[Desired Aggregate Expenditure
(DAE) and
Equilibritm National'lncome




Who are they?




3.1 Introduction

John Maynard Keynes :> The General Theory of
Employment, Money, and Interest

) Desired Aggregate Expenditure (DAE)

> Actual Expenditure
In the economy without government and foreign sector

:> Desired Aggregate Expenditure (DAE) = Desired C + Desired |

:> Actual Aggregate Expenditure = Actual C + Actual |
Desired vs. Actual concept

:> Actual Consumption vs. Desired Consumption

:> Actual Investment vs. Desired Investment



3.1 Introduction

Actual Investment vs. Desired Investment (Planned Investment)

) Investment in building, machine

*Planned B&M investment (Intend to build factory or buy machine)
*Unplanned B&M investment (eg.B&M bought b/c of shock in sales)
Planned inventory investment

:> Inventory _
_ (Intend to stock some final goods)
Investment

Unplanned inventory investment

(Final goods produced but cannot be sold)

:> Actual Investment = All firms’ investments, including their
unplanned changes in inventories



3.2 Composition of DAE

In the economy with government and foreign sector
DAE =Desired (C+1+ G+ X-M)

» Desired aggregate consumption

» Desired aggregate investment

» Desired aggregate government expenditure
» Desired aggregate net export



3.2.1 Desired aggregate consumption

Factors determining aggregate C
- Disposable Income (Y¥), Y9=Y-T Yd T:>

« Consumption loan

Low interest rate for consumption loan —)
Low down payment for consumption loan —)

 Population amount

Amount of population | =



3.2.1 Desired aggregate consumption

Factors determining aggregate C

« Consumer expectation

Expect future income to T —> Current C

Expect price of G&S to T —) Current C

e Consumer taste



Keynes consumption theory

« Main factor determining C is Y

« Consumption Function

C =f (Y9, A1, A2, A3,...)



Consumption Function

€ -0 ihy C = f(Y9)
C = 100 + 0.6Y¢

C

APC = Average Propensity to Consume == APC = yd

MPC = Marginal Propensity to Consume —> MPC = AC
AY?

MPC<1 [



Consumption Graph

C
Yo =i
C=C,+ bYd
C, =100 C =100 + 0.6Y¢
5 Slope =0.6
45° i
o Y¢  MPC=0.6

Yd*
Break-even Income

Note: 1)YdT —>
2)Y!T1 unit —

I =
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From consumption graph

e At point yd=C
C =100 + 0.6Y¢

-

11



From consumption graph

yd= yor  —>
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Saving

Find saving function from consumption function
Yd=C+S C = C_+ bYd
C = 100 + 0.6Y¢

APS = Average Propensity to Save — -
MPS = Marginal Propensity to Save —> -
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Saving and Disposable Income

S=-100+ 0.4Y¢
S=-C,+(1-b)Y?

Yd

MPC + MPS =1

Note : C = 100 + 0.6Y¢
- MPC =0.6
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Factors affecting saving

* Disposable Income (Y9, Yi1 —

* Interest rate, eq.

Interest rate for deposit? =

« Consumer expectation

Expect future income to | = Current saving
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Consumption and Saving

C. S

Yd
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From graph of Consumption and Saving

Yi=0 =—> C=C,S=-C,

O<Yd<Yd —> —
vd > yd* —> —>

Yd= o = .
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e From Y9=C + S

Divide both
sides by Yd

*from AYY=AC + AS

Divide both
sides by AY¢

—> Atevery level

of disposable
Income
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Move Along VS. Shift in Consumption and Saving curve

YA = CA —
YA = 1 —
Change in any factors (except Y¢) affecting C —

Change in any factors (except Y9) affecting S —
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Example Move Along the Curve

S=-C_+(1-b)Yd
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Example Shift the Curve

C At level of disposable income Y, ¢

* If interest rate for
1 consumption loan | : =)

at the same level of
disposable income Y ¢

C

* If expected disposable

income (YY) |: E>
Yd at the same level of
Y. d disposable income Y,
1 P 1
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Example Shift the Curve

At level of disposable income Y ¢

* If interest rate for

consumption loan | =)

at the same level of

disposable income
Y

Y,9 eIf expected disposable
income (Y9) | =)

at the same level of
disposable income Y4
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Summarize Consumption Theory

Consumption Theory under Various Hypotheses

» Absolute Income Hypothesis

(Keynes Consumption Theory)
» Permanent Income Hypothesis
» Life Cycle Hypothesis
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Consumption Theory
under Permanent Income Hypothesis

» Developed by Milton Friedman
» Assumption

a Income (Y) can come from
- Permanent Income (YP)
- Temporary Income (YY)

Y = YP+ Yt

a Consumption can come from
- Permanent Consumption (CP)
- Temporary Consumption (CY

C=Cpr+Ct

24



Consumption Theory
under Permanent Income Hypothesis

» Assumption (continued)

a Permanent Consumption (CP) is a proportion of Permanent Income (YP)
CpP = kYP

Where k = I\/IPCIO

Q Temporary Income (Y?!) is not correlated with Permanent Income (YP)

A Temporary Consumption (CY) is not correlated with Permanent
Consumption (CP)

a Temporary Consumption (CY) is not correlated with Temporary Income (Y%

That is MPC,=0
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Consumption Theory
under Permanent Income Hypothesis

» Important concept

Consumption does not depend current income,

but depends on the permanent income
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Consumption Theory
under Permanent Income Hypothesis

» Long-run Consumption
CLlR=CpP =KkYP

APC = MPC =k

» Short-run Consumption
CSR=C_ + bY

APC > MPC
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Consumption Theory
under Permanent Income Hypothesis

Suppose T=0,:Yi=Y-T=Y

C
CLR — kYP
CoR=1C,+ bY.
Cl - Clp """""""""""""""""""""""""""" A
B
C2 - CZP """""" B ! : |
E t < d EYt > O:
[ } . | \ Y




Consumption Theory

under Permanent Income Hypothesis
In short-run, income can vary around the long run trend

BOOM 5 yoy, = vp<y, = Y150

period

At Y, . Consumption=C,» = C,P=C,

Therefore; at Y, : Consumption=C; > PointA
Recession — Y=Y, T Y,LP>Y, T Yt<O
period

At Y,P . Consumption=C,> = C,P=C,

Therefore; at Y, : Consumption=C, ——> PointB

Draw line between point A and Point B, we will get CSRline
Where CSR=C_+bYd
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Consumption Theory

under Life Cycle Hypothesis
» Developed by Albert Ando and Franco Modigliani
» Assumption

a Income life cycle is normally as follows
Baht

. Consumption
" Income
Time
At young age
and retired age » - -
At working age =) = =

30



Consumption Theory
under Life Cycle Hypothesis

» Important concept

Consumption does not depend current income,

but depends on present value of lifetime income
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Consumption Theory
under Life Cycle Hypothesis

Present Value of lifetime Income

Let

n = number of years you will live from now on
Y, = Income at year t
r =real interest rate

PV = present value of lifetime income
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Consumption Theory
under Life Cycle Hypothesis

Year 0 =
Year 1 =
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Consumption Theory
under Life Cycle Hypothesis

Year 2 =
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Consumption Theory
under Life Cycle Hypothesis

Present Value of life time income

= (PVofY)+ (PVofY,) + ....... + (PVofY.)
v Y
e Qagp b e P
P Yt
1+t

t=1
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Consumption Theory
under Life Cycle Hypothesis

Present Value of lifetime Income

Y, Y Y Y,
- -+ L
1t 11> i1l tr) (11r)”

PV of lifetimeincome =

('
Y,
PV of life time income = ; a _I_rﬂz

Consumption at year t depends on present value of lifetime income
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3.2.2 Desired Aggregate Investment (I)

« Desired (Planned) Aggregate Investment (1)

« Desired (Planned) Investment in building,
machine, inventory investment, and residential
Investment

 Purchasing bond is not included In
Investment (in this definition) because it does
not directly contribute to production of G&S
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Factors determining investment

1) Real interest rate rT =)

2) National Income Y] )

3) Changes in technology Technology improvement ==

High level of existing
capital stock -

)
)
)
4) Existing level of capital stock
9) Government policy Corporate income taxT =)
)

6) Economic stability Stable economy ==)
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Factors determining investment

/) Investment expectation

= Profit expectation Expect profit to increase —

= Government policy expectation

EXxpect corporate income tax to | —
= Economic situation expectation

Expect good economic situation /)
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Investment Function

= Main factors determining investment are r, Y

» [nvestment Function

I=f(r,Y, B, B, Bj..)
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Investment and National Income

e Autonomous Investment ------ 1

Investment that does not depend on national income
but depends on other factors, such as technology

Improvement, number of population and interest rate.

I
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Investment and National Income

* Induced Investment ---- I,

Investment that depends on national income

I T

dY

[ == B

I

I=T +dY
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Move Along Investment Curve

I
I
Ly forrrie :
I it s Yt fromY,toY, = ItfromI,to T,
.
Y
o
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Example Shift of investment line

At level of national incomeY,

* Improvement >
In technology

* Changes in
factors except Y E>
affecting L

(eg. interest rate,
Yy technology,

population number)
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Other matters in iInvestment

d Present Value (PV) and Net Present Value
(NPV) of Return on Investment

d Marginal Efficiency of Capital (MEC) or

Internal Rate of Return (IRR) of investment

dThe Accelerator Principle
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PV and NPV

PV and NPV concept

If

R; = Return on Investment at year t

r = Discount rate

PV = Present Value of Return on Investment

n = Number of years of the investment project

C = Cost of Investment

46



PV and NPV

R K R R
P17 1 2 3 1

= + L TEREE
1+r (14+r)* (1+1r)° (1+1r)"

T
PV = E Re
T t
— (1+r)

NPV =PV —C

vPv—i i C
ST Lns
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PV and NPV

Investment Decision

If

NPV >0  mm)
NPV <0 ==
NPV =0 ==

Invest Necessary condition
for iInvestment

Not invest

Indifference between
Invest and not invest
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Marginal Efficiency of Capital (MEC)
or Internal Rate of Return (IRR)

MEC or IRR Is the discount rate that make NPV =0

vpv—i i C=0
: Lt MEy

C

(-

e
=

£ (1+ MEC)

Rq R, R Ry
i + -+ =t
(1+ MEC)  (1+MEC)?  (1+ MEC) (1 + MEC)"

We call this specific discount rate as internal rate of return or
marginal efficiency of capital



Marginal Efficiency of Capital (MEC)
or Internal Rate of Return (IRR)

For example,

4 You invest by buying machine at Year 0 = 100 Baht
d Suppose your machine last only one year

At year 1, you have a return = 110 Bahts

Please find IRR or MEC
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Year O Year 1

| |
C = 100 Baht R, = 110 Baht

MEC or IRR is the discount rate where NPV = 0 or where

Ry R, R Ry
- + -+ et
(1+MEC)  (1+MEC)2 (1+ MEC) (1 +MEC)™

In this case, time horizon is just one period

o Rl Rl_f
€= d+MED MEL
110 =100
MEC =101

C«MEC=R,—-C
MEC = 10%

We also call this MEC as IRR (Internal Rate of Return) because we use
only internal information for our calculation

o1



Year O Year 1

C = 100 Baht R, = 110 Baht

Think another way

When discount rate = 10%, PV of R; = ?

Ry
(1+01)
110

PFG}ERlzﬁ

PV of Ry =

PV of Ry = 100

We can see that when FV of By = 100

NPV =0

C = 100 Baht

52



Marginal Efficiency of Capital (MEC)
or Internal Rate of Return (IRR)

Investment Decision (also depends on return on other investment)

Suppose | = interest rate (rate of return) on other investment

Investors normally compare MEC with |

f MEC>i = Sufficient condition for
investment

MEC<i ==

MEC=1 ==
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Marginal Efficiency of Capital (MEC)
or Internal Rate of Return (IRR)

MEC Draw MEC line for one firm
MEC, Ifi=i; =
____________________ Iy Ifizi, ™
e, | MEC line
MEC, = _ =
L5 5 i
S 9 S
o O 2 o
0 - : 7 7 Investment

expenditure
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The Accelerator Principle

The principle is based on the idea that

demand for investment iIs the derived demand of
demand for output

If Kd = Desired capital stock at year t
K, = Actual capital stock at year t
|, = Net investment at year t

Y, = Output at year t
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The Accelerator Principle

Assumption

1. }ff: a,

2. Hr—l—ﬁdi— alt, 4

3. 'F?E,fz'i[{td_'i[ff—

1

Then, I, = Hf s AL

lne =aY,—al¥, 4
lne = oYy — Y 4)
I -ty ==

¥ IS the accelerator.

That is, Y] accelerates
net investment to 1
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The Accelerator Principle

Problems of the Simple Accelerator Model

 Investment may depend on other factors rather than AY,
(such as new technology for new investment opportunity)

4 If investors think that changes output (or demand for
output) is temporary, they may not change level of
Investment

QWhen Y, T investment may not T because firms may have
some excess capacity of capital

S7



3.2.3 Government spending (G)

Factors determining G

» Government policy == Fiscal Policy
Expansion Fiscal Policy == G t

Contraction Fiscal Policy == G}
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Relationship between G and Y

* Suppose G does not depend on
current Y (since government
spending budget needs to be
planned in advance)

‘Y t =

Y | =

Y
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Shift of government spending curve (G)

G

® start with government spending level G,

* Expansion Fiscal Policy

—
G,

e Contraction Fiscal Policy

—
Y
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3.2.4 Net export (X-M)

Factors determining export
« Government export policy
* Political and economic stability

* Price of export G&S (compared with
other countries)

 Demand from foreign market
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Export Curve

X independentto Y

Start with export level X,

® Government export
promotion policy

—

* Demand from )
foreign market l

Y
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Factors determining Import
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Import curve

M= M, +mY

64



Net export (X — M) curve

M, X
’ M = M, + mY

.

Y

|
;




Equation for DAE

Suppose T=0,:Yd=Y-T=Y

DAE = C+1+G+X-M

= (Ca+ DY)+ (I +dY) + G, + X, = (Mg + mY)

(C,+1,+G, + X, —M)+ (bY +dY —mY)

(Ca+|a+Ga+Xa_Ma)+(b+(1_m)Y

“ 5



DAE line

DAE

DAE

/ S|Ope =

Ca+ Ia+ Ga+ Xa' Ma
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3.3 Equilibrium National Income

3.3.1 Definition

« Equilibrium occurs when there is no tendency for change.
* In good markets equilibrium occurs when
Aggregate Output = Desired Aggregate Expenditure
Y = DAE
« Equilibrium income, Equilibrium output (Y,)
Level of national income (output) at which Y = DAE
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3.3.2 Determination of equilibrium national
income (Y.)

1. Y = DAE approach

2. Injection = Leakage approach
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3.3.2a Find Y, using Y = DAE approach

DAE
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Adjustment to equilibrium, Y = DAE approach

WhenY <Y =) =) =)
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Adjustment to equilibrium, Y = DAE approach

WhenY > Y, = =) =)
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Adjustment to equilibrium, Y = DAE approach

whenY=Yg ) DAE=Y

—

Equilibrium point since
there would be no
further adjustment from
this point (unless there
IS at least one factor
affecting DAE changes
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Note : Y = DAE approach

* Closed economy, without government
DAE=C + |
« Closed economy, with government
DAE=C +1+ G
* Open economy, with government

DAE=C+|+G + (X-M)
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Find equilibrium national income, Y = DAE approach
Case 1: Closed economy, without Government

In closed economy, lets T=0,:Y¢=Y-T=Y

C=C_+ bYd I=T,

At equilibrium

75



Find autonomous spending multiplier
Case 1: Closed economy, without Government

From equilibrium income Y.=_1 (C,+1I1)
(1-b)

ifc,11unit =

Autonomous Consumption multiplier

if .1 1unit =»

Autonomous Investment multiplier
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Find equilibrium national income, Y = DAE approach
Case 2: Closed economy, with Government

C=Cq+bY! Yi=y-T T=T, I=I, G=G,

At equilibrium
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Autonomous spending multiplier, Y = DAE approach
Case 2: Closed economy, with Government

From equilibrium income Yg=_1 (C,-bT+1,+G,)
(1-b)

Autonomous Consumption multiplier 2 =

Autonomous Investment multiplier = =

Autonomous Government spending multiplier = =

Autonomous Tax multiplier 7
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Numerical Example: Y = DAE approach
Case 2: Closed economy, with Government

C=100+0.6Y? T=10

C =C,+ by T=T,
Yd=Y-T
C = C_,+bYd

= C+b(Y-T)

= C,+b(Y-T)

= C_+bY —DbT,

(C— bT)) + bY

I =40 G =60
I:Ia G:Ga

DAE = C+I+G
= (C—bT) +bY+I +G,

= (C,- bT+ 1.+ G,) + by
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Numerical Example: Y = DAE approach
Case 2: Closed economy, with Government

C=100+0.6YY T=10 I =40 G =60
At equilibrium
Y = DAE
= (C,-bT + 1, +G,)+ bY
(1-b)Y = (C,-bT +I1,+G))

Ye =_1 (C,-bT.+I +G)
1-b



Numerical Example

Case 2: Closed economy, with Government

DAE

Y = DAE

DAE = (C,-bT,+ 1, +G,)+bY
= [100- 0.6(10) + 40 + 60] + 0.6 Y
=194 +0.6Y
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Numerical Example
Autonomous spending multiplier, Y = DAE approach

Case 2: Closed economy, with Government

C=100+0.6Yd T=10 I =40 G =60

From equilibrium income Y =_1 (C,-bT+I +G,))
(1- b)

Autonomous Consumption multiplier

Autonomous Investment multiplier = =

Autonomous Government spending multiplier = o it

Autonomous Tax multiplier i i 2
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Find equilibrium national income, Y = DAE approach
Case 3: Open economy, with Government

C=Cq+bY! Yi=Y-T T=T, I=I, G=G,

X=X, M=M+mY

C = C_ +bYd
= C+b(Y-T)
= C,+b(Y-T)
= C_+ bY —DbT,
= (C—DbT,) + bY

X-M =X, - (M, + mY)
= X,- M, - mY

DAE =C+1+G+ (X-M)
=(C,-bT_ +bY)+I,+G_ + X, - M,—mY
= (Ca_ bTa T |a+ Ga'l- Xa_ Ma) t (b'm)Y

At equilibrium Y = DAE

Y =(C,—bT,+1,+G_+X,—M,) +(b-m)Y

(1-b+m) Y = (C,—bT, + 1.+ G+ X,— M,)

Ye = 1 (C-bT + 1+ G, + X, -M,)
1-b+m
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Autonomous spending multiplier, Y = DAE approach
Case 3: Open economy, with Government

From equilibrium income  Yg = 1 (C,-bT +1,+G,+ X, -M,)
(1- b + m)

Autonomous Consumption multiplier = =

Autonomous Investment multiplier =

Autonomous Government spending multiplier =

Autonomous Export multiplier =
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Autonomous spending multiplier, Y = DAE approach
Case 3: Open economy, with Government

From equilibrium income  Yg = 1 (C,-bT +1,+G,+ X, -M,)
(1- b + m)

Autonomous Tax multiplier e

Autonomous Import multiplier =
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Numerical Example (Homework #4)
Case 3: Open economy, with Government

C =80+ 0.4Yd
I =50+ 0.6Y
G =30
T=10+0.1Y
X =40

M =20+ 0.16Y

Note Y4=Y-T

1. Finds equilibrium national income

2. Draw graph show equilibrium
national income

3. Finds multipliers of all autonomous
variables and explain the meaning of
those multipliers

4. If autonomous government spending
Increase 4 units, and autonomous tax
Increase 20 units, find the new level of
equilibrium national income
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Balanced budget G, multiplier = 1 . If T, multiplier = -b .
multiplier 1-b L-le

whenG 1 1,000 Bahtand T 1 1,000 Baht = AY=7?

L

= AT =AG

AY =

Therefore; when G 1 1,000 Bahtand T 1 1,000 Baht =
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3.3.2 b Find Y, using
Injection = leakage approach

From DAE - Y\
Desired Aggregate Expenditure Actual Aggregate Expenditure

measured by Can be measured by
Expenditure approach Product, Expenditure,
or Income Approaches

If we choose income approach, it
can be measured from source of
Income or use of income

Source of income = Use of Income
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Find Y, , Injection = Leakage Approach
Case 1: Closed economy, without Government

Use of Income

-
DAE

Y
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Find Y, , Injection = Leakage Approach
Case 2: Closed economy, with Government

Use of Income

-
DAE

Y
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Find Y, , Injection = Leakage Approach
Case 3: Open economy, with Government

Use of Income

-
DAE

Y
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= IiREEEH e DRSS
Export (X) =i _ Import (V) -
<€

Wage, Rent, Interest, Profit

o g

\ 4 Investment (I)+ Saving (S) . '
Films <—— Financial Institutions <— Households

A\ /A

Payment for Goods &Service

Tax (T) - Tax (T) ==
> Government <

Government Government
Spending (G) + Spending (G)




Find Y, , Injection = Leakage Approach
Case 1: Closed economy, without Government

Suppose T=0,:Yd=Y-T=Y
C = Ca+ bYd = Ca+ bY At eqUiIibrium

I=1I,
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Explain adjustment to equilibrium
Injection = Leakage Approach

Case 1: Closed economy, without Government

S

Explanation similar to Y = DAE approach

When | > S (injection > leakage) ==

When | < S (injection < leakage) =
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Adjustment to equilibrium, Y = DAE approach

When o) |>S = DAE >Yy = Producers sell i
Y<Y (injection > leakage) their stock of
. goods
Inventory l : Use of factors of
Production .
Actual inventory = of good T == production by T
investment < producer

planned inventory
Investment

= Y1 until Y =DAE
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Adjustment to equilibrium, Y = DAE approach

Goods sold less
|<S
When g IR m DAE<Y mm) than goods —
Y > Y (injection < leakage) produced
Production Use of factor of
I
nventory T - of good l s production by 1
Actual inventory producer

Investment >
planned inventory
Investment

Y | until Y = DAE
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Adjustment to equilibrium, Y = DAE approach

| =S

whenY=Y = DAE=Y =
(injection = leakage)

Equilibrium point since
) there would be no
further adjustment from
this point (unless there
IS at least one factor
affecting DAE changes
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Find Y, , Injection = Leakage Approach
Case 2: Closed economy, with Government

C =C_+ bYd
Yd=Y-T
T=T,
I=1I,
G=0,
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Find Y, , Injection = Leakage Approach
Case 2: Closed economy, with Government

S=-C,-(1-b)T,+(1-b)Y

At equilibrium

S+T = 1I+G
-C,-(L-b)T,+(21-b)Y+T, = I, +G,
(1-b)Y = C,+I +G_+(1-b)T,-T,
Ye = _1 (C,-bT,+I,+G)
1-b

S+T =-C,+DbT, +(1-b)Y I+G =I,+G,

99



Numerical Example: Injection = Leakage approach
Case 2: Closed economy, with Government

C=100+06Y! T=10 I=40 G=60
C=C, + by A 1-1 G=C.

Follows the step At equilibrium
of previous two

slides Ye = 1_(Ca _bTa 7 Ia B Ga)
1-b
S+T =-C,+DbT, +(1-b)Y I+G =I,+G,
=-100 + 0.6(10) + (1-0.6)Y =40 + 60

= -94+04Y =100
100



Numerical Example: Injection = Leakage approach
Case 2: Closed economy, with Government

65 4+

S+T = -C,+bT,+(1-b)Y
= -94+04Y

I+G =I,+G,

= 100
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Find Y, , Injection = Leakage Approach
Case 3: Open economy, with Government

=-C,-(1-b)T,+(1-b)Y I=1, G=G, X=X, M=M+mY
At equilibrium
S+T+M = I+G+X
-C,-(1-b)T,+(1-b)Y+T,+ M, +mY = I +G_ +X,
(I-b+m)Y = C, +I +G_ +X,-M, +(1-b)T,-T,
Ye = 1 (C,=bT,+I +G, +X,—M,)

1-b+m

S+T+M=-C_,+DbT,+ M+ (1-b+m)Y I+G+X =I,+G,_+ X,
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Numerical Example (Homework #5)
Case 3: Open economy, with Government

1. Finds equilibrium national income

C =80+ 0.4Yd using injection = leakage approach
T =50+ 0.6Y 2. Draw graph show equilibrium national income
G =30 3. Finds multipliers of all autonomous variables

and explain the meaning of those multipliers
T=10+0.1Y

4. If autonomous government spending
X = 40 Increase 4 units, and autonomous tax increase
20 units, find the new level of national income

M =20+ 0.16Y

5. From question 1 and 2, if current income
equals to 700 Baht (Not at the equilibrium
iIncome, what would be the adjustment
process? Explain.

Note Y4=Y-T
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3.3.3 Changes in equilibrium and adjustment to
new equilibrium

DAE
DAE= C+I+G+ (X-M)
IfCorIorGorX-Mchange
Y
I+G+X, il _
S+T+M DAEA ==) DAE shift

Changes in any factor
(rather than Y) that affect
DAE will resultin a

shift of DAE

104



3.3.3 Changes in equilibrium and
adjustment to new equilibrium

IfI7 == —> —>
when DAEA
to DAE, - - -
—> —> —>
1
when DAE A YA for how much ? i

==) Calculate from

eg. from IA e
multiplier
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3.3.3 Changes in equilibrium and
adjustment to new equilibrium

DAE
In the case of closed economy,
without government
Y From equilibrium condition
IS

From equilibrium condition
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« . - Rati ween chan In incom mpar
Multiplier atio between changes come compared to

it changes in autonomous spendin = C.+
(revisit) J P J C =CarbY
(Case of closed economy without government) | =1,
For example _, 5

When 11 X 7 7 i 7 e

whenI? == = vy 1 for how much depends on MPC and MPS

If MPC =0.6, MPS=0.4 :
1stround income

Contractor pays of all owner of

If.I.Tl’OOO sz[\y tc:_ —) SUAEIFS @F RIS @ factor of production
million Bahtto E=y construction production including altogether will 1
built a factory contractor profits for contractor 1 OOOgmiIIion Baht
as an entrepreneur ’
compensation @
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Multiplier (revisit)

when |1

1,000
million Baht

Y 1 =1,000 + 1000(0.6) + 1000(0.6)(0.6) + 1000(0.6)(0.6)(0.6) + ...

I71,000
Million Baht
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Multiplier

Investment multiplier = L = .

-~ MPC? = Investment multiplier

~ MPSt =5 Investment multiplier
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Closed economy without government

Casel [C=C_+bY I=T1,
At equilibrium Y =Ca+DbY + I,
Y = DAE Autonomous
Y-bY=C,+1I, Consumption
Y=C+1 multiplier
Y(1-b)=C_+ I,
_ Autonomous
v=_1 (Ct1L) Investment
(1-b) multiplier
ifc,t1unit =) Y? = _1_unit
1-Db
ifT ~punit =p Y1 = L unit

1-b
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Closed economy without government

Case 2 C=C,+bY  I=1I,+dY

At equilibrium Y =C_+bY + [, +dY

Y = DAE
Y-bY-dY=C,+1I, Autonomo_us
Y=C+1 Consumption =
Y (1_ b-d) — Ca + Ia multiplier
Autonomous
L= L (Cat L) Investment ~
(1-b-d) multiplier
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3.4 Paradox of Thrift
Closed economy,
Casel TI =Autonomous investment I =I, withoutgovernment

Existing Equilibrium S=S,,1=1;,Y =Y, If people change behavior to save more

S

Y=C+S when Y St mm o) ) o)
) stay the
same Y| $=m @

St = = = w - = =
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3.4 Paradox of Thrift
Case 1 continue

Y > St b/c of multiplier St =5 C | =) DAE | =) Y | =) C |

AY >AS ~
AS1T=AC |

S0, St — Y| for how much depends on multiplier effect.

If consumption multiplier= __ 1 , AY=__1 AC
1-MPC 1-MPC

* In short run if we want to stimulate economy we should |S, 1C
In long run we should 1S so that there could be fund for future investment

» Fallacy of composition
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: _ Closed economy,
3.4 Paradox of Thrift I=1I,+dv =~ government

Case 2 I = Autonomous Investment + Induced investment

S I When S line shifts fromSto S’

= I, +dY

.St =

e S 17t e Y 7 g Y 7 il

when S71, in the case of induced investment Y| > the case of autonomous
investment b/c there exists the effect from | in | 114



3.5 Inflationary and deflationary gap

GDP gap = When national income is more or

less than iIncome at the full
employment level

Potential Output or Full Employment Output
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3.5.1 (Inflationary Gap)

* DAE > DAEF , existing DAE is
higher than DAE corresponding to
Y =DAE gross output at full employment

DAE

DAE
eaty, =

45‘\ Y
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3.5.2 Deflationary Gap

DAE

45°

= DAE

AE

* DAE < DAEF , existing DAE is
less than DAE corresponding
to gross output at full
employment

caty: =
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3.6 Keynesian, Classical and Non-
Keynes non-classic concept

=) [Economy operates lower than full

Keynes employment level

=) \When DAE changes, price doesn’t change
Classic == Economy operates at full employment level

= When DAE changes, price changes

Non-Keynes == Economy operates lower than full
non classic employment level

== \When DAE changes, price changes
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3.6 Keynesian and Classical concept

DAE Y = DAE Suppose composition of
DAE changes such as C 1
DAE,
=) =)
In Non-Keynes ) )

non-classic case

In Classical case ™= —>
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3.6 Keynesian and Classical concept

DAE Y = DAE
DAE,
DAE,
DAE,
s Y
Y Ye X
< Classical case (Y;)
0 <—— Non-Keynes Non-Classic case (Y;)
> Keynes case (Y,)
Change in Y in Change in Y in Non-

Keynes case

Multiplier effect in
Keynesian case

Keynes Non-Classic case

Multiplier effect in Non-
Keynes Non-Classic case

Change in Y in
Classical case

Multiplier effect in

Classical case
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