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Tutorial-4: Equilibrium and the Aggregate Expenditures Model

1. Consumption function = 
C= A+MD
C = consumer spending                                          
M = Marginal propensity to consume                     M = 0.75
D = disposable income                                            D = X
A = autonomous consumption                                A = $200

Consumption function = $200 + 0.75 (X)

2. 
	Y
	C
	Savings
	I   (planned investment)
	AE = C+I

	(output or income  measured as real GDP)
	$m
	$m
	$m
	$m

	$m (million)
	 
	 
	 
	 

	$0
	$200
	-$200
	$100
	$300

	$200
	$350
	-$150
	$100
	$450

	$400
	$500
	-$100
	$100
	$600

	$600
	$650
	-$50
	$100
	$750

	$800
	$800
	$0
	$100
	$900

	$1,000
	$950
	$50
	$100
	$1,050

	$1,200
	$1,100
	$100
	$100
	$1,200

	$1,400
	$1,250
	$150
	$100
	$1,350

	$1,600
	$1,400
	$200
	$100
	$1,500





3. 
	Y
	C
	Savings
	I   (planned investment)
	AE = C+I
	Marginal Propensity to Consume

	(output or income  measured as real GDP)
	$m
	$m
	$m
	$m
	$m

	$m (million)
	
	
	
	
	

	$0
	$200
	-$200
	$100
	$300
	0.75

	$200
	$350
	-$150
	$100
	$450
	0.75

	$400
	$500
	-$100
	$100
	$600
	0.75

	$600
	$650
	-$50
	$100
	$750
	0.75

	$800
	$800
	$0
	$100
	$900
	0.75

	$1,000
	$950
	$50
	$100
	$1,050
	0.75

	$1,200
	$1,100
	$100
	$100
	$1,200
	0.75

	$1,400
	$1,250
	$150
	$100
	$1,350
	0.75

	$1,600
	$1,400
	$200
	$100
	$1,500
	0.75



4. 
	Y
	C
	Savings
	I   (planned investment)
	AE = C+I
	Marginal Propensity to Consume
	Marginal Propensity to Save

	(output or income  measured as real GDP)
	$m
	$m
	$m
	$m
	$m
	$m

	$m (million)
	
	
	
	
	
	

	$0
	$200
	-$200
	$100
	$300
	
	

	$200
	$350
	-$150
	$100
	$450
	0.75
	0.25

	$400
	$500
	-$100
	$100
	$600
	0.75
	0.25

	$600
	$650
	-$50
	$100
	$750
	0.75
	0.25

	$800
	$800
	$0
	$100
	$900
	0.75
	0.25

	$1,000
	$950
	$50
	$100
	$1,050
	0.75
	0.25

	$1,200
	$1,100
	$100
	$100
	$1,200
	0.75
	0.25

	$1,400
	$1,250
	$150
	$100
	$1,350
	0.75
	0.25

	$1,600
	$1,400
	$200
	$100
	$1,500
	0.75
	0.25





5. 


6. The equilibrium level where income is equal to AE is at 1200 units. 

7. Income = AE

i. AE= C+I
ii. Consumption = A+MD
iii. Y= a + M (D) + I

1200 = 200 + 0.75 (1200) + 100
1200 = 200 + 900 + 100
1200 = 1200


8. At the equilibrium level the amount of investment and savings is equal.

9. The point at which output (and hence national income) is equal to $600m, the aggregate expenditure is $750. 

10. If the output produced is 600m units, the economy is producing at disequilibrium. At this level of output AE is greater than aggregate production, which results in economy-wide production shortages. This shortage leads to unplanned decrease in inventories, as the business sector is selling more output than production. 

11. As the level of inventories decline, business sector is motivated to increase the aggregate production. With the increase in aggregate production, the output move towards the level where income (output) becomes equal to the aggregate expenditure. It will rise from 600m to 1200m.

12. If firms produced total output of $1600m, AE will be $1500m. The equilibrium level is where income is equal to expenditure; however, at $1600m the AE is $1500 which is $100m less than the output (i.e. income). 

13. At this level of output the economy’s production is more than expenditure this results in economy-wide surpluses. As a result level of unplanned inventory increases, because business sector sells less output than produced. Business sector would be encouraged to decrease its production due to surplus inventory. 

14. Output per full-time worker = 100,000

Equilibrium level of output = 1200m 

Workers employed at the equilibrium GDP level = 1,200,000,000
                                                                                        100, 000
                                                                               = 1200 workers. 

15. Total employment = 1,600,000,000
                                       100,000
                              = 1600 workers. 
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