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Macroeconomic equilibrium

By the end of this chapter, you

o identify the equilibrium level

o use a diagram to explain the
the short run

discuss the difference
new classical (free market)
macroeconomic equilibrium

explain and illustrate
level of national income
income will result in an i

explain the nature and
of injections on national inr

calculate the value of the

illustrate the multiplier effect

Remember that national income is equivalent to the level of output
that a country produces and is a key sign of the economic health
of an economy. The actual level of output, and i1s corresponding
price level, are delermined by the interaction between aggregate
demand and aggregate supply. Our next important concept is that
of the equilibrium level of national income (or output). Simply
put, the equilibrium level of national income is where aggregate

demand is equal to aggregate supply. But, as shown in the previous
chapter, economists distinguish between a short-run and a long-run
aggtegare supply curve; therefore we have a short-run and a long-
run macroeconomic equilibrium.

Although we don't get into a detailed look at unemployment and
inflation until Chapters I7 and I8, there are conslant references
to these two major macroeconomic topics in this chapter.
Joblessness and rapidly rising prices are a signilicant problem in
any economy.

Short-run equilibrium output
The economy is in short-run equilibrium where aggregate demand
equals short-run aggregate supply (SRAS). Graphically, it looks
very much like the short-run equilibrium for a particular market,
but of course the labels on the axes are different, as shown in
Figure 16.1.

The economy is in short-run equilibrium where aggregate demand
equals short-run aggregate supply, producing an output level ol Y at
the price level of P The output p{oduced by the economy is exactly
equal to the total demand in the econorny and so there is no reason
Ior producers to change their levels of output. Because aggregate

demand is equal to aggregate supply, there is no upward or
.H2:,
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downward pressure on the price level. In other words, there is no
inflationary or deflationary pressure. As long as nothing changes to
influence AD or AS, the economy rests at this equilibrium.

Long-run equilibrium output
The long-run equilibrium is where aggregate demand is equal to
long-run aggregare supply. Given that there is disagreement among
economists as to the shape of the long-run aggregate supply curve,
we distinguish between the Keynesian equilibrium output in the long
run and the new classical equilibrium output.

New classical p€rspective
According to new classical economists, the economy will always
move towards its long-run equilibrium at the full employment level
of output. Thus, the long-run equilibrium is where the aggregate
demand curve meets the vertical long-run aggregate supply curve as

shown in Figure 16.2.

The impact of any changes in aggregate demand will be on the
price level only. This is illustrated in Figure 16.3, where an increase
in aggregate demand from ADr to AD2 results in an increase in the
price level from Pr to P2 without any increase in the level of real
output.

It is valuable to look at the adjustment from the short run to the
long run in order to understand the new classical perspective. The
Keynesians and new classical economists agree on the shape of the
short-run aggregate supply curve, but, as stated above, the new
classical economists argue that the economy will always move
automatically to its long-run equilibrium. The word "automatically"
in the last sentence means "without any government intervention"
and illustrates the significance that the new classical economists place

on free markets. In their view, there may be a short-run increase in
output if there is an increase in aggregate demand, but the economy
will always return to its long-run equilibrium.

The new classical perspective showing a combination of the short
run and the long run is illustrated in Figure I6.4 and l6.5.Initially,
the economy is at its long-run equ ibrium at Yt. If there is an
increase in aggtegale demand, ADr to AD2, due to changes in any of
the components of aggregate demand then, in the short run, there
will be an increase in output from Yt to Yr. In this case the economy
would be experiencing what is known as an inflationary gap, where
the economy is in equilibrium at a level of output that is greater
than the full employment level of output. This is illustrated in
Figure 16.4. However, according to the new classical economists, this
is anly possible in the shon run. It is possible for output to increase

along the short-run aggregate supply curve by paying existing
workers overtime wages as a short-term solution. But as the economy
is originally at the lull employment level of output, there are no
unemployed resources. In their effort to increase their output, the
firms in the economy are competing for increasingly scarce labour
and capital and, as the diagram shows, the increase in aggregate
demand results in an increase in the price level from Pr to P, as
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Figure 16.2 The new classical
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shown in Figure 16.5. The increase in the average price level means
that, on average, a// prices in the economy have flsen as the firms
bid up the prices of the factors of production in order to increase
their output. The rise in the pdce level means an increase in costs to
firms as the prices of the factors of production (e.g. the prices of
Iabour, raw materials, and capital) have risen. At this point, you
must remember what happens to short-run aggregate supply when
the costs of production rise. The result is a shift in the short-run
aggtegate supply from SRASr to SRAS2. Although firms were willing
to supply a higher level of output due to the higher prices they were
receiving in the short run, their higher costs of production result in
no real gain, so they reduce output back to Y{. The final result is that
output returns to its full employment level, but at a higher price
level (P3).

We can use similar analysis to see what happens if aggregate
demand falls. Consider Figure 16.7. Originally, the economy is
at its long-run equilibrium where AD1 intersects wilh SRAST, at
output Yr and price level P1. A fall in aggregate demand from ADr
to AD2, due to changes in any of the components of aggtegate
demand, results in a fall in the level of national output fuom Yr to Yl
and a decrease in the price level. In this case, the economy would
be experiencing what is known as a deflationary gap, where the
economy is in equilibrium at a level of output that is less than the
full employment level of output. This is illustrated in Figure 16.6.
In the short run, the economy will produce at less than full
employment output, however, this deflationary gap will not persist.
The fall in the price level rneans that the prices of the economy's
factors of production have fallen. This is shown in Figure 16.7. This
means that firms' costs of production fall and this results in a shift
in the short run aggregate supply from SRASI to SRAS2. As the
diagram shows, the economy returns to its long-run equilibrium at
the full employment level of output, at a lower price level.

The diagrams and explanations illustrate the new classical perspective

oI the long-run equilibrium in the economy. What is important is the
conclusion that the long-run equilibrium level of output is equal to
the full employment level of income and that the economy will move
towards this equilibrium without any government intervention as a

result of free market forces. According to this model, an increase in
aggregate demand will be purely inflationary in the long run and
thus there is no role lor the government to play in trying to
deliberately steer the economy towards lull employment. Although
there may be deviations from full employment in the short run, new
classical economists would not see a role for the government in filling
these gaps. They would recommend leaving the economy to market
forces, rather than using government policies to manage the level of
aggregale demand.

Keynesian perspective
In each case the equilibrium level of output is where aggregate
demand is equal to long-run aggregate supply. According to the
Keynesian economists, howeve! this equilibrium level of output may
occur at different levels. Significantly, they believe that the economy
may be in long-r-un equilibrium at a level of output below the lull

O VY.
Real output (Y)

Figure 16.5 The new classical perspective

of the impact of an increase in AD in the
short run and in the long run
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employment level of national income (Yr). This will be the case if the
economy is operating at a level where there is spare capacily. In this
view, the equilibrium level of output depends mainly on the level
ol aggregate demand in the economy. Figure I 6 . 8 illustlates this
important view of the Keynesian perspective.

If aggregate demand is at the level shown in Figure 16.8, then
equilibrium will occur at a real output level of Y with a price level
of P. As noted in the previous chapter, aggregate supply can be
perfectly elastic because of the existence of spare capacity, with
high levels of unused factors oI production such as unemployed
workers and/or underutilized capital. It is important to observe that
in this case, the equilibrium level of output is below the full
employment level of output. we say that there is a deflationary gap

whereby the level oI aggregate demand in the economy is not
suf{icient to buy up the potential output that could be produced by
the economy at the full emplol.rnent level of output. This may also
be referred 1o as an output gap and, though not easily measurabJ.e,

could be shown as the distance from a point inside a country's
hypothetical production possibilities curve to a point on the curve,
as shown in Figure I6.9.

In the Keynesian view, aggregate demand can increase such that
there is an increase in the level of real output, without any
consequent increase in the price level. This is shown in Figure I6.I0.

If there is an increase in aggregate demand from ADr to AD2, then
there will be an increase in rea-l output from Y, to Y/ but no change

in the price level. This is due to the existence of spare capacity in the
economy. Producers can employ the unused factors of production
to increase output with no increase in costs. Thus, there is no
inflationary pressure.

If aggegate demand increases further, to ADr in Figure 16.1 1, then
the economy starts to experience inflationary pressure as available
factors oI production become scarcer and their pdces are bid up. The
price level rises ftom Pr to P2 to compensate producers for their
higher costs.

II the economy is operating at full employment and there is an
increase in aggregate demand, then the outcome will be "purely
inflationary". That is, there is no increase in output and the only
change is an increase in the price level. This is because it is impossible
for the economy to produce any further increase in output in the
long run, given the existing factors oI production. This is illustrated in
Figure I6.12.

An increase in aggregate demand from ADr to AD2 results in no
change in output as the economy cannot produce output beyond the
full employment level of output. The only impact is an increase in
the price level lrom P1 to P2. We say that there is an inflationary gap

whereby the level of aggregate demand cannot be satisfied given the
existing resources. As a result, the price level rises to allocale the
scarce resources among the competing components oI aggregate

demand, i.e. consumers, producers, the government, and the
foreign sector.
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Demand-side policies
The diagrams and explanations illustrate the I(eynesian perspective
of dilferent possible long-run positions of the economy. What is
important is the conclusion that the long-run equilibrium level of
output is not necessarily equal to the full employment level of
income and that the economy can become stuck in equilibrium at a
level of output that is below full employment. This has significant
implications lor the role of the government in the economy.
Governments seeking to intervene, to steer the economy towards
full employment, will use demand-side or demand management
policies. These involve the fiscal and monetary policies introduced
in Chapter 14. Expansionary policies are used to increase aggregate
demand to increase the equilibrium level of output as in Figure 16.I0.
Increasing the level of output implies an increase in the demand for
labour and so such policies are designed to reduce unemployment.
Contractionary policies are used to decrease aggregate demand to
reduce the inflationary pressure that is caused when the price
level rises.

Student workpoint 16.I
Be a thinker
Using the Keynesian model, draw an ADIAS diagram with AD at a level
that creates a deflationary gap. Show and explain what can happen if
the government wants to reduce unemployment and does so by using
expansionary fiscal policy.

Eo
o

lohn Maynard Keynes (1885-,]946)

Keynes (pronounced Canes) was one of the most
influential economists of the hNentieth century- He was
born in Cambridge, England into a highly intellectual
family and was educated in the elite academic British

institutions of Eton and Cambridge. Although highly
intelligent, Keynes did not dwell exclusively on
academics, but found ample time for literary pursuits

and political activities. He was wellknown for his

connection with the progressive literary Bloomsbury
Croup in London, which included many intellectuals
such as Bertrand Russell and Virginia Woolf. He joined

the British civil service in 1906. ln order to enter the
civil service he had to write entrance examinations and,
ironically, he was not as successful in his economics
exam as one might expect-but as he explained later,
"l evidently knew more about economics than my
examiners."

Following a short period with the civil service, he went
back to study at Cambridge and then went to work at

the British Treasury He was the principal representative
of the British Treasury at the Paris Peace Conference in
Versailles in 1919, but he was very much against the

conclusions of the conference in
which Cermany was expected
to make massive payments to
the Allied countries as

reparations for World War One.
As a result, he resigned from the
Treasury and wrote lhe Economic
Consequences of the Peoce. His argument was that it
would be impossible for Cermany to pay the amounts
demanded of it. He predicted that the consequences
would be very damaging and he turned out to be
quite right.

The views for which Keynes is most well-known
were published in 1936 in The Aenerol Theory of
Employment, lnterest ond Money. lt was based on his

study of the increasingly poor British economy in the
1920s. Prior to his time, the governing economic
orthodoxy was that of the classical economists, who
believed in loissez foire and minimal government

intervention. Keynes, however, observed that the
persistent levels of high unemployment of the 1920s

€r96



o-
were not going to disappear if left to market forces. He

explained the problem in terms of a shortage of
aggregate demand in the economy and promoted the
idea that the government should intervene in the
econorny to fill the gap. The theories established by

Keynes were adapted to create the Keynesian long run

aggregate supply curve that we use in this chapter
According to Keynes, the Sovernment should run a

budget deficit during a period of low economic activiry

spending more than it earned in tax revenues. Such

demand management policies are the core of
Keynesian economics. They became the new economic
paradigm and remained so until the late 1960s and

early l97Os, whec they <are under ,ncreasin8

challenge from the new classical school of thought.

During the 1970s and through the l9B0s and l99os the

paradigm that dominated economic policy-making in much

of the more developed countries was the new classical

model. ln the l98Os the economic policies followed by
political leaders in Creat Britain (Prime A/inister Alargaret

Thatcher) and the United States (President Ronald

Reagan) were very much oriented to the free-market

supply side policies and very much against the demand-

management strateSies of previous policy rnakers. ln fact, it

was not uncommon to read in certain circles that

Keynesian polices had been rejected outriSht.

However, during what have come to be known as the
Creat Recessions af 2oo7-2OO9, there was a revival

of Keynesian-style policies. Due to falling levels of
consumption and investment and the rapidly rising

unemployment that accompanied this, there was a

perception
amonS many
that economies
were stuck
in deflationary
gaps that
required
government
intervention.
Covernments
in many
countries
developed
fiscal stimulus
packages

involving a range of expansionary fiscal policy tools.

At the time of writinS, the outcome of the massive

expansionary policies remains unclear and opinions

remain divided. On one hand, it is possible that they

have lifted economies out of recession, and if this is
the case then I\,4r. Keynes is certainly to be thanked.
On the olher hand, the enormous debts that countries
have accumulated in spending their way out of
recession might cause much damage in the future
(and even another recession) when taxes have to be

raised and government spending cut to finance the

debt. By the tire you read tt'is course con-pdnio'l
there is likely to be some conclusion about whether

the expanslonary Keynesian tactics were the
appropriate solution or notl
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Student workpoint 16,2
Be a thinker
Using the new classical model, draw an AD/AS diagram with the

economy in short run equilibrium at the full emPloyment level of

income. Show and exp ain what can happen in the short run and the

long run if the Sovernment were to increase its government spending

Changes in long-run aggregate supply
Rerncmber from Chapter 15 that a country's long-rurt aggregate

suppty is bascd on the quantity arrd quality of its factors of
production and that these change. Thcrcfore. the full entployment
Icvcl of output also changes. As economic Srowth occurs, the LRAs

curve shifts to the right. As noted earlier. this represcnts an increase

in the potential outpul of the economy. A country seeking to incrcasc

the rate of economic growth and the full cmployment level of real

output will use supply-side policies to increase the quantity or
improve the quality of its factors of production. The impact of such

;
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Figure 16.13 The Keynesian PersPective
of the impact of an lncrcase in the LMS

when the economy is operating below
full employment 197
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policies depends to a large extent on the view of the economy that
onc takes.

For Keynesian economists, the impact of an increase in thc LRAS
depends on the inilial equilibrium position of the economy. II the
economy is opcrating below the fu)l cmployment level of output,
then the increase in Lhe long-run aggregatc supply will have no effect
on the equilibrilrfii output, as shown in Figure 16.I3.

The economy is initially in equilibrium at Y below full employmenL.
An increase in the long-run aggregate supply increases thc potential
of the economy to producc a higher level of output, but thc aggregate
dernand is not sulficient to buy up this porential- The equilibrium
will remain at Y. While l(eynesian cconomists certainly do not
undercsLimate the importance of supply-side policies in achicving
economic growth, this cmphasizes their view thaL Lhc government
must intervene if the economy is operating below full cmployment.

An increase in the long-run aggrcgate supply from a new classical
view?oint will have an entirely lavourable impact as shown in Figure
16.I4. There will bc al increase in the full employrncDt lcvel ol
income from Ylto Yi2 and a lall in the price level from Pr to P2. This
is why such economists are sometimcs relerred to as "supply-side
economists". According to this vicw, supply-side policies are thc most
cllectivc way of achieving a country's macroeconomic goals.

0 Y, Yr

Real output (Y)

Figure 16.14 The new classical

perspective of the impact of an

increase in the LRAS
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Paradigm shift
In Theory of Knowledge, you might come across the
concept of a "paradigm shift". ln 1962, Thomas Kuhn
introduced this concept in the natural sciences to
explain that advances in science do not come about in a

gradral evolrriorary mdlne', but occur in a

revolutionary way as scientists actually change the
complete way that they look at the world. According to
Kuhn, all scientists work within a given paradigm. This
is essentially a framework that explains and justifies
the theories of their discipline. There are different
paradigms in different fields; for exampie, the theoretical
paradigm on which all chemists base their work is that
matter is composed of atoms rnade up of negatively-
charged electrons surrounding a positively-charged
nucleus. Within a given discipline, the vast majority of
theorists accept the paradigm. lt forms the basls of all

their thinking and it accurately explains and justifies all
the knowledge within that discipline.

AccordinS to the theories of Kuhn, paradigms are strikingly
resistant to change. lf anomalies occur that cannot be
explained within the paradigm they tend to be
disregarded. However, it is possible for paradigms to shift.
l! a sign'l;canr "unbe, of anomalies arise, it mdy come to
the point where the existing framework of theories can no
longer reliably account for the discrepancies. There may
be some times when the scientists cling to their old

framewor( believing that the discrepancies are the
exception rather than the rule, but, ultimately, the old
paradigm is dlscarded as it cannot account for mounting
evidence against it. Thus a scientific revolution occurs.

The clearest example of this in the naturaL sciences
involves the scientific revolution in which the dominant
world view that the sun, planets, and the moon revolved
around the ea(h, as established by Ptolemy in the first
century was eventually replaced. For about 2000 years

this paradigm was widely accepted in spite of the
number of anomalies that occurred. ln the 1530s

Copernicus presented a radical challenge to the
Ptolemaic paradigm in presenting the heliocentric system
whereby the eafth revolves around the sun. For dt least d
century this view was so unacceptable to astronomers
and the church that one of the followers of his ideas was
actually burned at the stake in 1600. lt was considered
to be heretical to challenge the view that Eanh was at its
Cod-given position at the centre of the universe.
Ultimately, the work of many scientists, including lsaac
Newton, was instrumental in establishing the heliocentric
system as the new paradigm for astronomers. This is

known as a paradigm shift.

Kuhn's work illustrates a common feature of humankind.
All disciplines have certain ways of looking at things that

€198
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tend to be farrly entrenched. When new ideas come
along that challenge the paradigms that Suide theorists

in a given field, it is very difficult to accept them. ln

slang terms, we could say that it is "hard to think
outside the box.'

We can apply this principle to economic theories.
Before the time of John Maynard Keynes, the main

economic theories were based on the work of the
classical economists, whose paradigm rested on a

belief in the power of the {ree market to achieve the

most efficient allocation of resources and a conviction
that there should be minimal government intervention
in the economy. This was essentially the paradigm

among most economists and thelr views were widely
accepted among Western Sovernments. The massive

unemployment of the 1950s presented an anomaly;

according to the theories of the paradigm, such

unemployment should not persist. Thus, governments
were not encouraged to intervene to help solve the
problem. Keynes' proposition that it was actually

government's responsibility to intervene to PUmp
aggregate demand into a sluggish economy took a

very long time to be accepted, as it was such a

challenge to the guiding paradigm. Ultimately it was

=
o
o
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The multiplier effect
If a government decides to fill a dcllarionary gap by increasing its

own spcnding, the final increasc in aggregate demand will actually be

g.reater than the amount of spending. In lact, any increase in
aggregate demand will result in a proportionaLely latger increase in
national income. This is explained by the multiplier efferl In order to

understand this concept, it is necessary to remember Lhc concepts of
injecLions and withdrawals introduced in Chapter 13.

Government spending and business investment are injections into
thc circular llow of income and any injections arc multiplied through
the economy as people receive a share of the income and then spend

a part ()1 what they receive.

For example, a government spends $l00 million on a school building
project. This $100 million goes to a vasl number of people for thc
factors oI production that they provide. The money goes as income

for Lhe labour provided by people such architects. engineers, builders,

electdcians, plumbers and designers. The providers of the capital and

raw materials such as concrete. steel, minerals. water, and clcctticity
also receive a share ol this spending. So, $ 100 million ends up as

incomc in the pockets o1 people who provide the Iactors of
production for the building project What do rhe people do with this
income? Somc of it goes back to thc government as taxcs, sone of it
is saved, some o1 it is spent on lorcign goods and serviccs, and the
rest is spent on domesticalJy produced goods and services. You sltould

recognize the first Lhree options as withdrawals from the circular Tlow

of income. The money Lhat is spent goes as incomc to a new set of

l5 'u l\4acroeconornic equilibrium IIII!

accepted, as government after government realized

that demand management could be used to fine-tune

the economy. For approximately 30 years, Keynesian

demand theory became the new paradigm that guided

economic policy.

It should be noted, however, that a paradism in the

social sciences will be less rigid than a ParadiSm in the

natural sciences and may not satisfy all theorists within
the t.ela. for example. whi.e Keyne'ian economtcs

dominated much public policy, there was always some

opposition to the theories derived from the tenets of

the paradigm. There were still classical economjsts

opposing Keynesian economic policies and, by the
l97os, economic circumstances had changed so

considerably that Keynesian policies were no longer

widely acceptable.

Then, in 2008, there was a revival of Keynesian theory

as his ideas made their way back into policy, although

again there were opponents. Whether those oPPonents

were "right" to challenge the demand-side intervention

of economic policy makers is a question that cannot be

answered with a simple yes or no. This Sives rise to a

number of knowledge issues.
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recipicnts. who then bchave in the same way-they pay some in
taxes, sorne is saved, some is spent on imports, and thc rest is spent
on domestic goods and services. During each ,,round,,, some incomc
is withdrawn lrom the circular llow and somc stays to be re-spcnt.

Consider this simplified numerical example. The govcrnment spends
$100 million in an economy. In the economy, the average bchaviour is
observed as follows: 20% of all additional income goes to taxes. l0y. is
saved, and I 0 7' is used to buy imports of goods and scrvices. This
means thaL the remaining income, which represents 60% of all
addiLional income, is spcnt on domestic goods and services. This is
known as the marginal propensity to consume (Mpe and is expressed as
a decimal. In this particular economy the MpC is 0.6. When the
governl]ent spends its gl00 million, it goes to people such as
architects, plumbers, engineers. electricians, providers of raw materials,
etc. They pay $20 million in taxes, gl0 million leaks from the circular
Ilow as savings. and $ l0 million is spent on imports. The rest, 960
milLion, is spent. They spend it on a wide rangc of things such as food,
clothing, enterLainrnent, books, and car repairs, and the recipicnts of
this $60 million behave in the same way, wrtin 4oyo leaving the circular
llow and 60% remaining to be re-spent as other people's income.

Table 18.2 illustrates thc rounds of spending and rc-spending.

lnitial spending by government in $millions

2nd round ofspending = 600/0 of 100

3rd round of spending = 60% of 60

4th round of spendinS = 600/0 of 36

5th round of spending

6th round of spending

7th round

8th round

9th

1oth

th

t2th

r3th

r4th

I8th

t6th

lSth

18th

t gth

20th

Total spending including initial spending by government

Table lB.2 The multiplier effect

r00.00

60.00

36.00

21.60

12.96

7.18

4.67

2.80

r.68

1.01

0.60

0.36

0.22

0.13

0.08

0.05

0.03

0.02

0.01

0,01

249.99

Thc linal addition to national income, when all the money has been
spent and rc-spcnt, amounts to $250 million, i.e.2.5 times the
original goverrment spending of $100 million. In this example, the
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multiplier is equivalent to the value 2.5. Any injection into the
circular flow of this economy would contribute 2.5 times its amount
to national income.

Rather than complete a rather complicated table to find the value of
the multiplier, there are formulas that can be used. The value of the
multiplier can be calculated by using either the marginal propensity
to consume (mpc) or the value of the marginal propensity to
withdraw (mpw). The mpw is the value of the marginal propensity to
save (mps) plus the marginal rate of taxation (mn) plus the marginal
propensity to import (mpm).

Formulas:

rhe multiplier = f+" oR *dT+*T *rt : #w
From the example above, where the mpc = 0.6, the multiplier is:

I --L:"l-0.6-oA-'''
or

the mps = 0.I, mrt : 0.2, and the mpm : 0.1, the multiplier is:

I - I -r.0l*02+ol

Any change in any oI the withdrawals from the circular flow will
result in a change in the economy's multiplier. If the taxation rate
increases, for example, then the value of the multiplier will fall ff the
marginal propensity to import falls, then there will be al increase in
the multiplier.

If a govemment is planning to intewene to try to fill a deflationary
gap, it must have some idea oI two things. First, it must try to
estimate the gap between equilibrium output and full employment
output. Second, it must have some estimate of the value of the
multiplier so as to be able to judge the suitable increase in aggregate

demand that is necessary to inject into the economy in order to fill
the gap. The difficulties in estimating both of these values illustrate
one of the limitations of government fiscal policy aimed at managing
aggtegate demand in the economy.

!Y

a,

t

Example
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Studentwot*point I6.t
Be a thinker
Show your workings for each of the following.

I An economy has a marginal propensity to consume of 0.8. Glculate:

a its marginal propensity to withdraw

b is muhiplier

c the amount of injections that would be needed if national income
is to rise by $t0 million.

2 ln a country the marginal propensity to save is O.l, the marginal rate of
taxation is 0.3, and the marginal propensity to import is 0.1. How will
the value of the multiplier change if the government lowers taxes, such

that the marginal rate of iaxation drops to 0.2?

EXAMINATION QUESTIONS
Papel l, part (a) questions

I With the help of a diagram, explain the difference between the equilibrium level

of output and the full employment level oi output.

2 With the help of a diagram, explain the effects of an increase in long-run
agSregate supply on national income and the price level.

t With the help of a dia8ram illustrating the new classical perspective, explain how an

increase in aggregate demand will affect an economy in the short run and the long run.

HL Creating your own numerical example, explain two factors that would cause the
value of a country's multiplier to increase.

Paper l, €ssay question

I a Explain the components of aggregate demand.

b Evaluate the extent to which an inoease in aggregate demand is beneficial

for an economy.

[to norks]
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