Econ132 Chapter 29: The Aggregate Expenditure Model 4 e taaa

Assumptions and Simplifications:

We will build up the aggregate expenditures model in simple stages. Let’s first look at aggregate expenditures
and equilibrium GDP in a private closed economy —one without international trade or government (G = Xn = 0).
Then we will “open” the “closed” economy to exports and imports and also convert our “private” economy to a
more realistic “mixed” economy that includes government purchases (or, more loosely, “government spending”)
and taxes.
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In addition, until we introduce taxes into the model, we will assume that real GDP equals disposable income (Dl).

And finally, we will assume that the economy has excess production capacity and unemployed labor so that an
increase in aggregate expenditures will increase real output and employment but not raise the price level.
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Consumption and Investment Schedules

Investment demand vs. Investment schedule
Investment demand curve is as show a negative relationship between the amount of investment and interest rate

The investment schedule shows the amount of investment forthcoming at each level of GDP.
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The level of investment spending (here, $20 billion) is determined by the real interest rate (here, 8 percent)
together with the investment demand curve ID. (b) The investment schedule Ig relates the amount of investment
($20 billion) determined in (a) to the various levels of GDP.

Investment schedule is independent of level of GDP, since the rate of return
and the interest rate togethel:r) determine the amount of investment. o?;%g?g d Investment (g)
$370 $20
390 20
410 20
430 20
450 20
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Equilibrium GDP

Aggregate Expenditures Schedule (AE)
In privet close economy the aggregate expenditures consist of consumption plus investment.
AE = C + Ig

Equilibrium GDP

Is the level at which the total quantity of goods produced (GDP) equals the total quantity of goods purchased (AE)
At equilibrium GDP: GDP = AE - GDP = C + Ig

If levels of GDP less than equilibrium level of GDP, spending exceeds production (AE > GDP) — unplanned
changes in inventories negative (shortage).

If levels of GDP greater than equilibrium level of GDP, production exceeds spending (GDP > AE) — unplanned
changes in inventories positive (surplus).

At equilibrium level of GDP (GDP = AE) unplanned changes in inventories equal zero. Unplanned change in
inventories = GDP — AE

Tabular Analysis:

(2)

Real
Domestic
Output
(1) (and (6) (7) (8)
Possible Income) (3) (4) (5) Aggregate Unplanned Tendency of
Levels of (GDP = Consumption Saving Investment  Expenditure Changesin Employment,
Employment, DI),*Billio (C), (S), (1), (C+ly), Inventories, Output, and
Millions ns Billions Billions Billions Billions (+or-) Income
(1) 40 $370 $375 $-5 $20 $395 $-25 Increase
(2) 45 390 390 0 20 410 -20 Increase
(3) 50 410 405 5 20 425 -15 Increase
(4) 55 430 420 10 20 440 -10 Increase
(5) 60 450 435 15 20 455 -5 Increase
(6) 65 470 450 20 20 470 0 Equilibrium
(7) 70 490 465 25 20 485 +5 Decrease
(8) 75 510 480 30 20 500 +10 Decrease
(9) 80 530 495 35 20 515 +15 Decrease
(10) 85 550 510 40 20 530 +20 Decrease

The equilibrium level of GDP is the level at which the total quantity of goods produced (GDP) equals the total
quantity of goods purchased (C + | g), at $470.

Tendency of employment, output, and income: when GDP > AE — businesses can adjust to accumulation of
unsold goods by cutting back on the rate of production. The resulting decline in output would mean fewer jobs
and a decline in total income.
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Graphical Analysis:

The aggregate expenditures schedule, C + Ig, is determined by adding the investment schedule Ig to the up-
sloping consumption schedule C. Since investment is assumed to be the same at each level of GDP, the
vertical distances between C and C + Ig do not change. Equilibrium GDP is determined where the aggregate
expenditures schedule intersects the 45° line (GDP = AE), in this case at $470 billion.

530

C+l,
10 (C +1,= GDP) .
8 0 Equilibrium
5 Point
T 470 Aggregate
e Expenditures
X 450 .'g = $20 Billion
% 430
=}
[:H]
E) 410
<
390 C = $450 Billion
370 —
A4
370 390 410 430 450 470 490 510 530 550
Real GDP (billions of dollars)
Example
Consider the following graph which represents the AE curve for a closed economy. Answer the following
questions based on the above graph. 600
550
A. What is the break-even level of disposable income? 500 o
450
At a break-even: C = DI (intersection 45° and C) o 400
Q ae C
Break even income = $200 w330
= 300
-t -
B. What is the equilibrium GDP for this economy? 250
200
At equilibrium GDP: AE = GDP (intersection 45° and C 150
+1g). 100
At equilibrium GDP = 400 ’g
C. What is the amount of investment (Ig) for this economy? 0 50 100 150 200 250 300 350 400 450 500&00
GDbpP=DTL

Ig = the vertical distance between C and C + Ig (the
difference between the intercepts)

g =200-100=$100

D. Atthe $400 level of disposable income, what is the APC?

When DI =400 — C=300 — APC =C/DI=300/400=0.75
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E. Atthe $500 level of DI, what is the amount of saving?
WhenDI=500 — C=350but S=DI-C=500-350=%150
F. What is the MPC for this economy?

AC (300-200) _ 100

MPC =—= =0.5
ADI (400-200) 200
Example
GDP = DI Saving | Consumption | Investment AE
600 -150 150
700 -75 150
800 0 150
900 75 150
1000 150 150
1100 225 150
1200 300 150

Consider the table above which represents aggregate expenditure (AE) for a private closed economy.

A. Complete the above table.

GDP =DI | Saving Consumption Investment AE
C=DI-S AE=C +1g
600 -150 750 150 900
700 -75 775 150 925
800 0 800 150 950
900 75 825 150 975
1000 150 850 150 1000
1100 225 875 150 1025
1200 300 900 150 1050

B. What is the break-even level of income?

At a break-even income: S =0 = when DI = $800

C. What is the equilibrium level of GDP?

At equilibrium GDP: AE = GDP = when GDP = 1000

D. What is MPC for this economy?

_ AC _(775-750) _ﬁ_
MPC = 3o ~ (700-600) 100 =0.25

E. Atequilibrium, what is the APC?

5
APC =~ , Atequilibrium C=850 — APC = —2 =0.85
DI 1000
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Example

Consider the following graph which represents the AE curve for a closed economy. Answer the following
questions based on the above graph.

AE
1. What is MPC for this economy? 1.758 /
’ AE
MPC = the slope of the AE 1 500 .
vpC o AAE _ (1000-750) 250 5250
" AGDP (1000 - 500) 500 1,600
2. What is the equilibrium GDP for this economy? T
500
At equilibrium GDP: AE = GDP (intersection 45° and AE). e
i
At equilibrium GDP = 1,000
0 200 1,000 1,500 2,000
3. Atareal GDP of $500 billion, what is the economy unplanned Real GDP

inventory?
At a real GDP of $500 billion: AE = 750

Unplanned change in inventories = GDP - AE = 500 - 750 = -250

Example
Refer to the above diagram for a private closed economy. Answer the following questions based on the graph.

1. What is the equilibrium level of GDP?

At equilibrium GDP: AE = GDP (intersection 45° $500
and AE).
At equilibrium GDP = 300 $400 C+l,
C
2. Atthe equilibrium level of GDP, what is the value == > .
investment and saving :;
$200
Iy = the vertical distance between C and C + I4(the
difference between the intercepts) . L
100
lg =150 - 100 = $50 7
Saving=DI-C 0 $100  $200  $300  $400  $500
GDP

At the equilibrium level of GDP: C = 250

Saving = DI - C = 300 - 250 = 50
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Other Features of Equilibrium GDP:

In the private closed economy C + |3 = GDP. There are two more characteristics of equilibrium GDP:
e Saving and planned investment (lg) are equal (S =lg).

e There are no unplanned changes in inventories (GDP = AE).

GDP =DI | Saving Consumption Investment AE
C=DI-S AE=C+]lg
600 -150 750 150 900
700 -75 775 150 925
800 0 800 150 950
900 75 825 150 975
1000 150 850 150 1000
1100 225 875 150 1025
1200 300 900 150 1050

Saving equals Planned Investment:

As shown by row 6 in table above, saving and planned investment is both $150 at the $1000 equilibrium level of
GDP.

Saving is a leakage or withdrawal of spending from the economy's circular flow of income and expenditures.
ool ZUYI e J5U e Baie sl s3]
Investment is an injection of spending into the income expenditure stream.
T soliad ool J5ull e 531 Hdiae (o Gl B 1ol

If the leakage of saving at a certain level of GDP exceeds the injection of investment, then AE will be less than
GDRP. If the injection of investment exceeds the leakage of saving, then AE will be greater than GDP.

At equilibrium: Leakage = injection
If leakage > injection — GDP > AE
If injection > leakage — AE > GDP

No unplanned changes in inventories

Unplanned changes in inventories = GDP - AE, but at equilibrium GDP = AE — no unplanned changes in
inventories (unplanned changes in inventories = 0).

At equilibrium GDP: the amounts of goods produced equal the amounts of goods purchases.
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Changes in the Equilibrium GDP and the Multiplier

Changes in the Equilibrium GDP

AR (C+1),
€ +1),

In the private closed economy, the equilibrium GDP will change in ©+0,

response to changes in either the investment schedule or the

consumption schedule.

increase inAE Decrease inAE

C1torlg? = AE will shift upwards as from (C + Ig)o to (C + Ig)1.
C | or Ig |= AE will shift downwards as from (C + Ig)o to (C + Ig)2.

- An upward shifts of AE schedule from (C + Ig)o to (C + 1g)+ will
increase the equilibrium GDP.

y

e — —_——— e === = A

_

o
-

- A downward shifts of AE schedule from (C + Ig)o to (C + Ig)2 will GDP
decrease the equilibrium GDP.

An increase in the interest rate (i) leads to decrease investment — shift AE schedule downwards — decrease in
equilibrium GDP.

An increase in the expected rate of return (r) leads to increase investment — shift AE schedule upwards —
increase in equilibrium GDP.

The multiplier Effect

More spending results in a higher GDP; less spending results in lower GDP (Ct = GDP1, It = GDP1). A change
in spending (C or lg), changes output and income by more than the initial change in spending.

Multiplier effects: a change in a component of total spending leads to a larger change in GDP.

Change inreal GDP

Multiplier(m) =——— - -
Initial chnage in spending

Change in GDP = multiplier (m) x initial change in spending.
Initial change in spending is associated with change in investment, consumption, government spending, and net

exports.

The multiplier and the Marginal Propensities:

1
or Multiplier (m) =——

Multiplier (m) = YY) VPS

The MPC and the multiplier are directly related and the MPS and the multiplier are inversely related.

MPC 1 = multiplier? and MPS1 = multiplier |
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Example
Suppose that a certain country has an MPC of 0.9 and a real GDP of $400 billion. If its investment spending

decreases by $4 billion, what will be its new level of real GDP?
Change in GDP = multiplier (m) x change in investment
AGDP=m*Al

. 1 1 1
Multiplier (m) = - MPC = - oo = a=10

A GDP =10 * 4 = $40 billion decrease in GDP (I | = GDP|)

New level of real GDP = 400 - 40 = $360 billion.

Example
If the marginal propensity to save is 0.2 in an economy, a $20 billion rise in investment spending will increase
GDP by how much?

Multiplier (m) = ﬁ = —=5

AGDP=mxAl =5x20=100 billion rise GDP

$500
Example
1. What is the equilibrium level of GDP? $400 1€+ g
At equilibrium: GDP = AE = $300 _o $300
+ ]
2. Ifinvestment increased to $180 million, what is the new © e
equilibrium GDP? $200
/’
$100
AGDP=m*Al
0 $100  $200  $300  $400  $500
AC 200- 150 50
MPC = = =— =05 GDP
AGDP 200 - 100 100
Multipli = L = L - L =2
ultiplier (M) = 5 = 105 -~ 05 -

A1=(180-150) =30
AGDP=m*Al=2*30 =60 million increase in GDP (investment increased =GDP increase)

New GDP = 300 + 60 = $360 million.
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Adding International Trade

International trade is the exchange of goods and services between two countries.

Net exports and aggregate expenditures

We move from a closed economy to an open economy.
Net exports: The value of a country's total exports minus the value of its total imports (X,= X - M)

Exports (X): are the total amount of goods and services produced in the home country that are bought by
foreigners.

Imports (M): are the total amount of goods and services consumed in the home country that are bought from
foreigners.

When a country exports (X) more than it imports (M) it has a trade surplus.
When a country imports (M) more than it exports (X) it has a trade deficit.

When a country exports (X) equal it imports (M) it has a trade balance.

In a private open economy, aggregate expenditure are :AE = C + Ig + Xn

Net exports schedule

A net exports schedule lists the amount of net exports that will occur at each level of GDP. Net exports schedule
is independent of GDP (GDP change — X» does not change)

Xn
Level Net exports Net exports
of GDP Xn1 (X >M) Xn2 (X< M) o : i
$370 +5 -5 5 Bosthive net Bxports o
$390 +5 -5 : :
$410 +5 -9 0
$430 *5 -5 ¢ Nedatibre pet epoitsi
> i ]

Net exports and equilibrium GDP GDP

Positive net exports such as shown by the net exports schedule Xn1, grater the aggregate expenditure schedule
from the closed economy level of C + /,to the open economy level of C + /; + Xy

Negative net exports such as shown by the net exports schedule Xn,, lower the aggregate expenditure schedule
from the closed economy level of C + /;to the open economy level of C + [; + X2

AE

.. . .y . C+l, +Xn1
Positive net exports increase AE and equilibrium GDP. Aggregate c+ly
Expenditures C+IgtX,,
. T ith Positi
Negative net exports decrease AE and equilibrium GDP Net Exports.
\ Aggregate

Expenditures
with Negative
Net Exports

+ v v
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Example

Suppose in an open economy where MPC = 0.75, exports increase by 10 million and imports increase by 15
million. What is the effect of equilibrium GDP?

AGDP = m * AXn

1 1 1

Multiplier (m) = 1~ MPC  1- 075 025 =4
AXn = 10-15 = =5

AGDP = 4 x —5 = — 20 million (fall by 20 million).
Example

Refer to the information provided in table below to answer the questions that follow.

GDP = Consumption | Investment | Exports | Imports Aggregate
DI (©) (Ig) (X) (M) Expenditure
(AE)
500 300 500 150 50
1,000 600 500 150 50
1,500 900 500 150 50
2,000 1,200 500 150 50
2,500 1,500 500 150 50
1. Complete the following table
GDP = Consumption | Investment | Exports | Imports Aggregate Expenditure
DI (© (Ig) X) (M) AE=C+lg+X-M
500 300 500 150 50 300+500+150-50 = 900
1,000 600 500 150 50 600+500+150-50 = 1,200
1,500 900 500 150 50 900+500+150-50 = 1,500
2,000 1,200 500 150 50 1,200+500+150-50 = 1,800
2,500 1,500 500 150 50 1,500+500+150-50 = 2,100

2. Refer to the above table. The economy shown is a: (Chose the correct answer)
(a) Private economy. (b) Private open economy. (c) Mixed closed economy. (d) Mixed open economy.

3. What is the equilibrium GDP?

At equilibrium GDP: AE = GDP = GDP = 1,500

4. What is the MPC?

300
=— =06
500

AC 600 — 300
AGDP ~ 1,000 — 500

MPC =

5. At equilibrium, what is the APC?

Cc 900
APC=—= =
DI 1500

STUDENES-HUB.com Uploaded By: anonymous



International economic linkages: (factors affected Xn)

e Prosperity Abroad (increase foreign income) z Jall & 4l )l

A rising level of real output and income among foreign trading partner enables the Palestine to sell more
goods abroad, thus raising Palestine net exports and increasing its real GDP.

Foreign income 1 = exports 1 = net exports 1 = real GDP 1

o Tariffs 48 jaall 4d il

Suppose foreign trading partner impose high tariffs on Palestine goods to reduce their imports from the
Palestine and thus increase production in their economies.
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Tariffs 1 — imports | — netexports 1 — real GDP 1

e Exchange rates <a_wall j2u

Depreciation of the dollar relative to shekel enables people in U.S. to obtain more shekels with each unit of
dollar. The price of Palestine goods in terms of dollar will fall, this leads to increase of Palestine exports. Also,
Palestine customer will fine they need more dollars to buy U.S. goods and, this will lead to reduce their
spending on imports. The increase exports and decreased imports will increase domestic net exports and
thus expand the real GDP.
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(stiall JlaaYl sl &30l 30k 5 Ul dilaall @l jaball

Depreciation of domestic currency — exports 1 and imports | — net exports T — real GDP 1
Appreciation of domestic currency —  exports | and imports 1 — net exports |— real GDP |

Adding the Public Sector

The final step in construction the full AE model is to move the analysis from a private open economy to an
economy with a public sector that is called “Mixed Economy". Public sector includes government purchases (G)
and taxes (T).

In private closed economy, AE = C + Ig.
In private open economy, AE = C + Ig + X.
In mixed closed economy, AE = C + Iy + G.

In mixed open economy, AE = C + Ig + G + X,.

STWUDENFES-HUB.com Uploaded By: anonymous


http://ar.wikipedia.org/wiki/%D8%B6%D8%B1%D8%A7%D8%A6%D8%A8
http://ar.wikipedia.org/wiki/%D8%B6%D8%B1%D8%A7%D8%A6%D8%A8
http://ar.wikipedia.org/w/index.php?title=%D8%A7%D9%84%D8%B3%D9%84%D8%B9_%D8%A7%D9%84%D9%85%D8%B3%D8%AA%D9%88%D8%B1%D8%AF%D8%A9&action=edit&redlink=1
http://ar.wikipedia.org/w/index.php?title=%D8%A7%D9%84%D8%B3%D9%84%D8%B9_%D8%A7%D9%84%D9%85%D8%B3%D8%AA%D9%88%D8%B1%D8%AF%D8%A9&action=edit&redlink=1

Government Purchases Schedule

We assume that the government purchases are independent of the level of GDP. GDP change — G does not

change.
G Government
Purchases
Schedule
520 L G

.

370 390 41) 430 GDP

Government Purchases and Equilibrium GDP

The addition of government expenditures (Q) raises the AE schedule and increases the equilibrium level of GDP.
A decline in government purchases (G) will lower the AE schedule and result in a decline in equilibrium GDP.

IfGT - GDP T (AGDP = mxAG)

IfG L - GDP | (AGDP = mxAG)

Government spending is determined by a political process and is not based on the level of the GDP; it is graphed
as a horizontal line when GDP is on the horizontal axis. When this horizontal line is added to the upward sloping
Aggregate Expenditures line, it simply shifts Aggregate Expenditure upward by the amount of the government
spending. See the two graphs below for an illustration. The equilibrium GDP will be determined by where the
C + 1+ Xn + G line intersect the 45-degree line in our standard model.

AE 45°

CHl +X+G
C+l+ X,

470 550 GDP
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Tabular Example

GDP =Dl Consumption Savin | Investment Exports Imports Government AE
g Purchases
450 435 15 20 10 10 20 475
470 450 20 20 10 10 20 490
490 465 25 20 10 10 20 505
510 480 30 20 10 10 20 520
530 495 35 20 10 10 20 535
550 510 40 20 10 10 20 550

AE =C +Ig+ G+ Xn

Equilibrium level of GDP = 550 (GDP = AE).

Example
Consider the following table for a given economy:
GDP = DI C g G Xn
400 450 15 25 10
500 525 15 25 10
600 600 15 25 10
700 675 15 25 10
800 750 15 25 10
900 825 15 25 10

1. What is the MPS?

AC 525— 450 _ 75
MPC = = =— =0.75
AGDP 500 — 400 100

MPS=1-MPC=1-0.75=0.25

2. What is the equilibrium GDP?

GDP = DI C Iy G Xo | AE = C+Ig+G+X,
400 450 15 25 10 500
500 525 15 25 10 575
600 600 15 25 10 650
700 675 15 25 10 725
800 750 15 25 10 800
900 825 15 25 10 875

At equilibrium: GDP = AE = $800
3. If DI =$1000, what is APC?
When DI = 1000, C =?

X - 825
MPC=0.75 = 0.75=——— = 0.75(100)=X-825 = X=825+75=900
1000 — 900

When DI =100, C =900

Cc 900
APC=—= —— =0.9
DI 1000
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4. Suppose that gross investment decrease by 5 million, what would happen to real GDP? What is the new
GDP?

1 1
AGDP = mxAlg m=——=——= 4
MPS 0.25

AGDP = 4x—5 = —20million

New GDP = 800 - 20 = $780 million

Example
If real GDP is $600 million below full employment level, by how much should government spending be increased

to reach full employment, assuming that MPC is 0.8?

AGDP=mxAG

1 1

m= —_—
1- MPC

020
A GDP =600

600 .
600=5xAG = AG=?=120m|II|on.

Example
Assume the current equilibrium level of income (GDP) is $200 billion as compared to the full-employment income

level of $240 billion. If the MPC is 5/8, what change in aggregate expenditures is needed to achieve full
employment?

AGDP=mxAAE

__1r 1 _1_8
Mm=1"mpc 1-5_ % ~ 3
8 8
A GDP =240-200=40
40x 3

4o=§xAG 2 AG= = 15 billion

Increase aggregate expenditures by 15 billion

Taxation and Equilibrium GDP

Lump-sum tax: is a tax of a constant amount or a tax yielding the same amount of tax revenue at each level of
GDP.

The tax lowers the consumption and saving.
Tt —- Clby(MPCxT)
T — S|byMPSxT)

Increase taxes leads to lower consumption leads to lower AE; shift AE downward and decrease the equilibrium
GDP.
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Decrease taxes leads to higher consumption leads to higher AE; shift AE upward and increase the equilibrium
GDP.

Tabular Example

GDP T DI C S Ig X M G AE
(DI = GDP-T) (S=DI-C) (AE =
C+1lg+G+X-M)
450 20 430 420 10 20 10 10 20 460
470 20 450 435 15 20 10 10 20 475
490 | 20 470 450 20 20 10 10 20 490
510 20 490 465 25 20 10 10 20 505
530 20 510 480 30 20 10 10 20 520
550 20 530 495 35 20 10 10 20 535

The equilibrium level of GDP =490

Graphical Analysis

Taxes will lower the consumption and AE. Shifts the AE downward =  decrease equilibrium level of GDP.

CHl+X,+ G
$15 Billion Decrease Ca*ig¥nu @
In Consumption From
a $20 Biflion (MPC=.75)

Increase in
Taxes

)

$20 Billion Increase
in Taxes Yields a
$60 Billion Decrease
In GDP

Aggregate Expenditures (billions of dollars)

A

§.-;____________

e

Real GDP (billions of dollars)

If MPC = 0.75, a $20 billion of taxes will lower the consumption schedule by MPC * T = 0.75 * 20 = 15 billion.
And lower saving by MPS *T = 0.25 * 20 = 5 billion. And cause a decline in the equilibrium GDP by the
amountequal (imx AC = 4 = 15 = 60 billion) decrease in equilibrium GDP.

In the open mixed economy, equilibrium GDP occurs where GDP = C + Ig + G + Xn

Example
Suppose the MPC is 0.8 and the government cuts taxes by $40 billion. What is the effect on the equilibrium

GDP?

T] — C1 — Shiftsthe AE schedule upward — increase equilibrium GDP.
T] — C1by(MPC*T)=0.8"*40 =32 billion. (Consumption increase by 32 billion)
Ct — GDP?

AGDP=mxAC
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1

1

m: =
1-MPC 1-0.8

A GDP =5 x 32 = 160 billion increase in GDP

by using tax multiplier

- MPC _ -08

- 0.8 _

mg

T 1-MPC 1-0.8

= =-4
0.2

AGDP=mt * AT = —4 = (—40) = 160 billion increase in GDP (T| = Ct = GDP1)

Example
Consider the following table for a given economy:
GDP T DI C g G AE
400 100 500 25 50
500 100 575 25 50
600 100 650 25 50
700 100 725 25 50
800 100 800 25 50
900 100 875 25 50
1. What is the equilibrium output (GDP)?
At equilibrium: GDP = AE
GDP T DI C lg G AE
DIl = GDP - AE=C+Ig+
T G
400 100 300 425 25 50 500
500 100 400 500 25 50 575
600 100 500 575 25 50 650
700 100 600 650 25 50 725
800 100 700 725 25 50 800
900 100 800 800 25 50 875
The equilibrium level of GDP = 800
2. What are the MPC and multiplier?
AC 500—425 75
MPC = = =— =0.75

AGDP  500-400 100

1

1

1

m = = = =
1- MPC 1-0.75 0.25

3. Suppose the government wishes to increase equilibrium GDP to 1000. (1) By how much would they have to
increase G to do this? (2) By how much would they have to decrease T to do this?

()AGDP=mxAG - (1000-800)=4xAG — AG==—

(2)AGDP =mixAT
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_ - MPC _ —-075 _ —075 _
" 1-MPC 1-0.75 025

Mt

200
AGDP=m*AT = (1000-800)=-3 *AT = AT= -y =-66.67 (Decrease T by 66.67)

Example
The table below gives data about the economy of country X, answer the questions below given the provided
information.
GDP = DI C Ig G X M AE

Y

40 10 30 15 15

60 10 30 15 15

80 10 30 15 15

100 10 30 15 15

120 10 30 15 15

140 10 30 15 15

160 10 30 15 15

1. Fill'in the blanks in the table if 7=20and C=710+0.75(Y -T).

GDP = DI=Y-T C Ig G X M AE = C+lg+G+X-M
Y
40 40-20=20 10 + 0.75(20) = 25 10 30 15 15 | 25+10+30+15-15=65
60 60-20=40 10 + 0.75(40) = 40 10 30 15 15 | 40+10+30+15-15=80
80 80-20=60 10 + 0.75(60) = 55 10 30 15 15 | 55+10+30+15-15=95

100 100-20=80 | 10+ 0.75(80) =70 10 30 15 15 | 70+10+30+15-15=110
120 120-20=100| 10 + 0.75(100) = 85 10 30 15 15 | 85+10+30+15-15=125
140 140-20=120| 10 + 0.75(120) =100 | 10 30 15 15 | 100+10+30+15-15 = 140
160 160-20=140] 10 + 0.75(140) =115 | 10 30 15 15 ] 115+410+30+15-15 = 155

2. What is the equilibrium level of income (GDP)?
At equilibrium: GDP = AE = $140 million.

3. What are the equilibrium values of consumption and saving?
At equilibrium: C = 100, DI =120
S=DI-C =120-100 = $20 million.

4. If taxes increase to 30, what is the new equilibrium GDP?

AC 40-25 15
MPC = = =— =0.75
AGDP  40-20 20

1 1 1
m: = = =
1- MPC 1-0.75 0.25

Tt - C| byMPCxAT=0.75*(30-20)=0.75*10=7.5
Cl — GDP|by(mxAC)
AGDP=mxAC =4 x (- 7.5) =-30 million

New GDP = 140 - 30 = 110 million.
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Injections, Leakages, and Unplanned Changes in Inventories

« Atequilibrium GDP: Injections = Leakages

For the private closed economy, S = /. For the expanded economy, imports (M), and taxes (T) are added
leakages. Exports (X) and government spending are added to injection.

At the equilibrium GDP, the sum of the leakages equals the sum of injection.
{S+M+ T}_{Ig+X+ G}
Leakages § = | Injections
« At equilibrium GDP: no unplanned changes in inventories
At equilibrium GDP = AE (total amount of goods produced equal total amount of goods purchases)

Unplanned changes in inventories = GDP - AE, but at equilibrium GDP = AE (Unplanned changes in
inventories = 0)

Example
Use the table below to answer the following questions:
GDP =Dl C lg G X M AE
200 150 50 40 10 20 230
225 165 50 40 10 20 245
250 180 50 40 10 20 260
275 195 50 40 10 20 275
300 210 50 40 10 20 290
325 225 50 40 10 20 305

a. Whatis the equilibrium level of GDP?

At equilibrium: GDP = AE = $275

b. Calculate the leakages and injections at equilibrium.
Leakages=S+M+ T
At equilibrium: S=DI-C=275-195=80
M=20,T=0
Leakages=S+M+T=80+20+0=100
Injections =1+ X+ G =50+ 10+ 40 =100

At equilibrium: injections = leakages

STUDENFES-HUB.com Uploaded By: anonymous



Balance Budget multiplier

If both G and T increase by the same amount, then GDP increase by the same amount

For example, if G 1 by 20 million and T 1 by 20 million

And if G | by 20 million and T | by 20 million — GDP | by 20 million

The balance budget multiplier =1

Example

— GDP 1 by 20 million

Suppose that a certain country has an MPC of 0.8 and real GDP of 800 billion. If both government spending and

taxes increase by 15 billion, what will be its new level of real GDP?

G 1 by 15 bilion —» GDP 1

1
AGDP=mxAG= O—* 15 =5* 15 = $75 billion increase in GDP

2
T 1 by 15 billion — GDP}
AGDP=m*AT

_—-MPC _-08 _ -08_ A
" 1-MPC 1-08 02

mt

AGDP=m*AT=-4*15=- 60 billion decrease in GDP

Net effect = 75 - 60 = 15 billion increase in GDP

Equilibrium versus Full Employment GDP

The equilibrium GDP and the full employment GDP is not the same.

Sgiunn po J81 dlais die Ojlgl 3ascn Ol Eidoo b Joe JoSl Cads gl (S giuun die Joams SLyaidYI O 8y9- salb am Y S5l Ol g5 G O
- dadund Beaxd Hla O Jgis Ly JoUl Cads g1l (S gin po Aol dlads die Ojlgdl (3aoen gle dleSSl Bgaxd Sl oo Jgis by JolSII Cauds ¢

Recessionary Expenditure Gap 4<WSoY! 5 ¢xdll Al

The amount by which AE at the full employment GDP falls short of those needed to achieves the full employment

GDP.

If at full employment, GDP > AE — recessionary gap

The size of the gap = GDP - AE (the vertical distance between AE

and 45° line).

Recessionary Gap causes cyclical unemployment.
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Keynes' Solution to a Recessionary Gap:

Keynes pointed to different policies that a government might pursue to close a recessionary gap and achieve full
employment. The first is to increase government spending. The second is to lower taxes.

Inflationary Expenditure Gap
the amount by which AE at the full employment GDP exceed those just sufficient to achieve the full employment
GDP.

Bylue dnasesaanll B goeallde Sl Cadds g3l (S giunn cpo _nST dlads s Sl U Oilgal S gime 090 ledie Cadxdy A sleSOYI Bgaxddl (WSe (29
A>liadl D)l geall are Cauds g i A o S S giually JLA}}" Aol 78U e Bl S giunall cr G581y

. AE

If at full employment, GDP < AE — Inflationary Gap
The size of the gap = AE - GDP (the vertical distance between AE AE
and 45° line).

AE
Inflationary gap causes demand pull inflation. N 5157 s — ;

S0P . :

GDP Full employment
From the graph, full employment level of GDP: POy
GDP =510 .
AE =515 : 510 530 GDP

AE > GDP — Inflationary gap

The size of the gap = AE - GDP = 515- 510 = 5

Example
Use the data in the table to answer the questions below:
Level of Real output AE
Employment (GDP)
90 500 520
100 550 560
110 600 600
120 650 640
130 700 680

a. If full employment is 130 million, will there be an inflationary gap or a recessionary gap? By how much would
AE have to change at each level of GDP to eliminate this gap? What is the multiplier in this example?

If full employment is 130 million: GDP = 700; AE =680 = GDP > AE = recessionary gap
The size of the gap = GDP - AE = 700 - 680 = 20 million.

... AGDP 700-600 100
Multiplier = = =—=5
A AE 700-680 20

AAE _ 680—600 _ 80
= =— =0.80

Or MPC = =
AGDP  700-600 100

1 1

m = = =
1- MPC 1-08 0.20
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b. Will there be an inflationary gap or recessionary gap if the full employment level of output is $500 billion?
What is the size of this gap?

At full employment level of output of $500 billion: AE =520 = AE > GDP = inflationary gap
The size of the gap = AE - GDP = 520 - 50 = 20 billion

c. Assuming that investment, net exports, and the government expenditures do not change with the changes in
real GDP, what are the sizes of the MPC, the MPS, and the multiplier?

MPC = slope of the consumption function = slope of the AE schedule

AAE _ 680—600 _ 80
MPC = = =— =0.80
AGDP  700-600 100

MPS=1-MPC=1-0.8=0.20

1 1 1
m= = = =
1-MPC 1-0.8 0.20

5

Example
Consider the following graph which represents the AE schedule for an economy. Suppose net exports are zero
and investment is $60 million dollars and government spending is $40 million dollars.

600
550
500
450
400
350
300
250
200 +==]
150
100
50

050 100 150 200 250 300 350 400 450 500 600

GDP

C+1+G

C+I+G

AE

1. What is the equilibrium GDP for this economy?

At equilibrium GDP = AE = C+I+G = $400 million

2. What is the amount of consumption (C) at 300 level of output (GDP)? Show your work.

AtGDP =300 — AE =350

AE=C+I+G — 350=C++60 + 40 — C=350-100 =250

STEDENES-HUB.com Uploaded By: anonymous



3. Atthe 400 level of output (GDP), what is the APC? Show your work.
AtGDP =400 — AE =400
AE=C+l+G — 400=C++60+40 — C=400-100 =300

C 300
APC=— =—=0.75
DI 400

4. Suppose that the full employment GDP equals $300 million, would there be a recessionary gap or inflationary
gap? Why? How much is the size of this gap? Show your work.

At full employment GDP, AE =350 — AE > GDP — inflationary gap
The size of this gap = AE - GDP = 350 - 300 = 50 million.
5. What are the MPC and multiplier for this economy? Show your work.

MPC = slope of the AE schedule

AAE _ 300-250 _ 50
AGDP ~ 200—100 100

MPC = =0.5

1 1 1
m = =
1-MPC 1-0.5 0.5

6. Suppose government spending is decreased by $15 million, by how much would GDP increase or decrease?
What is the new equilibrium GDP?

G| = GDP |, AGDP=mxAG=2x15= 30 million decrease in GDP

New GDP =400 - 30 = $370 million.

Example
Assume that the full employment GDP of an economy is $1250 million, government expenditure on goods and

services are $300 million, tax revenue is $320 million, and the economy is currently producing (GDP) $850
million. Assume also that MPS were 0.25.

1. Would there be a recessionary gap or inflationary gap? Why? How much is the size of this gap? Show your
work.

Full employment GDP of an economy is $1250 million, AE =850 — GDP > AE — recessionary gap

The size of this gap = 1250 - 850 = 400

2. By how much should government spending be increased or decreased to reach full employment?
AGDP=mxAG
Multiplier=1/0.25=4
To reach full employment actual GDP must increase by 400 (from 850 to 1250)
AGDP=mxAG
400=4xAG = AG=400/4 =100 million. (Increase by 100 million).
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