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Tuesdgy, February 2", 2010.

Aggregate dmand andAggregate Spply

GDP Measures:
(1) Nationd output
(2) Nationd income

Question:
How is natbnd incomedeaemined?

Answer:
Where desired spending-> called “Aggregate Expenditure” (AE) equals national income

(outpud

Simple Modé:
AE=C+1

C: plannd (desired) consumgion byhousholds
I: planned (desired) investment by firms

Consunption
1. Households’ consumption (C) dgoends uponmcome (Y)
Savings (S) =IncomeNot Consuned
2. Key Conoepts
Marginal — propensity — to — consune (mpc)=AC / AY
Marginal — propensity —to —save (mps) =AS/AY
MPC + MPS=1

[nvestment
1. Firmsundetake investnent (1) in anticipation ofeaning a profit

2. Will treat | as fixed (I = 25 in first exkample)

Example: Consunption Fundion

Y C S(=Y-C) AC/AY AS/AY
0 10 -10 - -
100 100 0 0.9 0.1
200 190 10 0.9 0.1
300 280 20 0.9 0.1
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C=10+0.9Y mpc =0.9

S=Y-C=Y-(10+09Y)
=-10+0.1Y mpc =0.1

Consunption Fundion
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Induced consunption (changes dueto change in disposablencomg
Autonomousconsunption (change not due to change in disposablencome

Example (text): changesin - wedth
- interest rdes
- expectationsaboutfuture

Insight

e Induced consunption =movemaet aong consunption function
e Autonomous consumiain =shift in consumpgbn fundion

Autonomous ©nsunption

If thereis nochangein Y, but Cchanges, resultis change in autonomous agsunption.

C=10+0.9¢
VS.
C=20+0.9Y

(1) Autonomous consumioin has inceased by 10
(2) Consunption function shft up by 10
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Firm’s Investment

1. New plant andequipment
2. Residental constrution

3.

Inventories

Insight
Undesired (urplanned) fluctuationsin inventory investment causeifms tochange production
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Undesired inventoly investment (ectual sdes< planned sales)
= Reduce prodiction

Undesired inventoly disinvestment (ectual saes > plannel sales)
= Expand produdion

Nationd Income(Outpuf) Detemminaion

Aggregate
Planned
Expenditure

C+I1=AE

35 I
Izs )
10t
45°
350
Y National Output
AE Nationd
Y C I (CH) Income
250 235 25 260 Expands
300 280 25 305 Expands
350 325 25 350 Equilibrium
400 370 25 395 Contrects
450 415 25 440 Contracts

Involuntry inventory investment

OneClass

AE > Output — inventaies invduntarily declines
— firmsincrease produdion

AE < Output— inventaies invduntarily rise
— firms reduce produdion
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AE = Output— inventaies ae at desirel levels (so firms haveno inceative to change
produdion)

Question:
If firms increaseinvestrrent [I] from 25 to 35:
Will Y increaseby morethan 10?

exadly 107?
lessthan 10?
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