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We have so far talked about
the national income, price
level, rate of interest etc. In
an ad hoc manner - without
investigating the forces that
govern their values. The
basic objective of
macroeconomics is to
develop theoretical tools,
called models, capable of
describing the processes
which determine the values
of these variables.
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Specifically, the models
attempt to provide
theoretical explanation to
questions such as what
causes periods of slow
growth or recessions in the
economy, or increment in
the price level, or arise in
unemployment. It is difficult
to account for all the
variables at the same time.
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AGGREGATE DEMAND AND
ITS COMPONENTS

In the chapter on National
Income Accounting, we
have come across terms
like consumption,
investment, or the total
output of final goods and
services in an economy
(GDP). These terms have
dual connotations.
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In Chapter 2 they were used a2 o 3T TAITT d"™ih <h

in the_accounting sense - a1ef ¥ ge 2_forgg fadt

denoting actual values of

these items as measured by JefeeEelt o Adid Th KU gu
the activities within the 98 o Idreqd ufdfafer= &t 919
economy in a certain year. F 39 = el 1 drsafas T

We call these actual or
accounting values ex post ITd Bl @1 3 ardfaeh STEl

measures of these items. A@ih oIl i, 9 ST HIl I
We call the planned values  joqief Hq #ed )
of the variables - &1 iedt-3usit, fraer st

consumption, investment or

output of final goods - their 3ifau sxgant o fvia o faifsa
ex ante measures. qed il 89 3Tt TANYE HIY
%ed 2l
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In simple words, ex-ante
depicts what has been
planned, and ex-post
depicts what has actually
happened. In order to
understand the
determination of income,
we need to know the
planned values of different
components of aggregate
demand.
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Consumption RLRIE

The mo_st important _ B N e H%C_cr‘{“f
determinant of consumption

demand is household frufor =Rq o @1 TF SuH
income. A consumption el 3™ 94T 3999 § 949Y Bl
function describes the SATEAT HIET &1 Gelaq STHNAT

relation between e 3 N
consumption and income. Hhold H de HIHT Sl A

The simplest consumption  IRAdT &4 & Y- IUAT H
function assumes that feer < 9 yfigds g &1 1.
consumption changes at a Tw afz s tie ft & at st

constant rate as income

changes. Of course, even if 9 AT al =B €N
income is zero, some

consumption still takes

place.
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Since this level of Ffd 39T ST I8 °ET Mg 9

consumption is .
independent of income, itis 07 e, 38 Ta YA Fel

called autonomous S{Tdl %'I
consumption.

C=C+cY
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The above equation is
called the consumption
function. Here C is the
consumption expenditure
by households. This
consists of two components
autonomous consumption
and induced consumption (
cY ).
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cY shows the dependence cY 39T <l 3 W @ i

of consumption on income. <grfdn %I Ifc I 7 1 B H

When income rises by Re 1. . .
gfg & o 9Ra 3uam o diara

induced consumption rises

by MPC i.e. ¢ or the 3qHIT ggfa (MPC) 31id_<ht
marginal propensity to qfg BN 39 3™ | qRedd &
consume. It may be 9 3T ® gfEdT &1 <X & ®9

explained as a rate of )
change of consumption as § gHSET S ghal 2|

income changes.
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Now, let us look at the value 313U, 39 I8 3@ & T
that MPC can take. When -1 9 2l 9Fd %'I 9 3

income changes, change in o gfads &har 2, at SuMT (AC)

consumption (AC ) can .
never exceed the change in H &1 9l qfiEde &4l i 3
income (AY). (AY) o uRads € sifue &1 =i

Heh dll
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Let us also look at another
dimension of this, savings.
Savings is that part of
income that is not
consumed. In other words.
S=Y=C
We define the marginal
propensity to save (MPS) as
the rate of change In
savings as income

iIncreases.
Mps = 25 _g
AY

3TY, 8H SHh Tk 3 U,

g9dl &l @ | 99d 3 H1 98
qT & S 39 81 feRar TrEm
I Sl ¥,

S=Y=C
81 WU d=9d gafda (MPS) i
3 ¥ gfg 8 W a9ad # ufiEdq
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Since S=Y-C HRIifh s=Y-C
S= AlY - C) S= A(YA-YG)
AY
_AY _ AC =&Y 2%
=\Y Y AY AY
=1-c¢

=1-c¢
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Some Definitions 39T HHrd ggfa (mec)
Marginal propensity to Je A o yfa sehre

consume (MPC): it is the \
change in consumption e o weeasy YA

per unit change in 4 ufted 2159 ¢ @ AC
income. It is denoted by Hohfas fan s @ Sﬁ'{
c anfl is equal to % TR Bl 21

AY
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Marginal propensity to HiHd d=9d 94qid (MPS)
save (MPS): it is the Je 3 ﬁ' gfd sqﬂg
change In savings per fadT 3

unit change in income. °h holtded,

It is denoted by s and is % gfiedt 81 3@ ¥
equal to 1- c . It implies Yohfae foan Simar @ 3R

that s+c=1, l-c o SI=R BlaT @1 3hI
fafgaref @ s+c=1
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Average propensity to sitga 3u=i ygfa (apc)
consume (APC): it is the Je gfa o3mg T&h1E 3Iqai @
consumption per unit of arerta

income i.e., o C

Y Y
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Average propensity to stga s ygfta (aps) I8
save (APS): it is the gyfd 31 T&h1E &=9d @
savings per unit of arerta

income i.e., S |

il
Y Y
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Investment

Investment is defined as
addition to the stock of
physical capital (such as
machines, buildings, roads
etc., i.e. anything that adds
to the future productive
capacity of the economy)
and changes in the
inventory (or the stock of
finished goods) of a
producer. Note that
‘investment goods’ (such as
machines) are also part of
the final goods - they are
not intermediate goods like
raw materials.
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Machines produced in an
economy in a given year are
not ‘used up’ to produce
other goods but yield their
services over a number of
years.
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DETERMINATION OF -G Hicsd H A k1 Ao

INCOME IN TWO-SECTOR gy tfiq srefemaeen § oifad O

MODEL . .
Sl JATRTd U AT THT &3

In an economy without a

government, the ex ante ) fhd T el AR ST =
aggregate demand for final 3 yenifd 99T =59 =1 A Bl

goods is the sum total of & goriq \p 4| grimT 4.1
the ex ante consumption \

expenditure and ex ante X 42 H ¢ SR | & oAl &
investment expenditure on  gfarenfua & W ifaw agsi &t

such goods, viz. AD =C + I. gus qi &) T YR fa@n s
Substituting the values of C

and | from equations (4.1) bl %_ AD = EI +-I +cY
and (4.2), aggregate

demal%‘clgfr%)rgi_il_nia_ll_ ggods can

be wri
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If the final goods market g 37fqH 9% d=IR "
IS in equilibrium this can : qH forE
be written as H é’ al 3@ &N

ST Gehdl 2

Y=C+1+cY

Y=C+1+cY
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where Y is the ex ante, or
planned, ouput of final
goods. This equation can
be further simplified by
adding up the two
anomous terms, C and |,
uto making it

Y=A+cY

el Y SAfan a%q i
gaifya stgar faifsa feta
2| S GHIHIUT &l g @
< C 3| &l st A:
39 YhR W foar s
ohdl 2

Y=A+ cY
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where A = C -; | is the total BT A-=C+7 3 HITAT I

_autonomous expendltu_re e WA 4 %I g o
in the economy. In reality,

these two components of 1A 44 & I Al uSh
autonomous expenditure -9 YR 4 HdER

behave in different ways. F@ & 3k srefouazen &

C , representing

subsistence consumption Silaq g IUHIT WX i

level of an economy, yei¥fa &Gt 9 ¢, yE:
remains more or less ’

stable over time. However, feert € @ 2 fhg 1 H
| has been observed to JHI-999 W Id-deld

undergo periodic @ ST
fluctuations. %l
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Thus even though planned 31q: J=fq fifsa v fifsa

Y is greater than planned . » n e fe ot
C + 1, actual Y will be

equal to actual C + |, with ardfdes Y ar&dfdss c+y o
the extra output showing gy B Qg dlEH
up as unintended LS N Y S -

accumulation of . .
inventories in the ex post | ATAl & 3FfAYT 999 oh

on the right hand side of vy ° Ifafeea ffa =i
the accounting identity.
g9Tian 2|
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DETERMINATION OF o 3@ty | e 3™ hl
EQUILIBRIUM INCOME IN THE  fyerfuy
SHORT RUN 39l A1g BN foh =AfSe 3nfdeh

You would recall that in . .
microeconomic theory when (ggid oh 3diid S9 84, Uch 9T

we analyse the equilibrium of & #[fy 3y gfd o dqed &
demand and supply in a single faoaey @ ¥ Oi sk Tﬁf a5

market, the demand and .
supply curves simultaneously 1%~ H17d AR e Hivd

determine the equilibrium %l Tuifta ®ed 21 gafse sefsme
price and the equilibrium } g9 < 9N A o Ted &
quantity. In macroeconomic o

theory we proceed in two
steps:
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at the first stage, we work out Y9H =0T ¥ §H oI &R &l feR

a macroeconomic equilibrium § g gU Tsh gafeqas Gqa

taking the price level as fixed. . .
At the second stage, we allow % I HQ 1 T WO A, 7

the price level to vary and A& %l 9 d g 3R

again, analyse macroeconomic qafse el e &l fagctyur
equilibrium. e | é'l
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Macroeconomic
Equilibrium with Price
Level Fixed

(A)Graphical Method

» As already explained,
the consumers demand
can be expressed by the
equation

C=C+ cY

fEeR &iHd &R oh iy gHfte

FALAMSIE Aol
(A)TEg gHtho

> S8 Ygd QU ST gl ®,
IYHNTAT 6t | &1 fgu U
HHIHLOT g Fad fhaAr ST
gehdl ©

C=E+ cY
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Where E: iIs Autonomous &l CEEd 99 § ¢ 3R IHia
expenditure and c is the 39T ggfa 21 39 Y &l

marginal propensity to MMEtfas g g yR fE@mr <
consume. . THEA 22 S YT HT ST A
. ferd 79 ety @i o Taifa

&Y i TOT HET SN

Y=a+ bx
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Here, the variables are
X and Y and there is a
linear relation between
them. a and b are
constants. This
equation is depicted in
figure 4.1. The constant
‘a’ is shown as the
‘“intercept” on the Y
axis, 1.e, the value of Y
when X is zero. The
constant ‘b’ is the slope
of the line i.e. tangent 0
= b.

Iel X 3 v 9 & 3R Ik
e W oY @1 q1 3
feoir @ T951 41 o =9
gHisRTuT & <gIiEr T 2|
feorier ‘a’ &l @ 31 W AdY
femmran T @ stefa @ &1 g
wie X I @t 21 (‘b’)

oyt dEr () e=b
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Consumption Function - SYHIT e - AT oo
Graphical S8l C = 3IYHNT T &l aly
Representation ¢ = IUNNT e HT SIS = tan a
where, C = intercept of
the consumption
function ¢ = slope of

C ¢

A
te

> 0
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Investment Function -
Graphical
Representatton

shownasl=1
Graphically, this is
shown as a horizontal
line at a height equal to
| abc
axis.
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Aggregate Demand:
Graphical
Representation

Here, OM = C
oJ=1
oL=C+1

The aggregate demand
function is parallel to the
consumption function i.e.,

they have the same slope c.

uE g1 Bod SUM o oh
AT B, AUld ST 99 g
Ca & TuH 2)
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Aggregate Demand=C+I+cY

el G = C+l+cY
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Supply Side of gafte sedvreia ar rgfd as
Macroeconomic Equilibrium e srdfersia fagia &, &9 tlﬁ

In microeconomic theory, . ;
we show the supply curve 9% & 39 fo @ fe@m & w=

on a diagram with price on FiHd Iy 31 YT dAT tj_j%f HE
the vertical axis and #1 ﬁ'ﬁﬁﬁ'ﬁ 318 9T =it =3
M

quantity supplied on

horizontal axis.
N

Aggregate Supply

Aggregate Supply

1
i
1A

1000 GDP, Y
1000 GDP, Y
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In the first stage of gufte refymey fagia &1 9om e
macroeconomic theory, we are ¥ = 39w feor ue a9 &) T

taking the price level as fixed.
Here, aggregate supply orthe &7 yfd Aoar GDP &t Heran d

GDP is assumed to smoothly 3T ST¥dl = gt e W fera
move up or down since they  ¥TdT 2@, Hif% & Ta G+t IR &
are unused resources of all Y SYTsd Gy gd 81 GDP &1
types available. Whatever is w9 Wl WX w7 e, Saft gfd at
the level of GDP, that much will B s Ted WR B HIE AEH
be supplied and price level has T 2 ‘{ﬁf ) v TR = feorf
no role to play. This kind of 450 Tt Yar @ 3
supply situation is shown by a 45 <@ T Bl A

459 line. Now, the 45° line has 45° 1 @1 &1 e favivar @ fo 3w

the feature that every pointon 3% fag &1 wam afasia sk

it has the same horizontal and 3=afsr T3 ghm
vertical coordinates.
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Equilibrium

Equilibrium is shown
graphically by putting ex ante
aggregate demand and supply
together in a diagram (Fig. 4.6).
The point where ex ante
aggregate demand is equal to
ex ante aggregate supply will
be equilibrium.

A

g
g &, AMH R, TAME qHE
O ud qfd &« T o & & A
@ @ smar 81 (Fast 4.6))
AT T qIfd & R 8, 9
a4
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Effect of an Autonomous
Change in Aggregate
Demand on Income and
Output

We have seen that the
equilibrium level of income
depends on aggregate
demand. Thus, if aggregate
demand changes, the
equilibrium level of income
changes. This can happen
In any one or combination
of the following situations:

Uy |1 /' gfadT &1 " a9
IR W g

B <@ ? T 3™ &1 dqfad
gy | 9 e wEar 21 o4 9|
gay |1 ® gfedd gar @, a9
&1 Hqfaa &R+t 9fedy gl @)
Jg fefafaa § 9 fodt T =
sty gfifeerfaat & 8 ghdr 8-
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1. Change in 1.399 ¥ qfiad- 9% (i) cH
consumption: this can gfEads, a1 (i) ¢ ® afada o
happen due to (i) FROT & ghar 2
change in C (ii) 2.fRw A ofied: st 9@ T
change in c. e @ e faw w@ay 21 T=fy

2. Change in investment: g1 31 Shad =T © fob I8

we have assumed that
investment is
autonomous. However, it
just means that it does
not depend on income.

A oh TR W A9 187 %
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The Multiplier Mechanism Ui feharfaty

The production of final AfaH d¥3 "oh IR ° 94, ‘I\:Tff
goods employs factors such fy M 3 S FREHT Hl AT
ST 81 AYeIe] Y YAl IYSH bl

as labour, capital, land and
entrepreneurship. In the

absence of indirect taxes or STIUIeId 4 Ifaw axgstt o fia

subsidies, the total value of o %dl oI &l IWRA oh fafdq—

the final goods output is SRl o faafa =T far S 2 H

distributed among different
factors of production -

HUT: 9H H1 AGIGYH, YSiT A =AW,

wages to labour, interest to "{ﬁJ &1 oA 3 8id %’l MLECE

capital, rent to land etc. g2

STl & 99 wdl 7, S o

Whatever is left over is 2]
appropriated by the
entrepreneur and is called
profit.

ST 2l
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Thus the sum total of
aggregate factor payments
in the economy, National
Income, is equal to the
aggregate value of the
output of final goods, GDP

3d: g & gHE SRS
R T AW, UL 3, Afaq

‘

a3l o rid & 9% i, ghdl
TRe SR o seR Bl 2|
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The ratio of the total
increment in equilibrium
value of final goods output
to the initial increment in
autonomous expenditure is
called the investment
multiplier of the economy.

AY 1
The investment multiplier =—==7""

1
AA 1-c S
where AY is the total increment in final goods
output and ¢ = mpc. Observe that the size of
the multiplier depends on the value of c . As ¢
becomes larger the multiplier increases.
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SOME MORE CONCEPTS

The equilibrium output in
the economy also
determines the level of
employment, given the
quantities of other factors
of production (think of a
production function at
aggregate level). This
means that the level of
output determined by the
equality of Y with AD does
not necessarily mean the
level of output at which
everyone is employed.

g

hd A Hhoddlu

3T GI¥Al 1 W U 81 W,
At ¥ 9 fid, SR
% WX & o Fraifa s@ ©,

(I &R W/, Th 3

R faaR &ifsd) | 39T

ST Theld
I8 3

g3l f& Y &I AD &l HHMAT §I
fryifa fta &1 T e v
4 gt frfa & s o9

gdd GR o 2
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Full employment level of
income is that level of
income where all the
factors of production are
fully employed in the
production process.

The equilibrium level of
output may be more or less
than the full employment
level of output. If it is less
than the full employment of
output, it is due to the fact
that demand is not enough
to employ all factors of
production.

Ui YR 3™ &), 3™ HT 98

W & S8l 39T o 99%
Sk, IARA IfshdT | Yuidd:
TR | 21

frid 1 9 TR, AN < qui
UR & &R 9 3Afysw a1 A &l
gl 8| afk I8 @ o ol
UM X € 6A 2, df 98
sgfee & foF AT 9uEd @ieAl &
UK 21 o ford waiw =) 2
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T:is :‘._ituatifocrll |fs c_:allted the Je feefq =< o Y feefy
situation of deficien . X
Fedld 21 399 Aeerel o HId

demand. It leads to decline .
in prices in the long run. On &4 & Il &1 &0 W, A

the other hand, if the 3T T WSR &R, Ui SR

equilibrium level of output
is more than the full % W 4 fus 2, @ w

employment level, it is due zqfae @ Fifew AT, ol T
to the fact that the demand T 3IdIfed IUEH T 9 3y &+

is more than the level of =1 Ie feafa stenfas | &1
output produced at full frorfy weerdr &)

employment level. This
situation is called the
situation of excess demand.




