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Q.1. Define Macroeconomics.

Ans. Macroeconomics is the branch of economics that studies the
behavior of an economy as a whole, focusing on aggregates like national
income, employment, inflation, and growth.

Q.2. State two main features of Macroeconomics.
Ans. (i) Deals with aggregates (income, output, employment). (ii)
Concerned with economy-wide problems and policies.

Q.3. Difference between Micro and Macro economics (any two).

Ans. Micro studies individual units, Macro studies aggregates. Micro
focuses on price determination, Macro on income/employment
determination.

Q.4. Mention one importance of Macroeconomic study.
Ans. It helps in framing government policies for economic stability and
growth.

Q.5. What are macroeconomic variables?
Ans. Variables such as national income, GDP, inflation, unemployment,
investment, etc.

Q.6. Define National Income.
Ans. National Income is the total monetary value of all final goods and
services produced in an economy during a year.

Q.7. State one method of measuring National Income.



Ans. Income Method — by summing all factor incomes (wages, rent,
interest, profit).

Q.8. Mention one difficulty in measuring National Income.
Ans. Problem of double counting.

Q.9. What is Circular Flow of Income?
Ans. It is the continuous flow of money, goods, and services between
households and firms in an economy.

Q.10. State Keynes’ Psychological Law of Consumption.
Ans. As income increases, consumption also increases, but by less than
the increase in income.

Q.11. Define Consumption Function.
Ans. The functional relationship between consumption expenditure and
disposable income.

Q.12. What is Absolute Income Hypothesis?
Ans. Consumption depends directly on the current level of absolute
income.

Q.13. Define Relative Income Hypothesis.
Ans. Consumption depends on income relative to the income of others,
not just absolute income.

Q.14 Define Permanent Income Hypothesis.
Ans. According to Friedman, consumption depends on long-term
average or permanent income rather than current income.

Q.15. Define Investment.
Ans. Investment is the addition to the capital stock of an economy, such
as new plants, equipment, or inventories.

Q.16. Mention two types of Investment.



Ans.(i) Induced Investment (depends on income level) (ii) Autonomous
Investment (independent of income).

Q.17 Define Marginal Efficiency of Capital (MEC).
Ans. MEC is the expected rate of return on an additional unit of capital
asset.

Q.18. National Income in a 2-sector economy is determined by?
Ans. By the equilibrium between aggregate demand and aggregate
supply (C+1=Y).

Q.19. State one assumption of Classical theory of employment.
Ans. Full employment is the normal condition of the economy.

Q.20 Mention one objection of Keynes to Classical theory.
Ans. Keynes argued that wage flexibility alone cannot ensure full
employment.

Long Questions with Answers

Q.1. Explain the nature and scope of Macroeconomics.

AnNS. Macroeconomics analyzes an entire economy's performance, focusing on
aggregate variables like national income, total employment, general price levels, and
economic growth. Its scope includes understanding and influencing these aggregates
through fiscal and monetary policies to manage inflation, unemployment, and promote
long-term economic growth. Key areas of study are national income, unemployment,
inflation, economic growth, and business cycles, providing insights for governments to
maintain economic stability and welfare.

Nature of Macroeconomics

Aggregate Focus: Macroeconomics studies the economy in its entirety, aggregating
individual economic units into broad concepts.

Economic Theory: It is often called the theory of income and employment, as it seeks
to explain what determines a nation's total output, income, and employment levels.
Broader Perspective: It offers a multi-dimensional perspective on economic issues,
examining them from the viewpoint of the entire national economy.
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Scope of Macroeconomics
The scope of macroeconomics is extensive and covers various crucial aspects of
economic activity:

National Income and Output: It analyzes aggregate measures like Gross Domestic
Product (GDP) and Gross National Product (GNP) to assess overall economic activity
and national wealth.

Employment and Unemployment: It examines the causes of unemployment and
factors influencing the overall level of employment within an economy.

Inflation and the General Price Level: It studies the factors causing changes in the
general price level and rates of inflation or deflation across an economy.

Economic Growth and Development: It focuses on long-term economic growth,
considering factors like capital accumulation, technological progress, and human
capital.

Business Cycles: Macroeconomics investigates economic fluctuations, such as
periods of recession and boom (business cycles), and their impact on total output and
employment.

Monetary and Fiscal Policy: It explores how governments and central banks use
fiscal policy (government spending and taxation) and monetary policy (money supply
and interest rates) to influence the economy.

International Trade: It analyzes the impact of international trade on the economy,
including exchange rates and trade balances.

Q.2. Distinguish between Microeconomics and Macroeconomics.

ANS Microeconomics focuses on individual economic units—households, firms, and
markets—analyzing decisions about resource allocation, pricing, and consumption,
while macroeconomics examines the entire economy by studying aggregate variables
such as national income, unemployment, inflation, and economic growth.
Microeconomics uses a bottom-up approach to understand local issues like supply and
demand for a specific product, whereas macroeconomics provides a bird's-eye view of
national and global economic trends and government policies.

Microeconomics

Scope:Deals with individual economic units, such as a single firm, household, or
market.

Focus:Studies phenomena like supply and demand for a particular good or service,
individual consumer choices, firm behavior, and the determination of wages and
prices.
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Tools:Uses tools like partial equilibrium analysis and the principles of supply and
demand to understand market-specific issues.
Examples:How a rise in the price of a commodity affects its quantity demanded, or

how a particular industry's production affects resource use.
Macroeconomics

Scope:Analyzes the economy as a whole, at national or even international levels.
Focus:Addresses aggregate variables such as Gross Domestic Product (GDP), the
general price level, national income, unemployment rates, economic growth, and
monetary/fiscal policies.

Tools:Utilizes aggregate demand and aggregate supply as key tools to understand
overall economic activity.

Examples:The impact of government spending on national employment, or how

inflation affects the entire economy.
Key Differences in a Nutshell

Level of Study:Microeconomics looks at the "forest" at a granular level, examining
individual trees and their leaves, while Macroeconomics looks at the entire forest.
Objective:Microeconomics seeks to understand efficiency and resource allocation at
the individual unit level, while Macroeconomics aims to understand the overall
performance and stability of the national economy.

Interdependence:Although distinct, the two fields are complementary, with
macroeconomic conditions influencing microeconomic decisions and individual actions
contributing to the macroeconomic environment.

Q.3.What is the importance of Macroeconomic study in an economy?

ADNS. Macroeconomic study is vital for understanding and guiding overall economic
health, as it provides the framework for governments to design effective policies—Ilike
controlling inflation, reducing unemployment, and promoting economic growth—by
analyzing key indicators such as national income, GDP, and interest rates. It also helps
businesses and investors anticipate market trends and make informed decisions, while
allowing citizens to understand policies and financial news better.

For Governments & Policymakers:

Policy Formulation:Macroeconomics is indispensable for formulating economic
policies. Governments use it to determine fiscal policies (spending and taxation) and
monetary policies (money supply and interest rates) to achieve national goals like
price stability and full employment.



Controlling Business Cycles:It provides tools to manage economic fluctuations by
understanding factors that lead to booms and depressions, helping to prevent extreme
economic events.

Promoting Growth:By studying factors like investment, technological progress, and
human capital, macroeconomics identifies pathways for long-term economic growth

and development.
For Businesses & Investors:

Investment Decisions:Businesses use macroeconomic data, such as inflation and
GDP growth, to make strategic investment decisions and adapt to market trends.
Risk Assessment:A grasp of macroeconomic factors helps investors understand

potential economic futures and act with confidence, reducing uncertainty.
For Citizens:

Informed Citizenship:Macroeconomic awareness helps citizens understand
government economic policies, elections, and financial news, leading to more
informed decision-making.

Understanding Key Indicators:It provides a lens to comprehend how broad
economic indicators like inflation, unemployment rates, and national income affect
their lives and the overall economy.

Q.4. Explain different concepts of National Income.

AnNS. National income represents the total monetary value of all final goods and

services produced in an economy over a specific period, typically a year, reflecting economic
health and prosperity. Key concepts include GDP (value of goods and services produced
domestically), GNP (GDP plus net income from abroad), and NNP (GNP minus depreciation).
Measurement can occur through the product/value-added method (summing value added),
the income method (summing factor incomes like rent, wages, interest, and profit), or

the expenditure method (summing consumption, investment, government spending, and net
exports).

Key Concepts

Gross Domestic Product (GDP): The total market value of all final goods and services
produced within a country's geographic borders in a given year.

Gross National Product (GNP): GDP plus the net income earned by a country's residents
from their foreign assets and activities, minus the income earned by foreigners in the country.
Net National Product (NNP): GNP minus the depreciation (or consumption of fixed capital)
that occurred during production.

National Income (at Factor Cost): The sum of all factor incomes (wages, rent, interest, profit)
earned by residents from their contribution to production. It's NNP minus indirect taxes and

plus subsidies.
Measurement Approaches



Product/Value-Added Method:Sums the "value added" at each stage of production.
Value Added = Value of Output - Value of Intermediate Goods.

Income Method:Accounts for all incomes earned by the factors of production (land, labor,
capital, entrepreneurship) within the economy.
This includes wages, rent, interest, and profits.

Expenditure Method:Adds up all spending on final goods and services in the economy.
Expenditure = Consumption + Investment + Government Spending + (Exports - Imports).

Q.5. Discuss the various methods of measuring National Income.

AnNS. National income is measured using three primary methods: the production (or
value-added) method, which sums the value of goods and services produced;

the income method, which adds up all incomes earned by factors of production; and
the expenditure method, which tallies all spending on final goods and services. Each
method offers a different perspective on economic activity, but ideally, they yield the
same result for the national income.

1. Production (Value-Added) Method

Concept: This method calculates the monetary value of all final goods and services
produced in a country during a given period.

Process: It involves summing the "value added" at each stage of production. Value
added is the difference between the value of a firm's output and the value of its non-
factor inputs (intermediate goods).

Example: A farmer grows wheat, sells it to a miller for X amount. The miller adds
value by milling it into flour, selling it to a baker for Y amount. The baker adds value by
baking bread, selling it to consumers for Z amount. The total value added by the

farmer, miller, and baker contributes to national income.
2. Income Method

Concept: This method focuses on the total income earned by the factors of production
(land, labor, capital, and entrepreneurship).

Process: It sums up all factor payments, including wages, rent, interest, and profits,
as well as the income of self-employed individuals.

Example: An individual's wages from their job, the rent a landlord receives, interest
earned on savings, and profits of a business are all aggregated to form national

income under this method.
3. Expenditure Method

Concept: This method measures the total spending on final goods and services in an
economy.



Process: It sums up all expenditures by households (consumption), firms
(investment), government (government expenditure), and the net exports (exports
minus imports).

Formula: Y =C+ 1+ G + (X - M), where Y is GDP, C is consumption, | is investment,

G is government expenditure, X is exports, and M is imports.
Why Three Methods?

Different Angles: Each method provides a unique perspective on the economy's
performance.

Data Availability: In some cases, one method may be more feasible or provide more
accurate data than others due to data availability or conceptual challenges.
Consistency Check: The fact that all three methods should theoretically yield the
same national income serves as a crucial check for the accuracy of economic data.

Q.6. Explain difficulties in measuring National Income.

AnS. Difficulties in measuring national income include accounting for the non-
monetized sector and underground economy, the lack of adequate statistical data and
reliable information, problems with double counting of goods, calculating depreciation,
and the challenge of accurately valuing non-market activities like household work.
Key Difficulties

Non-monetized Transactions:A significant portion of economic activity, such as
household production or volunteer work, is not exchanged in a market for money,
making it difficult to capture in national income figures.

Underground Economy:The existence of illegal or unreported economic activities,
also known as the shadow economy, creates an unrecorded and therefore
unaccounted-for part of national income.

Lack of Data and llliteracy:Many countries lack robust statistical infrastructure, and
widespread illiteracy can hinder data collection from individuals and small businesses,
leading to inaccurate estimates.

Avoiding Double Counting:When calculating national income, it's crucial to only
count the value of final goods and services, not the intermediate inputs used to
produce them, which is a complex challenge to avoid.

Valuation of Non-Market Goods and Services:Placing a monetary value on
activities and goods that don't have a market price, such as unpaid domestic work or
home-grown produce, is problematic.

Calculating Depreciation:Determining the value of depreciation (the wear and tear
on capital assets) to get Net National Product (NNP) is an intricate process.
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Occupational Specialization:In some economies, there's a lack of clear occupational
specialization, which complicates the process of calculating national income by the
product method.

Q.7. Explain the Circular Flow of Income in a two-sector economy.

AnS. In a two-sector economy, the circular flow of income shows how money and
resources perpetually flow between households and firms. Households provide factors
of production (labor, land, capital) to firms in exchange for income (wages, rent, profit).
They then use this income to purchase goods and services from firms. This continuous
cycle of payments creates a fundamental exchange where factors of production lead to
goods and services, which then generate income and are spent, perpetuating the
economic loop.

The Two Sectors

Households:These are the owners of the factors of production. They supply labor,
land, and capital to firms and receive income in return.

Firms:These are the producers of goods and services. They utilize the factors of
production supplied by households to create products and sell them to households,

generating revenue.

The Flow of Money and Resources

Factors of Production Flow (Households to Firms): Households supply factors of
production (like labor and capital) to firms.

Factor Payments Flow (Firms to Households): Firms pay income to households for
these factors of production (wages, rent, interest, profits).

Goods and Services Flow (Firms to Households): Firms use these factors to
produce and sell goods and services to households.

Consumption Expenditure Flow (Households to Firms): Households use their
income to purchase these goods and services from firms.

Perpetual Cycle

This process forms a continuous loop: income received by households is spent on
goods and services produced by firms, which then allows firms to pay their employees
and continue the production cycle. This interconnectedness ensures that money and
resources flow indefinitely within the two-sector economy, as long as households and
firms rely on each other

Q.8. Extend Circular Flow to three- and four-sector economies.

AnNS. The circular flow model expands from a simple two-sector (households and firms) to
include the Government Sector in a three-sector model and the Foreign Sector in a four-
sector model. The government sector withdraws money via taxes and injects it through public
spending, while the foreign sector involves exports (injections) and imports (withdrawals),
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demonstrating the interconnectedness of an economy with itself and the rest of the world.
The Three-Sector Model
This model adds the Government Sector to the basic two-sector model.

Government's Role:The government collects taxes from households and firms (a withdrawal
from the circular flow) and spends this money on public goods and services.

Flows:

Taxes (Leakage): Money flows from households and firms to the government.

Government Spending (Injection): Money flows from the government to households (e.g.,
salaries) and firms (e.g., for infrastructure).

The Four-Sector Model

This model introduces the Foreign Sector (or external sector).

Foreign Sector's Role:This sector accounts for trade with other countries, involving exports
and imports of goods and services.

Flows:

Exports (Injection): Money flows into the economy from foreign buyers when domestic
businesses sell goods and services abroad.

Imports (Leakage): Money flows out of the economy when households and businesses buy
goods and services from other countries.

International Transactions: This sector also includes foreign exchange and international
money flows.

Overall Significance

Interconnectedness:The models show how households, firms, the government, and the rest
of the world are interdependent.

Leakages & Injections:The models highlight how money can leak out of the circular flow
(e.g., through savings, taxes, and imports) and how money can be injected back into the
economy (e.g., through investment, government spending, and exports).

Q.9. Explain Keynes’ Psychological Law of Consumption.

AnNS. Keynes's Psychological Law of Consumption posits that as an individual's or
economy's income increases, their consumption also increases, but by a smaller
proportion than the increase in income. This relationship stems from a fundamental
human tendency to consume a portion of additional income on necessities and wants,
with the remainder saved. The law also introduces the concepts of autonomous
consumption (consumption at zero income) and the marginal propensity to consume
(the fraction of additional income spent on consumption), which is always between 0
and 1.



Key Principles:

Direct Relationship between Income and Consumption:Higher income leads to
higher consumption.

Diminishing Proportion of Consumption:As income rises, people tend to spend a
smaller percentage of their total earnings.

Increased Savings:The proportion of additional income that is not consumed is
saved.

Autonomous Consumption:Even with zero income, people consume a certain

amount for basic needs, which is referred to as autonomous consumption.
Implications of the Law:

The Consumption Function:The law describes the consumption function (C =a +
bY), where 'C' is consumption, 'Y" is disposable income, 'a’' is autonomous
consumption, and 'b’ is the marginal propensity to consume.

Divergence from Say's Law:The law challenges Say's Law of Markets, which
suggested that supply creates its own demand.

Potential for Oversaving: The law implies that increased savings with rising income
can lead to a lack of aggregate demand, potentially causing economic stagnation or
depression.

Q.10. Distinguish between Absolute, Relative, and Permanent Income
Hypotheses.

ADNS. The Absolute Income Hypothesis (Keynes) posits consumption depends on
current income, leading to a falling Average Propensity to Consume (APC) as income
rises. The Relative Income Hypothesis (Duesenberry) argues consumption is
determined by income relative to others, causing consumption patterns to be influenced
by social comparison and creating a stable long-run APC but a volatile short-run APC.
The Permanent Income Hypothesis (Friedman) states consumption depends on
anticipated long-term or "permanent” income, not current income, leading consumers to
smooth consumption and ignore temporary income fluctuations.

Absolute Income Hypothesis

Proponent:John Maynard Keynes

Core Idea:Consumption is primarily determined by the absolute level of an individual's
current income.

Key Feature:As income increases, consumption also rises, but the increase in
consumption is proportionally less than the increase in income, resulting in a falling
APC and a stable Marginal Propensity to Consume (MPC) in the long run.
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Implication:This explains why, in cross-sectional data (looking at different people at
the same time), lower-income households have a higher APC than higher-income

households.
Relative Income Hypothesis

Proponent:James Duesenberry

Core ldea: An individual's consumption is influenced by their income relative to others
in their social group (relative income).

Key Feature:The "demonstration effect” causes people to want to keep up with
their neighbors' consumption standards. As a result, the APC depends on one's
relative income position.

Implication:Consumption spending is relatively stable in the long run (as relative
positions are constant), but the APC can fluctuate significantly in the short run due to

changes in income.
Permanent Income Hypothesis

Proponent: Milton Friedman

Core Idea:Consumers make consumption decisions based on their expected long-
term or "permanent" income, rather than their current or measured income.

Key Feature:Measured income (Y) is divided into permanent income (Yp) and
transitory income (Yt). Consumption is geared to Yp, while Yt (unexpected, short-term
changes) is mostly saved or dissipated.

Implication:Consumers aim to smooth their consumption over time, so temporary
changes in income have little effect on consumption. Economic policies that cause
only temporary changes in income will therefore have a limited impact on overall
spending.

Q.11. Explain different types of Investment.

ANS. Investment types can be broadly categorized into stocks, where you own a part of a
company; bonds, where you lend money to an entity for interest; mutual funds, which pool
money for professional management; real estate, the purchase of physical property; and fixed-
income options like fixed deposits and PPFs, offering predictable returns. Other options
include gold, commaodities, and newer assets like cryptocurrencies.

Here's a brief overview of some major investment types:

Stocks (Equities): Buying shares of a company means you own a small portion of it. You can
earn money through dividends (profits distributed by the company) and by selling the shares
for a higher price than you paid. Stocks offer high growth potential but also carry significant
risk.
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Bonds: When you buy a bond, you are essentially lending money to a government or
corporation. In return, you receive periodic interest payments and your initial investment
(principal) back when the bond matures. Bonds are generally less risky than stocks but also
offer lower returns.

Mutual Funds: These are investment vehicles that pool money from many investors to buy a
diverse portfolio of stocks, bonds, or other assets. A professional fund manager makes the
investment decisions. Mutual funds offer instant diversification, which helps reduce risk.

Real Estate: This involves buying physical property, such as land, residential buildings, or
commercial spaces. You can earn money from rental income or by selling the property for a
profit (capital appreciation) after its value increases.

Fixed-Income Investments: These are investments that provide a fixed rate of return and are
considered safer.

Fixed Deposits (FDs): A bank-offered investment where you deposit a lump sum for a fixed
period and receive assured returns.

Public Provident Fund (PPF): A long-term, government-backed savings scheme offering tax-

exempt returns.

Gold and Commodities: Investing in physical commodities like gold can be a way to protect
against economic uncertainty due to its stability during market downturns.

Other Investments: Depending on your goals and risk tolerance, you might also consider
investments such as Exchange-Traded Funds (ETFs), which are similar to mutual funds but
trade like stocks, and newer asset classes like cryptocurrencies.

Q.12. Explain the determination of Investment level.
Ans.

Investment decisions are made by comparing the Marginal Efficiency of Capital
(MEC)—the expected rate of return on a new investment—with the prevailing interest
rate. Investment increases as long as the MEC is greater than the interest rate,
because the investment is expected to be more profitable than the cost of borrowing.
Investment stops, or reaches equilibrium, when the MEC equals the interest rate,
indicating the expected return from the next unit of capital is just enough to cover the
cost of the funds.

How MEC and Interest Rate Influence Investment

MEC > Interest Rate: When the expected return from a new capital asset (the MEC)
is higher than the cost of borrowing the funds to acquire it (the interest rate), the
investment is profitable. This encourages firms to invest more in capital goods.
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MEC < Interest Rate: If the MEC is less than the interest rate, the investment is not
expected to be profitable enough to justify the borrowing cost. In this case, firms will
not invest, or will reduce their investment.

MEC = Interest Rate: This is the point of equilibrium for investment. At this point,
there is no further incentive to invest because the expected return from the next unit of

capital is exactly equal to the cost of funding it.
The Investment Process

New Investments: As investment in a particular asset increases, the MEC for that
asset tends to decline. This happens because producing more of an asset can lead to
falling profits (as they compete for demand) and rising production costs.

Equilibrium Point: Firms continue to invest in new capital assets as long as the MEC
is higher than the interest rate. The volume of investment will expand until the MEC
and the interest rate are equalized, at which point the investment process comes to a
halt.

Determining the Level of Investment: The level of investment in an economy
depends on these two factors: a higher MEC indicates more profitable opportunities,
while a lower interest rate reduces the cost of capital. Conversely, to increase overall
investment, either the MEC needs to rise or the interest rate needs to fall.

Q.13. Define and explain Marginal Efficiency of Capital (MEC).

AnNS. The Marginal Efficiency of Capital (MEC) is the expected rate of return on a

new, additional unit of capital investment. It's calculated as the highest expected profit
over the life of an asset divided by its cost (supply price). Investment decisions are
made when the MEC exceeds the prevailing interest rate, as this indicates the expected
return is high enough to justify the cost of the new capital.

Key Components & Factors:

Prospective Yield:The total expected net return or profit from the capital asset over
its entire lifespan.

Supply Price (or Replacement Cost): The cost of producing a brand-new asset of
that same type.

Interest Rate:The cost of borrowing funds to finance the investment.

Expected Future Conditions:Expectations about future input costs, market

conditions, and demand influence the prospective yield.
How MEC Influences Investment:
. Comparison to Interest Rate: Businesses compare the MEC to the interest rate.



. Investment Trigger: If the MEC is greater than the interest rate, the investment is
considered profitable and is likely to proceed.

. Decreasing MEC: As a firm accumulates more capital, the MEC for additional units of
capital generally decreases due to diminishing returns, or market conditions changing.

Example:
If a new machine costs [] 20,000 and is expected to yield [1 2,000 annually, its MEC
would be 10% (7 2,000/(7 20,000).

If the interest rate is 5%, the business would likely invest because the expected 10%
return (MEC) is higher than the 5% interest rate.

Significance (Keynesian Economics):
John Maynard Keynes introduced the concept to explain aggregate investment.

MEC is a crucial factor in determining the overall level of investment in an economy
and, consequently, economic growth and employment.

A decline in the MEC can lead to reduced investment, even if interest rates are low, if
expectations about future profits are pessimistic.

Q.14 Explain determination of National Income in a Two-Sector
economy.

AnNS. In a two-sector economy (households and firms), national income is

determined when planned Aggregate Demand (AD = C + I) equals planned Aggregate
Supply (Y), which is also known as planned output. This equilibrium also occurs when
planned Savings (S) equals planned Investment (1), which is the leakages-injections
approach. The equilibrium level of national income is reached when the economy's total
spending on goods and services matches its total output.

Key Concepts

Two-Sector Model:Assumes an economy with only households and firms, a closed
economy (no international trade), and no government involvement.

Aggregate Demand (AD): The total spending in an economy, consisting of
consumption expenditure (C) by households and investment expenditure (1) by firms.
Aggregate Supply (AS) / National Output (Y):The total planned output of goods and
services produced in an economy.

Consumption Function (C):How much households consume, which depends on their
income (C =cY + C,), where 'cY" is induced consumption and 'C,' is autonomous
consumption.

Savings Function (S):The amount households save, derived from the consumption
function (S=Y - C).
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Investment (I): Spending by firms on capital goods, assumed to be autonomous and
not dependent on the level of income.

Equilibrium:A state where the economy is balanced, meaning planned expenditure
matches planned output, or planned withdrawals (savings) equal planned injections

(investment).
Methods for Determining Equilibrium
. Aggregate Demand-Aggregate Supply (AD-AS) Method:

Equilibrium Condition: Y =C + 1.

Explanation: The national income is determined at the level where the total planned
spending (aggregate demand) is equal to the total planned output (aggregate supply).

Formula: Y=cY+Co+1—>Y(1-c)=Co+1 > Y =(Cp + 1)/ (1-C).

. Saving-Investment (S-1) Method:

Equilibrium Condition: S =1.

Explanation: This approach views saving as a withdrawal and investment as an
injection into the circular flow of income. The economy reaches equilibrium when these
two are equal, meaning there is no tendency for income to change.

Formula: (Y-C) =1.

Example: If the savings function is S = -600 + 0.2Y and investment is | = 1000, then the
equilibrium income is found by setting S = I: -600 + 0.2Y = 1000 — 0.2Y = 1600 — Y =
8000.

Key Takeaway

In a two-sector economy, income is determined by the interaction of consumption and
investment. Equilibrium is achieved when the economy's total spending equals its total
output, or when planned savings equal planned investment. This model provides a
fundamental framework for understanding how national income is set in the short run,
according to Keynesian theory.

Q.15. Explain determination of National Income in a Three-Sector
economy.

AnNS. In a three-sector economy (households, firms, and government), national income
(Y) is determined when Aggregate Demand (AD) equals Aggregate Supply (AS). AD
is the sum of consumption (C), investment (1), and government spending (G). The
equilibrium level of income is found where the AD line (C+I+G) intersects the 45° line, or
equivalently, where total leakages (Savings, S) equal total injections (Investment, | +
Government Spending, G). [Figure 10.16 shows this graphically, illustrating that adding
government spending leads to a higher equilibrium income].
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Components of the Three-Sector Model:

Households:Spend on consumption (C) and save a portion of their income.
Firms:Invest in capital goods ().

Government:Spends on public goods and services (G), which is a direct injection into

the economy.

Equilibrium Condition:

The economy reaches equilibrium where total planned spending equals total planned
output. This can be expressed in two ways:

Expenditure Method (Aggregate Demand = Aggregate Supply):
Y=C+1I+aG

Here, Y represents national income. Equilibrium occurs at the income level where the
sum of all spending (C+I+G) equals total output.

Leakages and Injections Approach:
Leakages: Money withdrawn from the circular flow of income.

Savings (S): Households save a portion of their income.

Injections: Money added into the circular flow of income.

Investment (I): Firms spend on capital goods.

Government Spending (G): The government spends on infrastructure, services, etc..

Equilibrium Equation: s = 1 + G

Impact of Government Spending:

Autonomous Government Spending:When government spending (G) is added to
the economy, it's considered an injection.

Increased Aggregate Demand:This injection of government spending shifts the
aggregate demand curve upward.

Higher Equilibrium Income:The new, higher aggregate demand curve intersects the
45° line at a higher level of national income.

Multiplier Effect: An initial injection of government spending also triggers a multiplier
effect, leading to a larger overall increase in national income.

Q.16 Explain determination of National Income in a Four-Sector
economy.



AnNS. In a four-sector economy, national income equilibrium is achieved

when Aggregate Demand (AD) equals Aggregate Supply (AS), meaning the planned
expenditure by all sectors (Households: C, Firms: I, Government: G, and Foreign
Sector: X-M) matches the total output (Y) of the economy. Alternatively, equilibrium
occurs when total leakages equal total injections, or Savings (S) + Taxes (T) +
Imports (M) = Investment (I) + Government Spending (G) + Exports (X), indicating a
balanced flow of money in and out of the economy.

Understanding the Four Sectors

A four-sector economy includes:

. Households: Spend on consumption (C).

. Firms (Businesses): Invest (I) in capital goods and inventory.
. Government: Engages in government spending (G).
. Foreign Sector: Involved in exports (X) and imports (M).

The Aggregate Demand (AD) Approach
AD=C+1+G+ (X=M).
Equilibrium is found where the AD curve intersects the 45-degree line (which represents

Y = AD), signifying that total planned spending equals total planned output.
The Leakages and Injections Approach

Leakages:Money that flows out of the expenditure stream (Savings: S, Taxes: T, and
Imports: M).

Injections:Money that flows into the expenditure stream (Investment: I, Government
Spending: G, and Exports: X).

Equilibrium Condition:S+T+M=1+G + X.

How Equilibrium is Reached

If AD > AS: Businesses experience a decrease in inventories, leading to an increase in
production and employment, thus increasing national income.

If AD < AS: Businesses experience an increase in inventories, leading to a decrease in
production and employment, thus decreasing national income.

. Equilibrium: The process continues until AD equals AS, where there is no incentive for
businesses to change production levels, and the economy settles at a stable national
income level.

Q.17. Explain the Classical Theory of Income and Employment.

AnNS. The classical theory posits that a competitive, free-market economy automatically tends
toward full employment and equilibrium income due to flexible wages and prices. This theory is
built on Say's Law of Markets>>, which states that supply creates its own demand, ensuring that
all goods produced will be consumed. Additionally, the interest rate mechanism ensures that all



savings are invested, eliminating the possibility of persistent deficiency in aggregate demand
and unemployment.
Key Assumptions and Principles

Full Employment is Normal: The economy is always at a full employment level, meaning
everyone who wants to work at the prevailing wage rate can find employment.

Flexible Wages and Prices: A key assumption is that wages and prices are flexible and can
adjust quickly to restore full employment in case of unemployment.

Say's Law of Markets: Production of goods generates an equivalent amount of income,
which is then used to demand other goods and services, thus ensuring aggregate demand
matches aggregate supply.

Savings-Investment Equality: The interest rate acts as a mechanism to balance savings and
investment, ensuring that any portion of income saved by households is invested by firms.
Laissez-faire System: The theory assumes a competitive market where government
intervention is minimal, allowing market forces to operate freely and resolve any temporary

imbalances.

How it Works

Labor Market Adjustment: If unemployment arises, classical economists argued that a general
cut in money wages would reduce production costs and prices.

Increased Demand: Falling prices would increase the demand for goods, leading to higher
sales and, consequently, increased demand for labor, pushing the economy back toward full
employment.

Goods Market Adjustment: If there is a deficiency in aggregate demand due to increased
savings, the fall in interest rates encourages more investment, ensuring that the saved income
is channeled into investment and thus maintains overall demand.

Implications
The classical theory suggests that the economy is self-regulating and will automatically find its
way to a full employment equilibrium without the need for government intervention.

In this model, the Aggregate Supply curve is vertical at the full employment level of output, with
price level determined by the intersection with a downward-sloping Aggregate Demand curve.

In essence, the classical theory provides a framework for understanding how flexible markets
can ensure full employment and stable income levels by aligning supply with demand through
price and interest rate adjustments.

Q.18. State Keynes’ objections to the Classical Theory.

AnNS. Keynes criticized the Classical Theory for its unrealistic assumption of automatic
full employment, failing to account for involuntary unemployment and the inability of
economies to self-adjust to full employment. He argued that Say's Law was invalid, as
saving does not always equal investment, leading to insufficient aggregate demand.
Keynes also highlighted the issue of sticky wages, where wages don't fall in downturns
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due to unions and minimum wage laws, preventing full employment equilibrium. Finally,
he argued that the classical model focused too much on the supply side, neglecting the
crucial role of aggregate demand in determining income and employment.

Keynes' Objections to Classical Theory:

Assumption of Full Employment:Keynes believed that the Classical assumption of
the economy automatically returning to full employment was unrealistic and that
underemployment was the more general situation.

Invalidity of Say's Law:Classical economists believed that "supply creates its own
demand"” (Say's Law). Keynes countered that savings could exceed investment,
creating a shortfall in demand for goods and services, which would lead to reduced
production and employment.

Wage Rigidity:Keynes pointed out that wages are "sticky downwards" and do not fall
easily during a downturn. Factors like trade union contracts and minimum wage laws
prevent wages from falling to the level required to clear the labor market.

Insufficient Aggregate Demand:Keynes emphasized that overall or aggregate
demand plays a crucial role in determining output and employment levels. He argued
that a persistent deficiency in aggregate demand could lead to a prolonged period of
underemployment.

Neglect of Effective Demand:The Classical Theory was criticized by Keynes for its
strong focus on the supply side of the economy. Keynes argued that the level of
employment and output is determined by the level of aggregate demand, or "effective
demand,"” not just the ability to supply goods and services.

Self-Adjusting Economy:Keynes also criticized the classical idea that a free-market
economy was inherently self-regulating and self-adjusting. He argued that government
intervention was necessary to correct market failures and address economic
downturns.

Q.19. Explain Keynes’ Theory of Income and Employment
determination.

AnNS. Keynes's theory states that aggregate demand determines the short-run
equilibrium level of national income and employment. Unemployment results from a
deficiency in effective (aggregate) demand, which can be rectified by increasing
government spending or investment. This theory focuses on the short-run, as
economies can get stuck below full employment due to sticky wages and prices, along
with other factors like the liquidity trap. A key concept is the multiplier effect, where an
initial increase in spending leads to a larger overall increase in income and
employment.

Keynes's Theory in Brief:
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Effective Demand:In the short run, the total level of employment and national income
is determined by the total (aggregate) demand in the economy, also known as
effective demand.

Deficiency of Demand:Unemployment is not due to a lack of willingness to work but
a lack of demand for goods and services. Firms reduce output and employment when
demand is insufficient.

Aggregate Demand Components:Aggregate demand is composed of consumption
(C), investment (1), government spending (G), and net exports (NX).

Short-Run Focus:The theory addresses short-term economic fluctuations,
acknowledging that economies can remain in a state of underemployment for
extended periods.

Price and Wage Rigidity:Unlike classical theories, Keynes believed that wages and
prices are "sticky" and do not adjust quickly to changes in demand, leading to
persistent unemployment.

The Multiplier:An increase in investment or government spending creates a ripple
effect. The initial spending leads to a greater increase in national income because of
the multiplier effect.

Government Intervention:Keynes advocated for active government intervention
through fiscal policies (like increased spending) to stimulate aggregate demand during
economic downturns and achieve higher employment.

Equilibrium vs. Full Employment: The equilibrium level of income and employment,
where aggregate demand equals aggregate supply, may occur at a level below full
employment.

Rejection of Say's Law:The theory challenges the classical belief that supply creates
its own demand (Say's Law), arguing that insufficient demand can lead to a glut of
goods and unemployment.

Q.20. Compare Classical and Keynesian theories of employment.

AnS. Classical employment theory posits an economy that is self-regulating, always
tending toward full employment due to flexible wages and prices, with no role for
government intervention. In contrast, the Keynesian theory of employment asserts that
"sticky" wages and prices can trap an economy in a state of high unemployment caused
by insufficient aggregate demand. Therefore, Keynesians advocate for active
government intervention through fiscal and monetary policies to manage demand and
stimulate the economy during downturns.

Classical Theory of Employment
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Self-Regulating Markets:The economy is inherently stable and will naturally return to
full employment without external help.

Flexible Wages and Prices:Wages and prices adjust readily to changes in supply
and demand, ensuring that the labor market always clears and there is no involuntary
unemployment.

Full Employment is the Norm:Full employment is the default state of the economy,
and unemployment is viewed as a temporary or voluntary phenomenon.

Say's Law:The production of goods and services creates its own demand, preventing
general overproduction and unemployment.

Government Inaction:Active government intervention through fiscal or monetary
policy is unnecessary and ineffective, as it would not affect output or employment

levels, according to this perspective.
Keynesian Theory of Employment

Role of Aggregate Demand:Unemployment is primarily caused by insufficient
aggregate demand, which is the total demand for goods and services in the economy.
Sticky Wages and Prices:Prices and wages are "sticky" or rigid, especially in the
short run, and do not adjust quickly enough to restore full employment during a
downturn.

Demand-Deficient Unemployment:This theory emphasizes demand-deficient
unemployment, where people are unemployed because there isn't enough overall
demand for the goods and services their labor could produce.

Government Intervention:Active government involvement is crucial to stabilize the
economy by stimulating aggregate demand through increased government spending,
tax cuts, and other fiscal policies.

Short-Run Focus:The Keynesian model focuses on the short run to address
economic fluctuations and the potential for prolonged periods of low output and high
unemployment



