasons (Lhisls
called planned tnventory investment) (#1) the sales differ from the planned level ol »
sales, in which case the firm has to add fo/run down existing inveniories (this s i
called unplanned tnveniory investment). Thus even though planned Y is L ‘\i f; c;:
greater than planned C + [, actual ¥ will be equal to actual C + I, with R '

the extra output showing up as unintended accumulation of inventories
in the ex post | on the right hand side of the accounting identity.

At this pomnt, we can iroduce a govermunent o tus economy. The major
economic activitles ol the govermument thal affect the aggregale demand for inal
goods and services can be summiarized by the scal variables Tax (T) and
Government Expenditure (G), both autonomous Lo our analysis. Governemenl,
through s expenditure G on fnal goods and services, adds to the aggregate
desnand ke olther rms and houscholds. On the olher hand, iaxes lmpased by
the povernmienil lake a part of the meome away Dom (he household, whose |
disposable tncome. therefore, becomis Y= Y- T Households spend only a fraction
ol this dispasahle tncome (or consumplion purpose. Henee, équation (4.3) has o
bre miodifed b Uhe following way Lo incorparate the goverronenl

Y=C+T +G+ci¥Y-T)

Note that G—cT. ltke € or T. justadis to the autonomons term A . 1t does
nol significantly change the analysts 1n any quallitative way. We shall. for the
sake of stmplicity. 1gnore the government seclor for the rest of (his chapter.
Observe also, that without the govermment impostng tndirect taxes and substdies.
the: total value of final goods and services produced tn the economy, GDP. becomes
ientically equal to the Natonal Income. Henceforth, throaghout the restof the
chapter, we shall refer to ¥ as GDP or National Income immterchangeably.

4, BﬂmnnmmlmmmMRﬂn
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You would recall that in microeconomic theary when we analvse (the equilibrivnm
ol demand and supply in a =ingle markel, the denand and sapply cunves
simullaneously determine Lhe equiltbrium price and the equilibrium quantity.
In macroeconamie theory we proceed tn two steps: at the first stage, we work oul
a macrmeconamic equilibrium taking the price level as fixed. Al the second stage,
wit allow the price level Lo vary and Again, analyse macrosconomie equiltbriam.

What Is Lhe jusitficallon for taking the price level as fixed? Two reasons can
b pul forward: (i) al the first slas:, we are assuming an economy will sl
resoirees: machineniss, butlidings and labours, In such a sttuaton, the Ew of
diminishing reiurns will nol apply; henee addittonal outpual can be produced
without inereasing marginal cost. Accordingly, price level does not vary even if
the quaniity produced chngss (1) this 15 just a stmplifying assumpilon whilch
will be chandasd laler,

4.3.1 Macroeconomic Equilibrium with Price Level Flzed

(A Graphical Meihod
As already explatned, the consumers demand can be expressed by the equation

C=C+¢Y
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Where £ 1s Autlonomatis expendiiure and c1s the marginal propensity to

CONSUme.

How can this relation be
shown as a gmph? To answer
{his question we will need to recall
the “iniercepi form of the inear

t'{il.lﬂ.l.ll]ﬂ :

Y=a+bX

Here, the vartables are X and
Y and there 1s:a lnear relalion
between them. a @nd b are
conslanls. This eguallon is
deplcted 1 igure 4.1, The
conslanl ‘a” s shown as Lhe
“tntercepl” on the Y axis, Le. the
value of Y when X 18 zero, The
constant b is the slope ol Uik Hise
Le langent g=b.

Consumption Function -
Graphical Representation

Using the same logic, the
consumption funclion can be
shiown as follows: .
Consumption function,

where, ¢ = Inlercepl of Lhe

muﬂunpuﬁﬁ funection

c=slope of consumption funclion
=lan

Imvestment Function -
Graphical Represenitation
In a two seclor model, there
are tweo sources of Mnal demand.
the first ts consumpion and the
serantd 15 tveslmenl
Thetnvesimient oncllon was

shown as | =1

Craplucally, Lhis Is shown as
a horvontal e at a heleht equal
to [above the horizonial axis.

[ this medel, TS aulonomons
which means, It &= (he same no
nmuller whilever is the level of
Inionm-

i 40

Intercept Jorm of the lUnear €ouaalion.

i ~
! UC=¥
@
o |
Big 42
Corstomption function wih nlerespt .
i
-~
=1
> v
Flo. 43

Investment fimctton with | as autonomiiis.
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Aggregate Demand: Graphical Representation

The Aggregale Demand funcijon shows the lotal demand [made up ol
cansumption + nvestmen() al

H-means the agmegale demand

funclion can be obtained by

vertieally  adding  Lhe
consumplion and iInvestment

function.

Here, OM=C
al=T
OL= E“"'?—
The aggregate demand g 44

[unction 15 parallel to the o
consutnption funciton Le., they  Aggregate demand is obtained by vertically

e
-

hizve Ehie samie SIOpe ¢. adding the consumption and invesiment
It may be noted that (s Junctions:
Mnetton shows & anle denand.

Supply Stde of Macroeconomic Equilibrium
In micrpeconomie theory, we show the supply curve on a diagram with price on
the vertical axis and quantity supplied on hortzontal axis.

In the first stage of
macroeconomic theory, we are .
taking e price level as fixed. *
Here, aggregale supply or the
CDP 15 assumed Lo smoothly
move up or down sinee they are
unused resources of all ypes
avallable, Whatever 15 Lhe level
of GDP, thal much will be

- supplied and price level has no
role Lo play. This kind of supply
situation I1s shown by a 45" lUne. s
Now. the 45" line has the feature Py as e N
that every poinl on il has the :
same hortzonlal and veritcal Aggregate supply curve with 45" line.
coordinates.

. GDOP1s Rs.1,000 at point A. How much will be supplied? The answer
1s Rs. 1000 worth of goods, How can that polnl be shown? The answer 1s Lhal
supply corresponding (6 polnt A 1s at poinl Bwhich is oblained at Lhe inlersectlon
of the 45° line and the vertcal Uine al A

Equilibrium

Equtitbrium 1s shown graphtcally by pulling ex anle ageresate demand and
supply together tn & diagram (Fig. 4.6), The polnt where ex anle agegregale
demand 15 equal o ex anle dggregale supply will be equilibrium. Thus,

AR b
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eguilibriuvm poini is E and
equilibrivmm level of Income 1s
oy,.

(Bl Algebraic Method
Ex anie aggregale demand =
I+C+c¥

Ex ante aggregate supply =Y
Equilibrium reguires ifial the

plans of supphiers are matched by

plans of those who provide final

-

Ev i A Derrwcd e Sasidy

SN ]

demands m the economy. Thus. i B 46
this stiuation. ex anie aggregale _
demand = ex anle agsregate gﬂﬂst:.lr&un of ex anle aggregate demand
supply, pply
C4+T4c¥=Y
Yil=ci=C+1
C+T (4.4)
Y=

_{_I—-c]

4.3:2 Effect of an Autonomous Change In Aggregate Demand on Income

and Output

We have seen that the equiltbrium level of tncome depends on aggregale demand.
Thus, if ageregale demand changes, the equiithrium level of income changes.
This ran happen tn any one or combination of the following sttuations:

L.

2,

Change in consumpition; (his can happen duoe o i) change mC (i1} change
in €,

Change ' investment: we have assumed that invesimenl is
antonomous. However, 1L Just means that 11 does not depend on
income. There are a number of variables other than income which
can affect tnvestment, One tmportant factor 1s avallabilty of eredit:
easy avallabiity of credil encourages invesiment. Another lactor 1s
interest rate: interest rate 1s the cost of tnvestible funds. and al
higher tnterest rales. firms tend Lo lower Investment. Let us now
conceniirale on change tn tnvestment with the help of e llowing example.

Let C=40408Y . F=10._ In s case. the equillbrivm ncome [obtatied by

equation y (o gAp ) comes mil to be 2507,
Now. let imvestment aise to 200 [Lean be seen that the new equilibriom will be

200. This can be seen by looking at the graph. This increase tn Income 1s due Lo
rise In lnvestmenl. whicli 1s a comporient of antoniomons expetidiiure here.

When aulonomous Investment increases. Lhe AD, line shifls in parallel

wpweards and assumes Lhe positlon Al The value of ageregale demand at

.
F=CHI=A0408Y 10, i F=50+08F ¥ = 50250
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output Y'is Y F. which is grealer than the value of oulput 0Y;= Y] E, by an
amount £, F. E,F measures the amount of excess demand that emerges n the
econamy as a result of the tinerease tnantonomous expenditure. Thus, E, no
longer represents the equtitbrium. To find the new equilibrium 10 the final
goods market we must look for the point where the new aggregate demand
itne, AD,. tntersects the 45" ine. That occurs at point E,. which 1s. therefore,
the new equiltbrium potnt. The

new equilibrinm values of oulput

and aggregate demand are Y] and Alya
ALY, respectively. " -

Note that 1n the new ALY e o e i e ey =AY
equilthrium, cuiput-and aggregate g o)
demand have increased by an : ™ AD, =Rt Y
amount E,G = E,G. which is A d :
greater than theinitial increment. | api[[ ~ ~_ 2= s ‘|n
In aulonomous expendilure, AT A H
= E,F = E,J. Thus an gl 45 | .
fncrement In the aulonomous { Y v v
expenditure seems o have a | ‘
muitiplier on the equiltbrium g 47 1

values ol agegregale demand and
output. What causes agoregate
demasnd and output (o merease by 9
an amouni larger than the size of the imUal Increment In #olonomous
expenditure? We discuss 1L m section 4.3.3.

4£.3.3 The Multiplier Mechanism

It was seen In the previous seclion thal with-a change o the autonomous
expenditure of 10 untis, the change i equilibrium income 15 equal to 50 units
{irom 250 to 200). We can understand thls by looking al the muditplfer mechanism
which ts explatned below:

The production of final goods employs factors such as labour, capital,
land and entreprencurship. Inthe absence of indirect laxes or subsidies, the
total value of the final goods outpul 1s distributed among different factors of
production - wiges to labour, inlerest 1o capital, rent (o land ete. Whatever Is
Ieft aver s appropriated by the entrepreneur and 1s called profit. Thus the
sum total of aggregale factor payments in the economy, Nallonal Income, 15
equal (o the ageregate value of the output of final goods, GDP. In the aboye
example the value of the extra output. 10, 1s distribuled among vartous faclors
as factor payments and hence the meome of the economy goes up by 10
When income Increases by 10, consumption expenditure goes up by (0.8)10,
since people spend 0.8 (= mpe) fractton of thetr addittonal income on
consumption. Hence, in the next round, ageregate demand in the economy
goes up by (0.8)10 and there agaln emerges an excess demand equal to
(0.8) 10, Therefore, tn the next production cycle, producers increase thetr
planned outpul further by (0.8)10 to restore equilibrium. When this extra
oulpul 15 distribuled amony factors, the income of the economy goes up by
(0.8) 10 and consumption demanid mereases further by (081210, once again
creating excess demand of the same amount, This process goes on. round
after round, with producers Increasting thelr outpul to clear the excess
demand tn each round and consumers spending a part of thetr additlonal

Equtithricem Outpul m‘:& Agiregate Dented th
the Fooest Price  Modei

fspnnt HIe-2E

;_..':'-“ 0o
L™ MM
Lowid QF

p

\

~ >




income from this extra production on consumption {iems — thereby creating
further excess demand In the nexl round.

Let us register the changes tn the values of aggregate demand and ouwtput at
each round in Table 4.1,

The last column measures the incremenis tn the value of the oulput of
fimal goods (and hence the income of the economy) in each round. The second
and third columns measure the iIncrementis in total consumption expendiiore
tn the economy and tncrementsin the value of aggregate demand tn a stimtlar
way. In order to find oul the total tnorease in ouiput of the final goods. we
must arld up the mlinite geometric series in the last column. Le.,

10+ 10810+ 087 10+ .....,...=
= 0] +10.8)+ (0.B)*+ ....... -m}im_—'

Table 4.1: The Muitipllier Mechanism in the Final Goods Market

L g e
W =

Roumd [} 0O 10 (Autonomows Increment) 10

Round 2! (0.8)10 (L8110 .8110

Round 3! (O.BP10 (0811 I'J (L8 10

Round 4] (0.8110 (08710 (08110
b ol

The tnereiment in equilibrium value of total output thus exceeds the initial
inerement in autonomous expendilure. The ratio of the (otal increment tn
equilibrium value of final gootds output o the mital increment 0 autonemous
expenditure is called Lhe investment multiplier of the economy. Recalling that
10 and 0.8 represent the values of AT = A A and mpe, respecitvely, the expression
for the multiplter can be explamed as

I

. AY
The investment multtplter = ==7T—=

|
AA l-¢ § 4.5

where AY 1s the total inerement i inal goods output and c=mpe | Observe

that the stee of the muliiplier depends on the value of ¢ . As ¢ becomes larger (he
mutliiplier Increases,
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Paradox of Thrift

Il all the people of the econnmy incrcase the proportion of income (bHey
save [Le. i the mps of the cconoy increasces) the oldl value of savings in
e coonomy will nel inorease - il will diber decline o romoin vsehonged.
This result 5 known as the Paradox of Thrift - which states that as
people become more thoifty they end up saving less or same us before,
This resull, though sounds apparently impossible; 5 actunlly a simple
application of the model we have learnt. '

Let us continue with the example. Sappose it the Inltial equitibrium
of ¥ = 250, there |s an exogenous or uulonemeus shift in peoples
‘exprndilore pattern - they suddenly become more thriflly. This may
happen due to o new information regurding an fmminon. Wi or some
‘other impending disasier. which makes people more circumspect and
conservilive about their expenditures. Henee the mps af the economy
lnervases, or, allermatively, the mpe decreases fromm 008 (o 0.5, AL Lthe
triltial income level of AIY, = ¥, = 261 Lhis sudden déchine in mpe will
mmply o derrease in ag@regale consnmplion spending and hence in
aggregate domnnd, AD = A <V | by an amount equal to (L8 - 0.5) 250
=75, Thi=s cun be megarded: os o mmtenemous reduction it consumplion
‘expendliure, o the extenl thol the clipnge in mpc s odcurring rom same
exogenous couse and s not a consequence of chunges in the variables:
of the model. But us nggregale demand deereises by 76, i falls short ol
the outpot ¥, = 250 and there emerges an excess supply equol (o 76 in
the ecomomy. Stocks arce piling up in warcliouses and producers deciile
o put the value of production by 75 in the next round Lo restore
equillbrium in the markel. Bul (hal would mean a feduction in factor
povments in the next round and hence a reduction i ncome by 75, As
income decreases people reduce consumption proportiomately but, s
time, aceording to the new valde of mpe which is 0.5, Consumption
expenditure, aml benee aggregate demanid, dﬂmmm by I'ﬂ.!i]'?ﬁ'_. which
ereates sgfaln an cxeess supply o the market. In the next round,
therefore, prodincers redoee output further by (0575, Invome of the
people decreases accordingly and consumption expenditure and
aggreggate demand goes down again by (0.5)* 75, The process goes on.
However, o5 enn be inferred from: Ih:;,dwh}d!mg values of the sucoessive
round effects, the process s convergent. What is the total decrense in
the value of outpul and sfregate demand? Add op the infinite setics 75

+{(.5) 76 + (0.5 75 =....... = and the total reduction in cutput turns oul
0 be
75 _
i—ns ~ 190

Hut thmt means the sew equiiibrium cotpat of the coomomy is enly ¥, =
100. Prople are now svang 83 = ¥i- €= VI - (C +6.¥2) =100 - 40+ 0.5%
100) = 10 i adgregate, whereas under Lhe previous eqiiflibrium (hey
were saving ST =Y - C, =¥ - (€ +¢,,Y;) =250 — (40 + 0,8 x 250) = 10 at
the previous mpe. o = L8 Tolal value of u..-wingi In ibr coonormy las,
terelor:, rt_:_:ﬁtm::! 1:!ll:i:l|ll'|#ll,

Whom A changes the line shifts upwards or downwards in paraiiel.
‘When ¢ changes, howover, the line swings up or down. An increase in mps,
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or 4 decline in mpe, reduces Lhe slope of the AD line and L swings
dovwards. We deplct The situation in Fig 4.8

Al the mitisl values of
the parameters, A = 5O Ala

and ¢ = 0.B. the
eipuilibrinm value of the AD,=A+ )Y
cirtput. and agdregale AR .
demand from equntion . = . A=A Y
{4.4] was AL, B,
50 Al

Yi=y{-pg -2

Um:ll.r lhe chonged ¥, A5
value of the pammiter © = P
0.5, the new cquilibrium 2 Y: T, Y
valur ol owipui  and
agdregie demand Is Flg. 4.8

Ya =%_ = 100 Paradox of Theifl — Dowmard Siving of AD Line

The equilibrium output and aggregate demand hove declined by 150,
As explained above, this, in tum, implies that there s ooochange (o the
lolil wvalue ol spvings,

4.4 Some More Camgrrs

The equilibrium output in the economy also determines the level of employment,
stven Lhe guantittes of other factors of production (think of a productton funecton
al aggregale level), This means (hal the levet of outpul determined by the equality
af Ywilh ADdoes nid necessanly mean the level of eutpul at which everyone is
employed, '

Full emploument level of income: 1s thal level of tncome where all the factors
of production are fully employed o the production process. Recall thal
equilibrium attained at the potnt of equality of ¥ and AD by tiself does nol signify
full employment of résources. Equtlibrium only means that if left to tself the
level of income in the etonomy will not change even when there 1s unemployment
ity the economy. The equilibrium level of output may be more or less than the
full employment level of outpul. {1018 less than the full emplovinent of output,
it 15 due lo the fact thal demand 1s nol enpugh to employ all factors of
produciion. This situalion is called the situation of deficlent demand. 1l
leads to decline in prices in the long Tun. On the other haned, If the equilibrium
level of output 1s more than the full employment level, 1t 1s due Lo e fact
that the demamd 1s more than the level of output produced al full employment
level, This sttualion ts called the stlualion of excess demand. Il leads to rise
i prices in the long mumn.
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When, at a partlcular price level, aggrogate domand lor final goods equals
aggregate supply of final gosds, the finnl goods or product markel reaches lis
cquilibrinm. Aggregite demimd for finnl goods consists of ox ante consumplion.
ex:ante investiment, goveommend spending etr, The mir of increase in oxoanle
consumption due to o unit increment o income is called marginnl propensity.
to consume. For simphieity we assume & constant final goods price and constant (

Summ ary

mie of interest over shor i o delermine e lovel of agoregaie demomd for
final goods in the cconomy. We dlso assume thal the nggrogute supply is
perfeetly elastic at this price. Under such cirmomsinnees, nggregate ontpul is
determined solely by the level of agaregate demand. This is known as eifective
demand principle. An increase (decrease) o aulonomous spending causes

aggregate autput of finnl goods (o murease (decrieasge) by a larger amounl oS0
througli the multipller process. '\ i

| ) LA 0
&, - Aggregaie demand Aguragaic supply I ’ .. )' ;
= Eguilibrium Ex anie 'Eﬁ f‘
= Ex post Ex ante consumplion :l,. % __U
o Muorginal propensily o constume Ex ante iwvestmoent ftﬂ.k
S Unimiended changes in mveitories Autonomous change N~ -

Parametric =hift Effective demsnd principle . ﬁ% ‘F v (
Parmdox of thrifi Autanomsus expenditure muliplivs t-LL- .
L r
. . Yol . ! =
5 1. What is marginal propensity o consume? How is it related to marginal X fL N, ——
& propensity (o save? \\f N
v B - | F e ——
o 2. What 1s the difference between ex anto investment aned ex pest investment? =
§ 3. What do you understand by “pirametric shifl of a line? How does u Hue H.ﬁ '\';, 9
=] shifl when its (il slope deoreases, and (i) iis intereept inoreases?
4 Whail is ‘effective demuiid? How will you derfve the autotiomous expendliure
multiplier. when' price of finul goods and the rate of Interest are given?
6 Measure Lhe level of ex-ante aggregale demand when aulonomous
investmont wnd consumption experiditure (A) 5 Rs B0 crores, and MPS s
0.2 ansd Jevel of incame (Y] 45 Rs 4000 coores. Smite whethor the economy
i i equilibrivm or oot (cite reasons).

8. Explain Puradox of Thrift".

Sugrested Readings
1. Dornbrisch. B and 8, Fischor: 19090, Mocroeconomics, (fifth cdition)] pages
63 - 10D, McGmw HilL Paris.
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