Macroeconomics Notes Chapter 4 Income
Determination

Income and Employment: Keynesian Approach

It was J. M. Keynes, who proved that the concept of Say’s law of market was
practically wrong. The great depression of 1930s and the subsequent economic
events confirmed his arguments. Keynes’ ideas were published in his epoch-making
book entitled General Theory of Employment, Interest and Money published in 1936.
It revolutionized the existing economic thinking. He totally denied the classical
concept of full employment. He argued that an economy can reach the equilibrium
position even without full employment, which is known as the underemployment
situation.

Effective demand is the basis of Keynesian principles. He argued that the level of
income and employment in an economy depends on effective demand. Lack of
effective demand leads to unemployment. Effective demand is reached at a point
where aggregate demand equals aggregate supply.

Aggregate Demand and Aggregate Supply

The level of employment and income in an economy depends on aggregate demand
and aggregate supply.

Aggregate demand and its components:

Aggregate demand is the total demand in an economy. It is the total expenditure on
various goods and services. The major components of aggregate demand are as
follows:

Household consumption demand

Private investment demand

Demand for goods and services by the government
Net-export demand.
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Aggregate Supply:

Aggregate supply indicates the total supply of goods and services in the economy. In
other words, it is the net-national product at factor cost of a nation. In terms of
money; aggregate supply is the reward received by factors of production in terms of
rent, wages, interest and profit.

Determination of Equilibrium Level of Income:

The equilibrium level of income in an economy is determined by the aggregate
demand and aggregate supply. The equilibrium level of income is based on income
and employment is provided in the chart.
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In the above chart, income and employment are indicated in X axis and consumption
and investment on Y axis. Aggregate Demand (AD) is indicated with the straight line
curve C + I. It is the sum total of consumption expenditure and investment
expenditure. The 45° line Y passes through the point O shows the aggregate supply.
Here, Y equals C + S. The point at which AD equals AS at point E is called effective
demand. At this point, the income and expenditure of the entrepreneurs become
equal.

QIGAIMOR0 6MIFaR0 — 0D @ | 0D MVAlaiMo (Income and
employment — Keynesian Approach)

BMYOS HEMIDE MWA0 (WU DI ] HMQIOEMM 6. af)o.

0B MM oma 1)y 1930 - 6l Aefl@ admjo a8 MM a0
BROUEHIOIIBOOD MVIWYMD 1HE)MODIW 1©)aM,). 1936 — @ Q) MM
OMOO af)HNHILIOOM®)0 (M ORI 0¥ lail MeO®)o
a121e®)EsSW)0 AleMOD IMOO® 0 Bald®y MRV (General Theory of
Employment, Interest and Money) a{j)m nng}’((Dceao (um']@nﬂcea(o']_gg.
@RWYM & MIMUOD 18 tBIM (@ 2 lMMIWIEW M NHO 3®©)
loJto@am auya3fla)). 0@ @l (D (A flgjalo (Keynesian Revolution)
af)mM26em 1 @R O 1Wea|SIMD. al)B6M 6MIY 1R )M &I 16O
2l N0® aH@ MM M@ 1)3. al)@6M amO¥lainimun @@
af)ODMIOO@OM 630) MVAUBL{ UMD &6) MRl®md
(120860 &Y 1@eamM 6B MM (DG 1.2, alydem

O 102IOMmIOm 6@IY lalnima (underemployment) af)MI6M eO® loMm
@EGaNo (1601 {loj).

0HQ MM M1RLIMED 1M OO @RS IMAdMo adRl(aIBG2IdB8Mo effective
demand) @ReM. 3@ MMIE Aljaimaeleal omd¥ 1 ainimua aralls;eom
a021(IB8C212BMaOD GRV® | 2{1@1e6)Mm) eCLIMIeN 6H® DM





MR 1H6)M D). 0L IBE2IIBMOD 1M OO &)ONYOHIMNE

0¥ 1all8)>®a MeRIMAIEHYMOMMNIEM BREF ~OO 1100 MUIRLIMM..
0Q20Mo 6.2128MAY0 OAIOMo (aIBIMOYo OYEL{AI I GROLIMAIEM
a021(a 1B 212BMaODm M 1BeMM 186 M.

0A2OMo € 212BMMYo AAIMOMo (aIBIMOo (Aggregate Demand and
Aggregate Supply)

0¥ 1o AUAIMNRo MM E66a|SHM@ HAI0Mo 62103
MO IMOO®0 HQIOMo (IBIMOD IMOO® o @RS IMAIM@D 121d6M).

ORIOMo §.210B8MNYo BRM MO ~QISEEB3E o (Aggregate Demand and its
Components)

630) MIUEL{ QMO ORI MIWM GIVAIMEBBENS GROE: G108 MAJEM
0QIOMo G212B8Mo. MIWMEBBROSMW)o EMNLMEBRE HS®)0 HAI D)
©21810126M M. N IM OO (aIWIM ARISEEBRUD MIOPa|O@YM OO .

NIBa01d Dalt@IN G2ldB8Mo

V10§ MEHHn G21dBMo

MOWMEBBGRASW)0 BIVAUMEBBEIOSWo NAUMOAMO ¢.2198Mo
@RQ HWQIAM | 6.2198Mo

NP

0AdMMo (~IB2Mo (Aggregate Supply)

OQI0Mo (nIBIMOAM® @ MOV MO0 D@ {2BMOD IM)88
QDO ™o BREM. DM 630 EIV|OD M0 calse0llaiwlayss
@RQGRUSIW @ |mMaden). (Net national product at factor cost) alemO 1M OO
@S NI MO 1@ A 10O, ©@aldE (el ] @@ 1250, GU®Mo,
o180, 212680 o)) ©3aL6BRE 1T D@0 BM ARISE:EB3UMHE)) RIE 166,
QUYAIMAd6M ).

maoyello aieyadm Mdep®o (Determination of equilibrium level of
income)

60) MMIE~2ISM Mo/ lmINIMAERIDE)M® 622OME.2108 Mo
QRO (aIBIMOLYo MYEL{AIBIEMUILIEM . ALUOAIMOM | MOO@o
QOO 11NIMNN®Os®Y0 Mooyellmdnimun mldepell eaym aflwo
oo @ &Hoemeflolseanym);.



|
i
| i
PP P X

820N/ O0¥103
2 (OO 1@ x-BREHOD 1@ UE)DIMOLo OMIY 1RINIMO®)o COE6L
0020107 1 1@ 166)0M. y-BR HHO G ol GEINOYo M 1ESHalo
BRSWIBO SO0 1@ 1@ 186aM). C + | af)M GOEIOAD OMME.212BMED0)
Mg 2fla {166, ©alGEIN 6.alaIN o MT1EEHAI 62181010
G21@)MMIEM 1@ . af)m enilmz)ileyes 45° @lepas y ~f)m oo
020D (IBIMOOM MY 2fla [leeymy. enaflasy a)m@ C + S Grem. AD
GRELMYo AS GEELIMo MoNA 186 E af)M eniln3)dem afll(a I820®
@212B8Mo (effective demand) g0 enfm)A1@ MooBHMOO 0210100
UL @Eljadem.

Ex-Ante And Ex-Post

Consumption, Savings and investment can be classified into Ex-ante and Ex-post
variables. The terms Ex-ante and Ex-post have been derived from the Latin word.
Ex-ante means planned or desired. Ex-post means actual or realized. In national
income accounting, the variables such as consumption, investment and savings are
considered as ex-post variables. The rate at which consumption, savings and
investment are presented in the ex-post sense.
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Ex-Ante Consumption

We have already learned that the variables income and consumption are positively
related. Even if the level of income is zero, there is a certain amount of consumption
for survival. This is known as minimum subsistence level of consumption or

autonomous consumption denoted with 7. Its value will be greater than zero (C— >
0). The level of consumption above can be represented in the following manner.
cC=C+cY

Here, C indicates consumption and indicates autonomous consumption. cY is a
function of income. Therefore, ex-anti consumption is determined on the basis of
autonomous consumption and the level of income. Thus, the consumption function
can be expressed as:

c=C+cY
«zrgav&m»']«» ©alGBIWo (Ex-Ante Consumption)

UMY o HalEBINRo MARN @ BaldMIFINID® NITWAIEM) BSO).
CUYNIMo oY [ADHYM GRAIMLAD a0 §.2101® cMIM ] aal®s 1ao
©n16E0NMEIW R 1060 QUGIAIMo o PR (AIBIEMID P88

O IGRINOOM & 1001083 SAUIMBE QR0 62101 §alEBINo
(Minimum subsistence level of consumption) @RLOMOID GDGgDGTDm(rf)’
SHEMMVoalHD (Autonomous Consumption) af)M) alO®M,). O oM C
af)MI6M aIO@YM@. HOUWIOS DYELJ0 YR |EOMENIUD B>SRORI6M
(C>0).C MEHE @ QUIM af)2)d HalEBINAMOM MAYHE)
606B36M BROUM® la{166)0.

c=C" +cY

0 18S C af)M® ale@INRo C af)M® 6326506MAM) Oal
BBINNYo Y af)M® UMD MO WAEOYAdeM. C— >0
GRW 1@ 186))0. BRMIWM BRHMVY(® M HalGBINO )M IEZD EMAM
9 16BN AURAIMOD MO0 @S 1MAdIMETD @3 (vt @86 als)m
©alCBINNYo ClBMMIEM.

©nIGEIY) MVANUIH: fo

c=C+cY

Mpc and Mps

Marginal propensity to consume (mpc) is the fraction of total additional income that
people use for consumption.

Mpc = ¢ = AcAy

where Ac is the change in consumption and ay is the change in income.

0 <c <1, means the value of c, that is Mpc will be always in between 0 and 1. If Mpc



is 1 all additional income is used for consumption. If Mpc = 0 it shows that all
additional income is used for saving.

Marginal propensity to save (Mps) is the proportion of the total additional income of
the economy people wish to save as a whole. It is the ratio of total additional planned
savings in an economy to the total additional income of the economy.

Mps = s = AsAy, where As is the change in saving and Ay is the change in income.

0 <s < 1, means the value of s, that in Mps will be always in between 0 and 1. If Mps
is 1 the total additional income is used for saving and if Mps is zero the total
additional income is used for consumption.

Mps =1 - Mpc

Mpc =1 — Mps

Mpc and Mps
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Mpc = C = AcAy
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Exante Aggregate Demand For Final Goods

In an economy without a government, the ex ante aggregate demand for final goods
is the sum total of the exante consumption expenditure and exante investment
expenditure on such goods, viz

AD = C + |. aggregate demand for final goods can be written as

AD=C+Il+cY

If the final goods market is in equilibrium this can be written as

Y=C+Il+cY

where Y is the exante, or planned, supply of final goods. This equation can be further
simplified by adding up the two autonomous terms, C and I, making it
Y=A+cY

where A = C + | is the total autonomous expenditure in the economy. In reality, these
two components of autonomous expenditure behave in different ways. C,
representing subsistence consumption level of an economy, remains more or less
stable over time. The term Y on the left hand side of equation represents the exante
output or the planned supply of final goods.

A Point on the Aggregate Demand Curve:

At a fixed price, the value of ex ante aggregate demand for final goods, AD, is equal
to the sum total of exante consumption expenditure and exante investment
expenditure. Under the effective demand principle, the equilibrium output of the final
goods is equal to exante aggregate demand, as represented by equation
Y=A+cY

where A is the total value of autonomous expenditure in the economy.
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Parametric Shift

It shows the change in the lines of graph due to the changes in its slope or intercept.
In the diagram below the parametric shifts in a graph is shown.
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Multiplier

An initial increase in investment leads to a multiple increase in income is known as
multiplier mecahnism. Multiplier is denoted by ‘k’. Multiplier is represented by the
ratio between increase in investment and increase in income.
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Paradox of Thrift

It is widely assumed that as the savings level of the people increases, the total
savigns of the economy also rises. This may not happen always and leads to a
paradox. When the savings of the people increase, the saving levels of the economy
will fall down. This paradoxical phenomenon is known as paradox of thrift.

When people increase their savings (increase in MPS), the level of consumption of
the people (MPC) declines. When consumption falls, the aggregate demand falls.
The fall in aggregate demand leads to excess supply. This forces the producer to
supply smaller quantities of goods and services. This leads to fall in employment and
fall in the income of the people resulting in the reduction of savings of economy.
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