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Course outline 

BBM 224: Intermediate Micro-Economic Theory  

Pre-requisites: BBM 126 

Purpose: To enable the learner understand and appreciate the importance of the various macro-economic 

theories.  This will enable thee learner actively play a practical role in economic activities in the society. 

Course Objectives: By the end of the course unit the student should be able to:- 

 Define and understand terminologies and meaning of key concepts used in economics 

 Appreciate the relevance and importance of  various macro-economic theories 

 Relate knowledge of Economic to other discipline involved in economic growth and development 

of a country 

 Explore how they can contribute to the development of society 

Lesson1: Introduction (Week1)  

 What is Economic Theory? 

 Roles of Economic Theory 

 What Is Macroeconomics? 

 Economic Models 

 Why Macroeconomics Is Different From Microeconomics  

Lesson 2: National Income Accounting (Week2) 

 The components of Gross Domestic Product: 

 Measuring the standard of living 

 CPI VS GDP Deflator 

Lesson 3: National Income Determination (week3&4) 

 Consumption, investment, savings and tax functions 

 Determination of equilibrium national income 

 Equilibrium in the market for goods and services 

 Equilibrium in the financial markets 

 The expenditure multiplier 

Lesson 4: Aggregate Demand (week4,5) 

 Goods market 

 Money market  

Lesson 5: The Foreign Sector and Balance Of Payments (week6, 7) 

 Mundell- Fleming Model 

 The Goods Market and the   IS Curve 

 The Money Market and the LM Curve in a small and open economy 

 Effects of fiscal policies in a small and open economy 

 The Mundell- Fleming Model with a Changing Price Level 

Lesson 6: Aggregate Supply (As) (week 8) 

 Definition of aggregate supply (AS) 

 Models of aggregate supply in the short run 

Lesson 7: Consumption(week 9) 
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 Consumer preference 

 Optimal consumption point 

 Factors affecting consumption 

 Theories of aggregate consumption 

Lesson 8: Investment (week 10&11) 

 Categories of investment 

 Neoclassical theory of Investment 

 Investment and the capital stock  

 Inventory investment 

 Reasons for holding inventories 

Lesson 9  Business Cycles, Unemployment, and Inflation (week 12) 

 Phases of the business cycle 

 Types of unemployment: 

 Remedies for unemployment  

 Inflation and Unemployment 

Lesson 10  Economic Growth (week 13) 

 Theories on economic growth 

 Effects of economic growth 
Mode of Evaluation  

Take away assignment                       10 marks 

Sit-in Continuous assessment test     20 marks 

Main examination                              70 marks 

Total      100 marks 

Recommended Text Books: 

William A. Mceachern (2008), Macroeconomics: A Contemporary Introduction, 8th  

Edition, South Western Educational Publishing  

Branson, Williams, H (1989), Macro-Economic theory and policy, 3rd Edition  

Mankiv, N, Gregory,(1999)Macro-Economics 4
th

 Edition ,worth publishers  

Donbusch, Rudiger et al,(2001),Macro-Economics ,8
th

 Edition Tata McGraw-Hill 

Denburg, Thomas Fredrick,(1985),Macro-Economics concepts theory and policies ,7
th

 Edition 

McGraw-Hill 

Other support materials: Various applicable manuals and journals; variety of electronic information 
resources as prescribed by the lecturer 
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LESSON ONE: INTRODUCTION 

Purpose: To introduce the learner to the tenets of economics, as the building blocks for studying and 

understanding microeconomic theory. 

Specific Objectives 

At the end of this topic, the learner should be able 

a) Define economics 

b) Differentiate between macro-economics and micro-economics 

c) Explain the limitations of economic theory 

1.1 Modern Economics  

What is economics about? 

Economics is a social science that studies individuals' economic behavior, economic phenomena, 

as well as how individual agents, such as consumers, firms, and government agencies, make 

trade-off choices that allocate limited resources among competing uses. 

People's desires are unlimited, but resources are limited, therefore individuals must make trade-

offs. We need economics to study this fundamental conflict and how these trade-offs are best 

made. 

Four basic questions must be answered by any economic institution: 

 What goods and services should be produced and in what quantity? 

 How should the product be produced? 

 For whom should it be produced and how should it be distributed? 

 Who makes the decision? 

The answers depend on the use of economic institutions. There are two basic economic 

institutions that have been so far used in the real world: 

(1) Market economic institution (the price mechanism): Most decisions on economic activities 

are made by individuals. This primarily decentralized decision system is the most important 
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economic institution discovered for reaching cooperation amongst individuals and solving the 

conflicts that occur between them. The market economy has been proven to be only economic 

institution, so far, that can keep sustainable development and growth within an economy. 

(2) Planed economic institution: Most decisions on economic activities are made by 

governments, which are mainly centralized decision systems. 

1.2 Economic Theory 

An economic theory, which can be considered an axiomatic approach, consists of a set of 

assumptions and conditions, an analytical framework, and conclusions (explanations and/or 

predications) that are derived from the assumptions and the analytical framework. Like any 

science, economics is concerned with the explanation of observed phenomena and also makes 

economic predictions and assessments based on economic theories. Economic theories are 

developed to explain the observed phenomena in terms of a set of basic assumptions and rules. 

Roles of Economic Theory 

An economic theory has three possible roles: (1) It can be used to explain economic behavior and 

economic phenomena in the real world. (2) It can make scientific predictions or deductions about 

possible outcomes and consequences of adopted economic mechanisms when economic 

environments and individuals' behavior are appropriately described. (3) It can be used to refute 

faulty goals or projects before they are actually undertaken. If a conclusion is not possible in 

theory, then it is not possible in a real world setting, as long as the assumptions were 

approximated realistically. 

Generality of Economic Theory 

An economic theory is based on assumptions imposed on economic environments, individuals' 

behavior, and economic institutions. The more general these assumptions are, the more powerful, 

useful, or meaningful the theory that comes from them is. The general equilibrium theory is 

considered such a theory. 

Limitation of Economic Theory 
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When examining the generality of an economic theory, one should realize any theory or 

assumption has a boundary, limitation, and applicable range of economic theory. Thus, two 

common misunderstandings in economic theory should be avoided. One misunderstanding is to 

over-evaluate the role of an economic theory. Every theory is based on some imposed 

assumptions. Therefore, it is important to keep in mind that every theory is not universal, cannot 

explain everything, but has its limitation and boundary of suitability. When applying a theory to 

make an economic conclusion and discuss an economic problem, it is important to notice the 

boundary, limitation, and applicable range of the theory. It cannot be applied arbitrarily, or a 

wrong conclusion will be the result. 

 

The other misunderstanding is to under-evaluate the role of an economic theory. Some people 

consider an economic theory useless because they think assumptions imposed in the theory are 

unrealistic. In fact, no theory, whether in economics, physics, or any other science, is perfectly 

correct. The validity of a theory depends on whether or not it succeeds in explaining and 

predicting the set of phenomena that it is intended to explain and predict. Theories, therefore, are 

continually tested against observations. As a result of this testing, they are often modified, 

refined, and even discarded. 

 

The process of testing and refining theories is central to the development of modern economics 

as a science. One example is the assumption of perfect competition. In reality, no competition is 

perfect. Real world markets seldom achieve this ideal status. The question is then not whether 

any particular market is perfectly competitive, almost no one is. The appropriate question is to 

what degree models of perfect competition can generate insights about real-world markets. We 

think this assumption is approximately correct in certain situations. Just like frictionless models 

in physics, such as in free falling body movement (no air resistance), ideal gas (molecules do not 

collide), and ideal fluids, frictionless models of perfect competition generate useful insights in 

the economic world. 
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It is often heard that someone is claiming they have toppled an existing theory or conclusion, or 

that it has been overthrown, when some condition or assumption behind it is criticized. This is 

usually needless claim, because any formal rigorous theory can be criticized at anytime because 

no assumption can coincide fully with reality or cover everything. So, as long as there are no 

logic errors or inconsistency in a theory, we cannot say that the theory is wrong. We can only 

criticize it for being too limited or unrealistic. 

What economists should do is to weaken or relax the assumptions, and obtain new theories based 

on old theories. We cannot say though that the new theory topples the old one, but instead that 

the new theory extends the old theory to cover more general situations and different economic 

environments. 

1.3  What is Macroeconomics? 

Definition (Macroeconomics): is the study of relationships between aggregate economic 

variables, such as between output, unemployment, and the rate of inflation Macroeconomics was 

born out of the Great Depression in the 1930s due to the work of John Maynard Keynes, a 

British economist. It was the result of people desperately wanting to know what caused the 

Depression and how it could be ended. People study macroeconomics to understand two types of 

behaviour of an economy and everything in macroeconomics ultimately centres on these two 

issues: 

Why study macro-economics 

 Curiosity — people want to figure out how what we observe happens  

 To Become Educated — as ―the development of character or mental powers‖ which is 

very different from being trained which is ―to teach a person a specified skill by practice 

 Employment. — Employment can be gained directly through the education and 

knowledge received at university  

How Do We Study Macroeconomics? 

Economics is a social science which means it involves studying society to understand why 

people do what they do, but it tries to approach it ‖scientifically‖. Note that this approach is not 

the myth of the neutral uninvolved scientist in a white lab coat seeking the greater absolute truth. 

Instead, it is prejudiced, emotive, involved people seeking to make some sense of what we 
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observe and experience. Note also that Economics is not business, which is more a vocational 

orientated subject designed to help start and run companies. 

 

1.4 Economic Models 

A fundamental tool used by economists to understand people‘s behaviour and thus the economy, 

and one which we will use repeatedly through this course, is an economic ―model‖. 

Definition (Economic Model): is a theory that summarizes, often in mathematical terms, 

relationships among economic variables. 

Definition (Theory): is a system of ideas explaining something, especially one based on general 

principles independent of the particular things to be explained. or, an economic theory is a 

generalization based on a few principles that enables us to understand and predict the economic 

choices made by people. For example, the common characterization of what we study in 

economics is a self-interested rational person with scarce resources and voluntary choices. 

In developing a model we use two types of variables: exogenous variables and endogenous 

variables: 

Definition (Exogenous Variables): are determined outside of the model. so that they do not 

capture the decisions made by people in which we are primarily 

Interested in learning about. Assuming that some variables are exogenous helps to simplify 

matters by not having everything being decided at once. 

 

Definition (Endogenous Variables): are determined within the model. and do capture the 

decisions made by people in which we are primarily interested in learning about. 

So a model is a set of very general ―assumptions‖ plus some more specific assumptions. 

Using deductive logic we can then deduce what we expect to happen given certain 

circumstances.  

1.5  Why Macroeconomics is Different from Microeconomics  

The Issue of Aggregation 

Since the previously described approach to developing an economic understanding of society is 

generic in nature, an obvious question to ask is what makes macroeconomics different from 
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microeconomics since they both just involve studying economic behaviour of people? Recall that 

microeconomics is the study of the decisions made by firms and households, and how these 

decision makers interact in the marketplace.  

Macroeconomics is the study of the decision made by all firms and households, and the 

interactions of these decision makers in all markets. Furthermore, when studying a single market 

we invoke the ceteris paribus assumption but in macroeconomics this is no longer true since we 

are studying all markets at the same time. So macroeconomics is different because of the sheer 

scale, all markets are aggregated together, and because the general effects of any changes in 

behaviour have to be taken into account, rather than just analyzing economic decisions in 

isolation from each other. 

Micro-economic theory 

Investigates how individuals and firms in society allocate scarce resources among competing 

consumption and production goals respectively 

It also studies factors affecting the relative prices of different goods and factors of production in 

individual markets (e.g. the supply of demand for milk) 

Macro-economic theory 

It is concerned with aggregate variables such as the aggregate demand by all consumers for all 

goods and services produced in an economy over a given period of time 

Among aggregate economic phenomena macro-economic theory considers include 

 Inflation  

 The interest rate 

 The rate of income /output 

 The rate of unemployment 

 Government spending 

 Private domestic investment 

 Aggregate disposable income 

 The general price level 
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Macro-economic theory is the explanation of how the aggregate variables interact to produce the 

state of a nation‘s economic situation.  

Macro economics summarized in three models  

The study of macroeconomics is organized around three models that describe the world as 

follows: 

i) The very long run: concerned with the long run behavior of the economy. It is the domain of 

growth theory, which focuses on the growth of productive capacity i.e the factors of production 

and the technology that firms use to produce goods and services. 

ii) The long run: here the product capacity is treated as given. The level of productive capacity 

determines output, and fluctuations in demand relative to this level of supply determine prices 

and inflation. 

iii) The short run: where fluctuations in demand determine how much of the available capacity is 

used and thus the level of output and employment 

1.6 Review Questions 

i) Define macro-economics 

ii) How has macro-economics been summarized in three models  

iii) State the importance of macro-economics data 

iv) Discuss the circular flow diagram 

v) What is the difference between the GDP and CPI 

1.7 References  

William A. Mceachern (2008), Macroeconomics: A Contemporary Introduction, 8th  

Edition, South Western Educational Publishing  

Branson, Williams, H (1989), Macro-Economic theory and policy, 3rd Edition  

Mankiv, N, Gregory,(1999)Macro-Economics 4
th

 Edition ,worth publishers  

Donbusch, Rudiger et al,(2001),Macro-Economics ,8
th

 Edition Tata McGraw-Hill 
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LESSON TWO: NATIONAL INCOME ACCOUNTING 

Purpose The purpose of this topic is to enable learners understand the concept of national income as 

applied in the Kenyan economy and explain the various concepts of National income 

Specific Objectives 

At the end of the topic, the learner should be able to  

i) Define National Income Accounting 

ii) Explain the various concepts of national income 

iii) Differentiate between CPI and GDP deflator 

2.1 Definition of National Accounting 

National Income Accounting refers to the measurement of aggregate economic      activities, 

particularly national income and its components. GDP is often considered the best measure of 

how well the economy is performing. The goal of GDP is to summarize in a single number the 

monetary value of economic activity in a given period of time. The value of final output 

produced in a given period, measured in the current prices is referred to as Nominal GDP.GDP 

per capita relates the total value of annual output to the number of people who share that output; 

it therefore refers to the average GDP per person.  It is commonly used as a measure of a 

country‘s standard of living. However GDP does not; tell us what portion of output every citizen 

is getting. There are two ways to view this statistic: 

-One way to view GDP is the total income of everyone in the economy.   

-Another way to view GDP is as the total expenditures in the economy .Consider the following 

two sector economy. 

  

 

 

 

 

Firms  Household 

Income  

Expenditure  

Goods  

Labour  

Fig 2.1 Circular flow of Income 
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Imagine an economy that produces single good, bread, from a single input labour. The above 

figure illustrates all the economic transactions that occur between households and firms in this 

economy. The inner loop represents the flow of bread and labour (expenditures).  

The households sell their labour to the firms and the firms use the labour to produce goods and 

services, which in turn they sell to the households. The outer loop represents the corresponding 

flow of shillings (incomes). The households buy bread from the firms.  

The firms use some of the revenue generated from the sale of bread to pay workers and the 

remainder is the profit which belongs to the owners of the firms. The two loops combined in the 

above figure gives us what is referred to the Circular flow of income.  

2.2 The components of Gross Domestic Product: 

The National income accounts divide GDP into four broad categories of spending.  

 Consumption: Consists of the goods services bought by households.  It is divided into 

three subcategories: non-durable goods, durable goods and services.  

 Investment: Consists of goods bought for future use.  

 Government Purchases: are the goods and services bought by the state, and local 

governments.  This includes such items as military equipment, highways, and the service 

that government workers provide.  

 Net exports: Takes into account trade with other countries. Net exports are the value of 

goods and services exported to other countries minus the value of goods and services that 

foreigners provide us.  Net exports represent the net expenditure from aboard on our 

goods and services, which provide income for domestic producers. In other words it is 

exports (X) minus imports (M). 

A closed economy has three uses of goods and services it produces. These three components are 

expressed in an equation as follows. 

    Y = C+ I+ G 

w
w
w
.m

as
om

om
si
ng

i.c
om



17 

 

This equation is an identity.  It must hold because of the way the variables are defined.  It is 

called a national income accounts identity. 

Real GDP vs. Nominal GDP  

Real GDP is the value of goods and services measured using a constant set of prices.  

The formula for computing real GDP is  

year tin  level price

year basein  level price
year t xin  GDP Nominalyear tin  GDP Real  

The GDP deflator also called the implicit price deflator for GDP is the ratio of nominal GDP to 

real GDP  

 GDP Real

 GDP Nominal
deflator GDP  

The GDP deflator reflects what is happening to the overall level of prices in the economy 

 

Measuring the standard of living 

A shilling today does not buy as much as it did 20 years ago. The cost of everything has gone up. 

The increase in overall prices called inflation and is one of the primary concerns of economists 

and policy makers. The most commonly used measure of the level of prices is the CPI. This is 

the price of a given basket of goods and services relative to the price the same basket in some 

base year 

 

2.3 CPI vs GDP Deflator 

There are key differences between the two measures 

1) GDP deflator measure the prices of all goods and services produced, where the CPI 

measures the prices of only the goods and services bought by consumers. Thus an 

increase in the price of goods bought by firms on the government will show up in the 

GDP deflator but not in the CPI 

2) GDP deflator includes only those goods produced domestically .imported goods are not 

part of GDP and do not show up in the GDP deflator. Hence an increase in the price of a 
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Toyota made in Japan and sold in this country affects the CPI, because the Toyota is 

bought by consumers, but it dies not affect the GDP deflator 

3) The CPI assigns fixed weights to the prices of different goods, whereas the GDP deflator 

assigns changing weights .In other words, the CPI is computed using a fixed basket of 

goods whereas the GDP deflator allows the basket the basket of goods to change over 

time 

2.4 Review Questions 

a) Differentiate between macro-economics and micro-economics 

b) State the importance of macro-economics data 

c) Discuss the circular flow of income 

d) Suppose the level of autonomous investment in an economy is 200 and the consumption 

function is  

C=80 +0.75Y 

Find the equilibrium level of income 

What will be the increase in national income if investment increases by 25 

Suppose the level of planned investment in an economy is 200 and the savings function is given 

by S=-80+0.25Y, Find equilibrium level of income 

Suppose the consumption function is given by C=20+0.6Y and the following investment 

function is given I=10+0.2Y find the equilibrium level of income. 

2.5  References 

Border, K. C., Fixed Point Theorems with Applications to Economics and Game The- 

ory, Cambridge: Cambridge University Press, 1985. 

Takayama, A. Mathematical Economics, the second edition, Cambridge: Cambridge 

University Press, 1985, Chapters 1-3. 

Tian, G., The Basic Analytical Framework and Methodologies in Modern Economics, 

2004 (in Chinese). http://econweb.tamu.edu/tian/chinese.htm. 
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LESSON THREE: NATIONAL INCOME DETERMINATION 

Purpose .The purpose of this topic is to enable the learners understand the relationship between 

National Income and consumption, tax, investment and savings. It also enables us to derive 

equilibrium national income and apply he concept of the multiplier 

Specific objectives  

At the end of this topic the learner should be able to: 

• Define the Consumption, Investment, Savings and Tax functions 

• Derive the equilibrium Income 

• Define equilibrium in the financial markets 

• Define the multiplier 

3.1 Introduction 

We can use simple algebra to determine national income. National income is at equilibrium 

when Ag. Demand equals Ag. Supply. In a simple closed model of income determination 

without gov. expenditure, taxation, then  

Y=C+I 

Suppose the consumption function is of the form: 

C=a+bY suppose investment demand equals I0 (Autonomous)  

We get the following 3 equations for the determination of equilibrium level of national income. 

Y=C+I 

C=a+bY 

I=I0 

Substitute C and I in the first equation we have: Y=a+bY+I0 

Y-bY=a+I0 
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Y(1-b)=a+I0  

Y=1/1-b (a+I0)  

The last equation shows the equilibrium level of national income when ag. Demand equals. Ag. 

Supply. Equilibrium level of income can be known by multiplying the sum of autonomous 

consumption and expenditure with the multiplier 

Suppose an economy has autonomous investment of 600 and the consumption function is given 

by C=200+0.8Y. Find equilibrium level of income 

The issues of consumption investment and savings will be explored further in the subsequent 

lecture.  

3.2 Consumption, Investment, Savings and Tax Functions 

Consumption and Savings  

We assume a closed economy that has three uses for the goods and services it produces. These 

three components of GDP are expressed in the national income accounts identity as: 

 Y = C + I + G 

Households consume some of the economy‘s output; firms and households use some of the 

output for investments; and the government buys some of the output for public purposes. 

Aggregate demand is the total amount of goods demanded in the economy. Output is at 

equilibrium when the quantity of output produced is equal to the quantity demanded. Thus, the 

national accounts identity can be expressed as: 

AD = Y= C+I+G 

In practice the demand for consumption goods increases with income. The relationship between 

consumption and income is described by the consumption function. Households receive income 

from their labor and their ownership of capital, pay taxes to the government, and then decide 

how much of their after tax income they will consume and how much to save.Assuming that 

households receive income equal to the output of the economy Y and that the government then 
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taxes the households an amount T, we can define income after taxes (Y-T), as disposable 

income. Households divide their disposable income between consumption and savings. 

We assume that the level of consumption is directly depends on the level of disposable income. 

The higher is the disposable income, the greater is consumption. Thus 

C = C (Y-T) which is the same as  

  C = C (Y
d
 ) and 

  C = co + c1Y
d
 co > 0, 0<c1<1 …………(1) 

The variable co, the intercept, represents the level of consumption when income is zero. The 

coefficient c1 is known as the marginal propensity to consume. It measures the amount by 

which consumption changes when income increases by one shilling. In our case, the marginal 

propensity to consume is less than one, which implies that out of a shilling increase in income, 

only a fraction, c1 is spent. 

A Consumption Function (Keynesian) 

  

After a household spends in consumption what remains must be saved. More formally saving is 

equal to income minus consumption. Thus S = Y
d
-C 

The savings function relates to the level of income. Substituting the consumption function in 

equation one we get a savings function as follows: 
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S = Y
d
-C = Y

d
- co - c1Y

d
 = -co +(1- c1 )Y

d 
   …………. 2 

From equation 2 we see that saving is an increasing function of the level of income because the 

marginal propensity to save, s= (1- c1 ), is positive. In other words, savings increases as income 

rises. For instance, suppose the marginal propensity to consume is 0.8, meaning that 80 cents out 

of each extra shilling of income is consumed. Then the marginal propensity to save s, is 0.2, 

meaning that the remaining 20 cents of each extra shilling of income is saved. 

Taxes 

Taxes play a major role in financing government expenditure. We shall now analyze the effects 

of taxes on the equilibrium level of income keeping gov. expenditure constant. 

Simplest kind of tax is the lumpsum tax in which a given amount of revenue is collected 

irrespective of the level of income. After taxes people consume less and save less. However 

consumption will not fall by the full amount of taxes. 

This is because part of the disposable income was being consumed and part was being saved 

prior to taxation. Hence the decline disposable income due to the lumpsum tax will partly cause a 

decline in consumption and savings. 

Consumption will fall by the amount of tax multiplied my MPC. If Yd is change in disposable 

income, T for tax, then the decline in consumption (-ΔC)is given by 

-ΔC=T.MPC 

Since T= ΔYd 

-ΔC=ΔYd.MPC 

For example:  

Suppose government imposed 500 lumpsum tax. The MPC is 0.75 then decline in consumption 

is 500 X 0.75=375. 

If taxes were reduced consumption will increase by the amount of lumpsum tax multiplied by 

MPC ie +ΔC=ΔYd.MPC. Impositions of Taxes shift the consumption function downwards while 
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a reduction in taxes shifts consumption function upwards. A fall in NI after imposition of taxes is 

not equal to the amount of tax collected, but by a multiplier of it. The multiplier is equal to:  -b/1-

b where b is the MPC. This is called the tax multiplier 

Investment 

Both firms and households purchase investment goods, Firms buy investment goods to add to 

their stock of capital and to replace existing capital as it wears out. Households buy new houses, 

which are also part of investment. The quantity of investment goods demanded depends on 

interest rate, which measures the cost of the funds used to finance investment.  

We can distinguish between nominal interest rate, which is interest rate as usually reported, and 

the real interest rate, which is the nominal interest rate corrected for the effects of inflation. If the 

nominal interest rate is 10 percent and the inflation rate is 3 percent, then the real interest rate is 

7 percent. Here it is important to note that the real interest rate measures the cost of borrowing, 

and thus determines the quantity of investment.  

Thus          I = I(r)  

The figure below shows this investment function.  

 

Investment function 1 

The investment function slopes downwards, because as the interest rate rises, the quantity of 

investment demanded falls.  

Government Purchases 
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The government purchases are a third component of the demand for goods and services. The 

governments buys guns, build roads and other public works. It also pays salaries to civil servants. 

If government purchases equal taxes then the government has a balanced budget. If G exceeds T 

then the government runs into a budget deficit. If G is less than T then the government runs a 

budget surplus. For our discussion we take Government purchases and taxes as exogenous 

variables. 

Thus G = Go 

T = To 

3.3 Determination of Equilibrium National Income 

Using the above information we can obtain equilibrium in two ways 

i) Using goods market and service market 

ii) Financial markets  

Equilibrium in the market for goods and services 

 Using the relationships discussed above we can get the equilibrium level of income or output as 

follow: 

Y = C + I + G 

C = co + c1Y
d
 

   I  = I (r) 

   G = Go 

   T  = To 

We can combine these equations to obtain equilibrium level of income. 

 Y = co + c1 (Y-To) + I(r) + Go 
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The above model of income determination is known as the Keynesian model of income 

determination. 

Equilibrium in the Financial Markets 

To obtain equilibrium in the financial markets, we consider savings and investment. Savings 

represent the supply of supply of loanable funds while investment represents demand for 

loanable funds .We can be able to analyze the financial markets by examining the interest rate, 

which is the cost of borrowing and the return to lending in the financial markets. We can rewrite 

the national income identity 

Y = C + I + G as  Y-C-G = I  

The term on the left hand side is the output that remains after the demands of consumers and the 

government has been satisfied. It is called national saving. In this form the national income 

accounts identity shows that saving equal investment. Savings represent the supply of loanable 

funds while investment represents the demand for these funds. The quantity of investment 

demanded will depend on the cost of borrowing. At equilibrium interest rate the households‘ 

desire to save balances firms‘ desire to invest and the quantity of loans supplied equals the 

quantity demanded. 

 

 Equilibrium in the Financial Market 
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The Expenditure Multiplier 

This is the amount by which equilibrium output changes when autonomous aggregate demand 

increases by one unit. Assuming the absence of the government and foreign sector the multiplier 

is defined as 

 
c1

1  

MPS/1  

MPS=Marginal Propensity to consume  

From the above equation you observe that the larger the marginal propensity to consume the 

larger the multiplier. The multiplier suggests that output changes when autonomous spending 

changes and that the change in output can be larger than the change in autonomous spending. 

3.4 Review Questions:  

1. A hypothetical closed economy has a national income model of the form y = C + I + G 

where C = 30 + 0.8Y and I and G and private investment and government expenditure are 

exogenously determined t 50 and 80 units respectively.  Compute  the national 

equilibrium level of income for this economy using aggregate income  equals aggregate 

expenditure and withdrawals and equal injection methods. 

2. Briefly explain the Keynesian Theory of Consumption   

3. Briefly define the following economic terms  

a) Propensity to consume  

b) Marginal propensity to save  

c) Investment  

d) Autonomous Expenditure  

e) The Multiplier  
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LESSON FOUR: AGGREGATE DEMAND 

Purpose .The purpose of this topic is to enable the learners understand how to derive the IS and 

LM curve, determine equilibrium using the IS-LM curve and explain the application of the 

concept of crowding out 

Specific objectives  

At the end of this topic the learner should be able to:  

• Define the Goods Market 

• Write the Goods Market Equation for a closed economy 

• Define the IS curve  

• Derive the IS curve graphically 

• Define the government purchases multiplier 

• Explain the loanable funds interpretation of the IS curve  

• Define the Money market 

• Write the Money Market Equation for a closed economy 

• Define the LM curve  

• Derive the LM curve graphically 

• Explain the Quantity-Equation Interpretation of the LM curve 

• Discuss the factors that would cause a shift in the LM curve 

• Theory of liquidity preference 

 

4.1 Goods Market 

Definition 

The Goods market also common known as the commodity or the product market is one where 

output (Y) is produced and later consumed by the economic agents. It is from the goods market 

that we have the national income identity, which we defined using the equation 

   Y = C + I + G 

To develop this relationship we use a basic model called the Keynesian cross. In The General 

Theory Keynes proposed that an economy‘s total income was in the short run, determined largely 
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by the desire to spend by households, firms and the government.  The more people want to 

spend, the more goods and services firms can sell.  The more firms can sell, the more output they 

will choose to produce and the more workers they will choose to hire. 

Actual / Planned expenditures 

Actual expenditure is the amount households, firms and the government spend on goods and 

services = GDP.  Planned expenditure is the amount households, firms and the government 

would like to spend on goods and services. Actual differs from planned expenditure since firms 

engage in unplanned Inventory Investment because their sales do not meet their expectations.  

For example 

When firms sell less of their stock than they planned, their stock of inventories actually rise and 

vise verse. Since these unplanned changes in inventories are counted as investment spending by 

firms, actual expenditure can be either above or below planned expenditures. Now assuming 

closed economy planned expenditure is the sum of consumption, planned investment I, and 

government purchases G we can obtain the following equation. 

E = C+I+G 

C=C(Y-T)   disposable Income 

I=I 

G=G 

T=T   

Substituting these equations in the planned expenditure equation we obtain 

   E = C(Y-T) + I + G 

This equation shows planned expenditure as function of Y and the exogenous variables I, T and 

G. The relationship between planned expenditure and Income or Output can be graphed as 

shown below.  
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Planned expenditure depends on income because higher income leads to higher consumption, 

which is part of planned expenditure. The slope of the planned expenditure function is the 

marginal propensity to consume. 

The Economy in Equilibrium 

According to the Keynesian Cross the economy is in equilibrium when actual expenditure (AE) 

is equal planned expenditure (PE). This assumption is based on the idea that when people‘s plans 

have been realized, they have no reason to change what they are doing. 

 AE = PE 

   Y=E 

This condition is held by plotting a 45-degree line as shown in the diagram above. 

How does the economy get to the equilibrium? 

Inventories play an important role in the adjustment process 

Whenever the economy is not in equilibrium firms experience unplanned changes in inventories, 

and this induces them to change production levels.  Changes in production in turn influences 

total income and expenditure moving the economy towards equilibrium. 

• Equilibrium condition  
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For example whenever Y is below the equilibrium level, planned expenditure is greater than 

actual expenditure. Firms will meet the high levels of sales by drawing down their inventories. 

To do so, they hire more workers and increases output. 

• GDP rises and the economy approaches the equilibrium.  

• On the other hand whenever Y is above the equilibrium level, planned expenditure is less 

than actual expenditure. Firms are selling less than they are producing.  

• They add unsold goods to their stock of inventories.  

• This unplanned rise in inventories induces firms to lay off workers and reduce 

production, and these actions in turn reduce GDP. 

Effects of fiscal policy on planned expenditures 

A fiscal policy is the policy of the government with regard to the level of government purchases, 

the level of transfers and the tax structure. Transfers are payments to households such as welfare 

to the poor and pensions to the elderly. They are the opposite of taxes. They increase households‘ 

disposable income, just as taxes reduce disposable income. 

Govt. expenditures 

Consider how changes in government purchases affect the economy. Because government 

purchases are one component of expenditure, high government purchases result in high planned 

expenditure for any given level of income. If  the government purchases rise by ΔG, then the 

planned-expenditure schedule shifts upwards by ΔG and the equilibrium moves from point A to 

B. 

An increase in government purchases 
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This graph shows that an increase in government purchases leads to an even greater increase in 

income. That is ΔY is larger than ΔG. The ratio ΔY/ ΔG is called the government multiplier. It 

tells how much income rises in response to a unit monetary value increase in government 

purchases. In this case it is greater than one.  

Interest rate, investment and the IS curve 

The Keynesian cross is basic to developing the IS-LM model. To be able to conclude our 

discussion, we introduce the investment function. The level of planned investment is a function 

of interest rate and is given as follows: 

•    I = I(r) 

Is curve 

The IS curve shows combinations of interest rates and levels of output such that planned 

spending equals income.  (IS curve is a locus of all the points where the goods market is in 

equilibrium).It plots the relationship between the interest rate and the level of income that arises 
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from the market for goods and services. To derive this curve, we use both The Keynesian cross 

and the Investment function.  

 

Panel A Shows the investment function, a decrease in the interest rate r1 to r2 increases planned 

investment. Panel B shows the Keynesian cross; an increase in planned investment shifts planed 

expenditure upwards and thereby increases income. Panel C shows the IS curve summarizing 

this relationship between interest rate and income. Higher interest rate lowers income. While 

lower interest rates rises national income. The IS curve is negatively sloped because an increase 

in the interest rate reduces planned investment spending and therefore reduce aggregate demand, 

thus reducing the equilibrium level of income. 

Shifts in the IS Curve 

As we learnt from the Keynesian Cross, the level of income depends on fiscal policy. The IS 

curve is drawn for a given fiscal policy: that is when we construct the IS Curve, we hold G and T 

fixed. When fiscal policy changes, the IS curve shifts. An increase in government purchases 

shifts IS curve outwards. 
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Panel A shows that an increase in government purchases raises planned expenditure. For any 

given interest rate the upward shift in planned expenditure leads to an income of Y of ΔG/(1-

MPC).Therefore in panel B, the IS curve shifts to the right by this amount.  
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Loan able funds interpretation of the IS curve 

Earlier we noted equivalence between the supply and demand for goods and the supply and 

demand for loan able funds. This equivalence provides a way to interpret the IS curve. Recall 

that the national income accounts identity can be written as 

Y-C-G = I 

 S = I  

The left hand side of this equation is national savings S, and the right-hand side is Investment, I. 

National savings represent the supply of loanable funds and investment represents the demand 

for these funds.  Assuming  

C = C(Y-T)  

We obtain 

Y –C(Y-T)-G = I(r) 

The left hand side shows that the supply of loanable funds depends on income and fiscal policy. 

The right hand side shows that demand for loanable funds depends on the interest rate. The 

interest rate adjusts to equilibrate the supply and demand for loans. 
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Panel A shows that an increase in income from Y1 to Y2 raises savings and thus lowers 

equilibrium interest rates interest rates. Panel B expresses this negative relationship between 

interest rates and income. In this regard the IS curve can be interpreted as showing the interest 

that equilibrates the market for loanable funds given any level of income. 

With an increase in income, national savings increase, hence an increase in the supply for 

loanable funds. This leads to a fall in interest rates and the IS curve summarizes this relationship. 

Thus higher incomes lead to low levels of interest rates. For this reason the IS curve is down 

ward sloping. 

QUESTION 

In the Keynesian cross model, assume that the consumption function is given by  

C=200+0.75(Y-T) and planned investment=100, government purchases and taxes are ach of 

them100 

a) Draw a graph of planed expenditure as a function of income 
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b) What is equilibrium level of income? 

c) If government purchases increase to 125 what is the new equilibrium income 

d) What level of government purchases is needed to achieve the income of 1600? 

4.2 Money Market  

4.2.1 Define the LM curve  

The LM curve plots the relationship between interest rate and the level of income that arises in 

the market for money balances. To understand this relationship, we begin by looking at a theory 

of the interest rate; called the theory of liquidity preference.In his book ―General Theory‖, 

Keynes offered his view of how the interest rate is determined in the short run.  He argued that 

interest rate adjusts to balance the supply and demand for the economy‘s most liquid asset-

money. 

Supply for real money balances 

If M stands for the supply of money and P stands for the price level, Then M/P is the supply of 

real money balances.  The theory of liquidity preferences assumes there is a fixed supply of real 

money balances. The money supply M is an exogenous policy variable chosen by a central bank. 

The price level P is also an exogenous variable in this model. These assumptions imply that the 

supply of real balances is fixed, in particular does not depend on interest rate. 

 

Demand for real money balances 

The theory of liquid preference posits that interest rate is one of the determinants of how much 

money people choose to hold.  The reason is that the interest rate is the opportunity cost of 

holding money; it is what you forgo by holding some of your assets as money, which does not 

bear interest, instead of as interest bearing bank deposits or bonds. When interest rates increase 

people want to hold less of their wealth in the form of money balances. Thus, we can write the 

demand for real money balances as 

      rLPM
d

/
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The dd curve slopes downwards because higher interests rates reduce the quantity of the real 

balances demanded.This theory argues that the interest rate adjusts to equilibrate the money 

market.  At the equilibrium interest rate, the quantity of real balances demanded equals the 

quantity supplied 

• How does adjustments for equilibrium happen 

• The adjustment occurs because whenever the money market is not in equilibrium, people 

try to adjust their portfolios of assets and , in the process, alter the interest rate –  

• e.g. if interest rate is above the equilibrium level, the quantity of real balances supplied 

excess the quantity dd.  Individuals holding the excess supply of money try to convert 

some of their non-interest –bearing money into interest – bearing bank deposits or bonds.  

 

• Banks and bond issuers, who prefer to pay lower interest rates, respond to this excess 

supply of money by lowering the interest rate they offer.   

• Conversely if interest rate is below equilibrium level so that quantity of money demanded 

exceeds the quantity of money supplied, individuals try to obtain more money by selling 

bonds on making bank withdrawals.   

To attract now scarcer funds, bank and bond issuers respond by increasing the interest rate 

they offer. 

 

Derivation of the LM curve 

Before we derive the LM curve it is important to consider how a change in economy‘s level 

demand for money. When income is high, expenditure is high, so people engage in more of 

income affects the market for real money balances. The level of income affects the transactions 

that require the use of money. Thus, greater income implies greater money demand. This can be 

expresses using the money demand function as follows: 

 

 

YrLPM
d
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The quantity of real money balances demanded is negatively related to the interest rate and 

positively related to income. Using the theory of liquidity preference we can figure out what 

happens to equilibrium interest rate when the level of income changes. 

 

A change in the level of income, given fixed supply of real money balances leads to a rise in 

interest rates. Therefore according to the theory of liquidity preference, higher income leads to a 

higher interest rate. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The LM curve plots this relationship between the level of income and interest rate. The higher 

the level of income, the higher the demand for real money balances, and the higher the 

equilibrium interest rate. For this reason, the LM curve slopes upward. 

 

 

Shifts in the LM curve 

The LM curve tells us the interest rate that equilibrates the money market given any level of 

income. Interest rate too depends on the supply of real balance, M/P. This means that the LM 

LM 

Y1 Y0 

(Mp)d 

(Mp)s 

r 

r1 

r* 

M/P (M/P)

s 

r 

r1 

r* 

Income, Output Y 

         Figure 4.6   Derivation of the LM curve 
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curve is drawn for a given supply of real money balances. If real balances change- for- example, 

if the central bank alters the money supply- the LM curve shifts. 

 

 

 

 m 

 

 

 

 

 

 

 

 

 

 

 

 

In summary, the LM curve shows the combinations of the interest rate and the level of income 

that are consistent in the market for real money balances.  

The LM curve is drawn for a given supply of real money balances. Decreases in the supply of 

real money balances shift the LM curve upwards. An increase in the supply of real money 

balances shifts the LM curve downwards. 

A Quantity-Equation Interpretation of the LM Curve 

Money x Velocity = Price x Income 

 M         x   V         =    P    x   Y  

P is the price of a typical transaction- the number of monetary value exchanged. M is the 

quantity of money. V is called the transactions velocity of money and measures the rate at which 

money circulates in the economy. In other words, velocity tells us the number of times a 

r2 

r1 

r 

M2/P M1/p 

M1/P M2/P 

LM2 

LM1 

Y Output  Real money 

balances 

Figure 4.7 Shifts in the LM curve 
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monetary value bill changes hands in a given period of time. Assuming that velocity is constant, 

it implies that for any given price level (P) the supply of money by itself determines the level of 

income Y. Since Y does not depend on interest rate the quantity theory is equivalent to a vertical 

LM curve.  

 

How do we realize the more realistic upward sloping LM curve ? 

By relaxing the assumption of constant velocity of money. The assumption that V is constant 

derives from the assumption that the demand for real money balances depends on income. 

Yet we have so far seen that the demand for real money balances also depends on interest rates. 

Higher interest rates rises the costs of holding money and reduces money demand. Hence the 

velocity of money must increase when people respond to higher interest rate by holding less 

money: Each coin they hold must be used more often to support a given volume of transactions.  

 

 We can write this as  

                 MV(r) = PY 

The velocity function V(r) indicates that velocity is positively related to the interest rate. This 

form of the quantity equation yields an LM curve that slopes upwards.  

 

Because an increase in the interest raises the velocity of money, it raises the level of income for 

any given money supply and price. The LM curve expresses this positive relationship between 

the interest rate and income. 

 

• This equation shows why changes in money supply shift the LM curve. 

For any given interest rate and price level, the money supply and the level of income must move 

together. 

• NB: Quantity equation is only is just another way to express the theory behind the LM 

curve.  

Short-Run Equilibrium  
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The short run equilibrium is represented by the ISLM model. Whereas the IS curve represents 

equilibrium in the goods market the LM curve represents equilibrium in the money market.The 

Lm curve by itself does not determine either income or interest rates that will prevail in the 

economy. Just like the IS curve, the Lm curve is only a relationship between these two 

endogenous variables. The Lm and the IS curve together determine the economy's equilibrium.    

The intersection of the two curves determines output and interest rates in the short run, that is, 

for a given price level. Expansionary fiscal policy moves the IS curve to the right, raising both 

income and interest rates. Contractionary fiscal policy moves the IS curve to the left, lowering 

both income and interest rates. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Explaining fluctuations in the economy with the ISLM curve 

 

The intersection of IS and LM curves determines the level of incomes. When one of the curves 

shifts short run equilibrium of the economy changes and National Income fluctuates.‘ A change 

in fiscal policy for instance will shift the IS curve e.g fiscal expansion shifts the IS curve to the 

right. Consider an increase in government purchases at unchanged interest rates, higher levels of 

government spending increase the level of aggregate demand .To meet the increased demand for 

goods, output must increase 

LM 

IS 

Y* Output/ Income 

Figure 4.8 sort-run equilbrium 
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 Expansionary monetary policy moves the LM curve to the right, raising income and lowering 

interest rates.  

 

 

• Contractionary monetary policy moves the LM curve to the left lowering the level of 

income and raising the interest rates. 

 

4.3 Crowding Out and Liquidity Trap 

Crowding out occurs when expansionary fiscal policy causes interest rates to rise, thereby 

reducing private spending, particularly investment. As interest rate increases due to increased 

government spending, crowding out effect is greater. 

 

Liquidity trap is a situation whereby prevailing interest rate are low and saving rates are high 

making the monetary policy ineffective..People choose to void bonds and prefer to keep their 

funds in savings because they believe that interest rates will soon rise. In a liquidity situation the 

demand fro money is imperfectly inelastic i.e it is horizontal. This means that further injections 

of money in the economy will not serve to further lower the interest rate 

 

If the economy is in liquidity trap, and thus the LM curve is horizontal, an increase in 

government spending has its full multiplier effect on the equilibrium level of income. There is no 

change in interest rates associated with the change in government spending, and thus no 

investment spending is cut off. 

 

If the LM curve is vertical, an increase in government spending has no effect on the equilibrium 

level of income and increases only the interest rate. If the government spending is higher and 

output is unchanged, there must be an offsetting reduction in private spending. In this case, the 

increase in interest rates crowds out an amount of private spending particularly investment equal 

to the increase in government spending. Thus there is full crowding out if the LM curve is 

vertical. 

 Importance of Crowding Out 
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Assuming that prices are given and that output is below the full-employment level. When fiscal 

expansion increases demand, firms can increase output level by hiring more workers. In real life 

crowding out occurs through a different mechanism as high demand leads to high price levels 

and a reduction in real money balances. Also, in an economy that is not fully utilizing its 

recourses, there can never be full crowding out since the LM curve is not vertical. 

Crowding out is therefore a matter of degree. Thirdly, with unemployment, and low output 

levels, interest rates need not rise at all when government spending rises, and there need not be 

any crowding out. This is true because the monetary authorities can accommodate the fiscal 

expansion by an increase in the money supply. 

The Transmission Mechanism of a monetary policy 

The processes by which changes in monetary policy affect aggregate demand are essential. The 

first is that an increase in real money balances generates portfolio disequilibrium; that is, at the 

prevailing interest rate and level of income, people are holding more money than they want. As a 

result they start depositing extra money in banks or use it to buy bonds. The interest rate r then 

falls until people are willing to hold all the extra money created and this brings the money 

market to equilibrium. The lower interest rates stimulate planned investment, which increases 

planned expenditure, production and income. This process is commonly known as the monetary 

transmission mechanism. 

 

4.4 Review question 

a) Use the theory of liquidity preference to explain why an increase in the supply of money 

lowers the interest rate 

b) Discuss the quantity interpretation of LM-curve 

c) Derive graphically the LM-curve 

d) Suppose the money demand function is rPM d 1001000)/( and the price level is 2 

i. Graph the supply and demand for real money balances 
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ii. What is equilibrium interest rate? 

iii. Assume the price level is fixed .what happens to equilibrium interest rate if 

the supply of money is raised from 100 to 1200 

iv. If the central bank was to raise the interest rate to 7%,what money supply 

should it set? 
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Lesson Five: The Foreign Sector and Balance of Payments 

At the end of this topic the learner should be able to: 

 Discuss the Mundell- Fleming Model 

 Derive the IS and the LM- curve graphically. 

 Discuss  the effects of a fiscal , monetary and trade policy  on a small open economy 

under floating 

  Discuss the affects of a fiscal, monetary and trade policy on a small open economy under 

a fixed exchange rate system. 

 Discuss the effects of a trade  policy on a small open economy 

 In this lecture we   extend our analysis of aggregate demand to include international trade and 

finance. 

5.1 Mundell- Fleming Model 

This is an open – economy version of the IS- Lm model. Both the Mundell- Fleming Model 

And IS-LM  model assume that the price level is fixed and then show what cause short – run  

fluctuation in aggregate income. The key difference is that the IS- LM model   assumes a closed 

economy, whereas the Mundell- Fleming model assumes an open economy. 

The Key Assumptions of the model 

a) The model assumes that the economy being studied is a small open economy with perfect 

capital mobility. That is, the economy can borrow or lend as much as it wants in the 

world financial market and, as a result, the economy‗s interest rate is determined by the 

world interest rate. Mathematically we can write this assumption as  r= r* 

b) The world interest rate is assumed to be exogenously fixed because the economy is 

sufficiently small relative to the world economy that it can borrow or led as much as it 

wants in world financial markets without affecting the world interest rate. Perfect  capital 

mobility implies that if some  events  were  to occur that would normally  raise the 

interest  rate such as  a  decline in domestic saving in a small open  economy , the 
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domestic  interest rate might rise by a little bit for a short time, but as soon as it  did , 

foreigners would see the higher  interest  rate and  start  lending to this country  by 

instance buying  the country‘s  bonds. The capital inflow would drive the interest rate 

back toward r*. Similarly  if  there were any  event  that  were to  start  driving the 

domestic  interest rate downwards, capital  would flow out of the country  to earn  a 

higher abroad , and capital outflow, would  drive the domestic  interest rate  back  toward 

, the r= r* equation represents the  assumption that the international flow of capital is 

sufficiently  rapid as to keep the domestic interest  rate equal to the world interest rate. 

c) The model also assumes that price  levels  at home and abroad are fixed , this means that 

the real exchange rate appreciate , foreign  goods become  cheaper  compared to domestic 

goods and this  cause export  to fall and import  to rise. 

5.2 The Goods Market and the   IS Curve 

The Mundell- Fleming model is describes the market for goods and services much as the IS- LM 

model does, but it adds a new term for net export. In particular, the goods market is represented 

with the following equation. 

Y= C(Y-T) +Ir* + G+NX (e) 

This equation states that aggregate income is the sum of consumption C, investment I, 

government purchase G, and net export NX. 

 Consumption depends positively on disposable income-T. 

 Investment depends negatively on the interest rate, which equals world interest rate r*. 

 Net exports depend negatively on the nominal exchange rate e. As before, we define the 

exchange rate the amount of foreign currency per unit of domestic currency. For 

example, e might be Kshs 75 per dollar. 

From the diagram below, the IS curve slopes downward higher interest rate reduce net export 

which in turn reduce the   aggregate income. Using the diagram below a change in the exchange 

rate from e1 to e2 lowers net from NX (e) to NX (e2). In panel b the reduction falls from Y2 to 
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Y2. The IS curve summarizes this relationship between the exchange rate and the level of 

income Y in panels c. 

                                                            KEYNESIAN CROSS MODEL  
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5.3 The Money Market and the LM Curve in a small and open economy 

The Mundell- Fleming model represents the money market with an equation from the model, 

with an additional assumption that the domestic interest rate. We use the graph below to derive 

the LM curve. 
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The figure above shows the  standard way of representing the LM curve, together  with a 

horizontal line representing  the world interest  rate r* . The intersection of the two curves 

determines the level of income regardless of the exchange rate. Therefore the LM curve is 

vertical. 

 

Question 

Discuss the difference between the IS and LM curve in a closed economy   and in an open 

economy. 

 

A  small Economy Short Run Equilibrium 

 According to the model – fleming model, a small open with perfect capital mobility can be 

described by two equation: 

Y= C(Y-I) +I(r*) + -G-NX(e).................................................IS 

MP=L(r*,Y).............................................................................LM 

The first equation describe the goods market  ,and   the second  equation  describe  the money 

market . The exogenous valuable are fiscal policy G and T ,  monetary policies M, the price  

level P and the world interest rate r* . The   endogenous variable  are income Y and the exchange 

rate. These two relationship are illustrated  together  in the figure below. 
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The intersection of the IS curve and the LM curve shows the exchange rate and the level of 

income at which both the goods market and the money market are in equilibrium. 

5.4 Effects of Fiscal Policies in A Small and Open Economy 

Before analyzing the impacts of policies in an open economy, it is important to specify the 

interaction   monetary system in which the country has chosen to operate. There are three 

systems that a country operates: 

(i) Floating exchange rates 

(ii)Fixed exchange rate 

(ii)Flexible exchange rates   

The most common is the floating exchange rate, where the exchange rate is allowed to fluctuate   

freely in response to changing economic conditions. 

Effects of fiscal policy on the Floating Exchange Rates. 

Consider an increase as in government purchase or a tax cut. An expansionary fiscal policy 

increased planned expenditure, & shift the IS curve to the right.  As a result, the exchange rate 

appreciates, while the level of income remains the same. 
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Figure 5.3 Effects of fiscal policy on the Floating Exchange Rates. 
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This yields very difference results from those of closed economy. As soon as the interest rate to 

increase above world interest rate, capital flows in from abroad. This capital inflow increase   the 

demand  for domestic  currency  in the market  for  foreign  currency exchange and , thus  bids 

up  the value of  the domestic  currency . The appreciation of the exchange rate makes domestic 

goods expensive relative to foreign goods, and this reduces net export. The fall in net export 

offsets the effects of the expansionary fiscal policy on income. 

The reasons why the fall in net export is so great to render fiscal policy completely powerless to 

influence income has to do with the money market . At  the world   interest   rate, there  is only 

one level of income that  can  satisfy the level of real money balance due  this  level of income  

does  not change when fiscal policy change . Thus when an expansion  fiscal  policy is pursued , 

the appreciation of the exchange rate and the fall in  net  export  must  be exactly  large enough 

to offset  fully  the normal expansionary effects of the policy on income  

Effects of Monetary policy on floating exchange rates 

Now let‘s consider an increase in money supply by central bank. Because the price level is 

assumed to BE fixed, the increase in the money supply means an increase in real balances. The 

increase in balances shifts the LM curve to the right. 
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Although monetary policy influence income in an open  economy , as it does in a closed 

economy  , the monetary transmission  mechanism is  different  from a small open  economy  , 

because the interest  rate  is fixed by the world interest rate. As soon as  an increase in money  

supply puts  downwards pressure  on the  domestic interest   rate , capital flows  out of the  

economy  as  investors  seek a higher return  elsewhere. This capital outflow prevents the 

domestic   interest rate from falling. In addition , because  the capital  outflow increases the  

supply  of  the domestic  currency  in the market for foreign – currency exchange  rate  makes  

domestic goods inexpensive relative  goods and  thereby  , stimulate  net  export . 

Hence, in a small open economy, monetary policy influences income by altering the exchange 

rate rather than the interest rate. 

 

Effect of Trade Policy  on floating exchange rates 

Suppose that the government reduces the demand for imported goods by imposing an import 

quota or a tariff. Because  net export  equals   export minus import, a reduction in imports means  

an increase  in  net that is , the  net  export schedule  shift  to the right  . This  shift in the  net  

export schedule  increases  planned  expenditure  and  thus  moves the IS  curve to  the right  . 

Because the LM curve is vertical, the trade restriction raises the exchange rare but does not 

income. Often a stated goal of policies to restrict trade to alter the trade balances NX. Such 

policies do not necessarily have that effect. The same conclusion holds in the Mundell- Fleming 

model under floating exchange rates. Recall that.   

Nx(e) =Y-C\(Y-T) –I(r*)-G 

 

Because  a trade  restriction  does not effects  income , consumption , investment or 

government‘s purchases , it does not  affects  the trade balance. Although the shift in the net-  

export schedule tends to raise NX , the increase in the  exchange rate reducesNX by the same 

amount. 
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5.5 The Small Open Economy under Fixed Exchange Rates 

We now turn to the second type of exchange rate – system fixed exchange rates. This system 

was in operation in the 1950s and 1960s and was later by floating exchange rate system .Later in 

the 1970s some European countries reinstated this system and some economic have advocated a 

return to a worldwide system of fixed exchange rates. 

  

In this section we discuss how this system works, and we examine the impact of economic 

policies on an economy with a fixed exchange rate. 

A Fixed exchange Rate System 
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Figure 5.5 Effect of Trade Policy on floating exchange rates 
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Under a fixed system of fixed exchange rates, a central bank stands ready to buy or sell the 

domestic currency for foreign currencies at a predetermined price. Suppose, for example hat the 

central bank of Kenya announced that it was going to fix the exchange rate at Ksh 20 per dollar. 

It  would  then stand  ready  to give  kshs20 shilling  in  exchange  for a dollar  or  give  out  

dollar in exchange  for Kshs.20 .to carry out policy , the Central Bank of Kenya  would  need a  

reserve of Kenya shilling ( which it can print) and a reserve of dollars ( which it must have  

purchased previously) 

 

A fixed exchange rate dedicates a country‘s monetary policy to the single goals of keeping the 

exchange rate at the announced level. In other words , the  essence of a fixed – exchange rate 

system is he commitment of  central bank to allow the money supply  to  adjust to whatever level 

will ensure that the equilibrium exchange  rate  equals  the announced rate . Therefore so long as 

the central bank   is ready to buy a sell foreign currency at the fixed exchange rate, the money 

supply adjusts automatically to the necessary level. 

Fiscal Policy and Fixed exchange Rate System 

 

Let‘s now examine how a fiscal policy affects a small open economy with a fixed exchange rate. 

Consider an   increase in government spending. This policy shifts the IS curve to the right as in 

the figure below. 
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This puts an upwards pressure on the exchange rate. But because the central  bank  stands ready  

to trade  foreign  and domestic  currency at  the fixed  exchange  rate, arbitrageurs quickly 

respond to the rising exchange  rate by selling   foreign currency to the  central bank , leading to 

an automatic  monetary expansion . The rise in money supply shifts the LM curve to the right 

and raise aggregate income. 

Monetary Policy and fixed exchange Rate System 

 

Consider an increase in money supply by the central bank for example by   buying bonds from 

the public. The initial impacts of this policy to shift the LM curve to the lowering the exchange 

rate. 

 

 

 

 

 

 

 

 

But because the central  bank is committed to trading  foreign and domestic  currency  at a fixed  

exchange  rate, arbitrageurs quickly respond  to  the falling  exchange  rate  by selling the  

domestic  currency to the central bank , causing the money supple and LM curve  to  return to 

their initial position. Hence monetary policy is ineffective under a fixed exchange rate. By 

agreeing to fix the exchange rate, the central bank gives up control over the money supply. 
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Figure 5.7.Monetary Policy and fixed exchange Rate System 
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A country with a fixed exchange rate , can , however  , conduct  a type  of monetary policy ; it 

can decide to change the level at which the exchange  rate  is fixed . A reduction in the value of 

the currency is called devaluation; an increase in the value of the currency is called a revaluation  

Trade policy and fixed exchange Rate System 

Suppose the government reduces imports by imposing an import quota or a tariff. This policy 

shifts the net export schedule to the right and this shifts the IS curve to the right as in the figure 

below. 

 

 

 

 

 

 

The shift in the IS curve tends to raise the exchange rate. To keep the exchange rate at the fixed 

level, the money supply must rise, shifting the LM curve to the right. Thus a trade restriction 

under a fixed exchange rate system induces monetary expansion rather than an operation in the 

exchange rate. The monetary expansion in turn increases aggregate income. 

When income rises, saving also rises, and this improves an increase in net exports.  

5.6 The Mundell- Fleming Model with a Changing Price Level 

 So far we have been using the Mundell – Fleming model with study the small open economy in 

the short run when the price level is fixed. To  examine  price  adjustment  in an open  economy 

, we must distinguish  between  the  nominal  exchange rate e , which equals ep/p* . We can 

then write the Mundell- Fleming model as  

Y= C(Y-T) I(r*) +G+NX (E).....................................IS 

      M/P= L(r*, Y).......................................................LM 

LM1 
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Y0 Y1 Y 

e* 
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Figure 5.8 Trade policy and fixed exchange Rate System 
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The figure below shows what happens when the price level falls. Because a lower level raise the 

level of money balances, the LM shifts to the right. The exchange rate depreciate and the 

equilibrium level of income rises. The aggregate demand  curve  summarizes this  income  shifts 

the aggregate demand curve to the right . Policies that lower income shift the aggregate demand 

curve to the left. 
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Figure 5.9 The Mundell- Fleming Model with a Changing Price Level 
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5.7 Review questions 

i. What is the difference between depreciation and devaluation? 

ii. According to Mundell Fleming model, when the exchange rates are fixed and capital is 

perfectly mobile will fiscal and monetary policy be more successful? Explain 

iii. What are the advantages of floating exchange rates and fixed exchange rtes/ 
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Lesson six: Aggregate Supply (AS) 

Purpose: The purpose of this topic is to introduce learners to the concept of aggregate supply 

and enable the understand the various theories of supply 

Specific objectives: 

By the end of the topic, the learner should be able to 

i. Define the aggregate supply curve 

ii. Explain the various models of aggregate supply 

iii. Differentiate between classical supply curve and aggregate supply curve 

 

6.1 Definition of aggregate supply (AS) 

The aggregate supply curve describes; for each given price level, the quantity of output firms are 

willing to supply. in the shot run the AS curve is horizontal (the Keynesian aggregate supply 

curve); in the run the AS is vertical (the classical supply curve). 

6.2 The Classical Supply Curve 

The classical supply curve is vertical indicating that the same amount of goods will be supplied 

whatever the price level. It is based on the assumption that the labour market is in equilibrium 

with full employment of the labour force. We call the level of output corresponding to full 

employment of the labour force potential GDP,Y*. It grows over time as the economy 

accumulates resources and as technology improves, so the position of the classical aggregate 

supply curve moves to the right over time 
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Figure 6.1 The Classical Supply Curve 
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6.3 The Keynesian Aggregate Supply Curve 

It is horizontal; indicating that firm‘s will supply whatever amount of goods is demanded at the 

existing price level. The idea underlying the Keynesian aggregate supply curve is that because 

there is unemployment firm‘s can obtain as much labour as they want at the current wage. Their 

average costs of production therefore are assumed not to change as their output level changes. 

They are accordingly willing to supply as much as is demanded at the existing price level. This is 

an existence situation in which all prices are fixed. Our task now is to refine this understanding 

of short - run aggregate supply. Unfortunately, one fact makes this task more difficult; 

economists disagree about how best to explain aggregate supply. 

 

 

 

 

 

  

 

 

As a result this section begins by presenting the four prominent models of the short-run 

aggregate supply curve. Although these models differ in some significant details, they are also 

related in an important way: they share a common theme about what makes the short-run and 

long-un aggregate supply curve differ and a common conclusion that the short-run aggregate 

supply curve is upward sloping. 

6.4 Models of Aggregate Supply in the Short Run 

In all the models, some market imperfection cause the output of the economy to deviate from the 

classical benchmark. As a result, the short-run aggregate supply curve is upward sloping, rather 

than vertical, and shifts in the aggregate demand curve  cause the level of output to deviate 

UNEMPLOYMENT  
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Figure 6.3: The Keynesian Aggregate Supply Curve 
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temporarily from the natural rate. These temporary deviations represent the booms and busts of 

the business cycle. Although each of the four models tasks us down a different theoretical route, 

each route ends up in the same place. That final destination is a short -run aggregate supply curve 

equation of the form. 

Y =Y* +a(P-P
e
) , a>0 

Where Y is out put, Y* is the natural rate of output, P is the price level and P
e
 is the expected 

price level. This equation states that output deviates from its natural rate when the price level 

deviates from the expected price level. 

 

The parameter K indicates how much of output responds to unexpected changes in the price 

level. 1/ a id the slope of the aggregate supply curve. 

 

The aggregate supply curve shows the relationship between the price level output. While the 

long run aggregate supply curve is vertical, the short run aggregate supply curve is upward 

sloping. There are four major models that explain why the short-term aggregate supply curve 

slopes upward. The first is the sticky-wage model. The second is the worker misperception 

model. The third is the imperfect - information model. The fourth is the sticky-price model. The 

following headings explain each of these models in depth. As we move on to explore each of 

these four models, keep in mind that an upward sloping short run aggregate supply curve means 

that as the price level rises, output increases. This is the point of each of the following models. 

 

6.5 Sticky -Wage Model 

The sticky-wage model of the upward sloping run aggregate supply curve is based on the labour 

market. In many industries, short run wages are set by contracts. that is, workers are paid based 

on relatively permanent pay schedules that are decided upon by management or unions or both. 

When the economy changes, the wage the workers receive cannot adjust immediately. 

w
w
w
.m

as
om

om
si
ng

i.c
om



63 

 

Given tat wages are sticky; the chain of events leading from an increase in the price level to an 

increase in output is fairly straightforward. The price level rises, the normal wage remains fixed 

because this is solely based on the dollar amount of the wage. The real wage, on the other hand, 

falls because this is based on the purchasing power of the wage. A higher price level means that 

a given wage is able to purchase fewer goods and services. 

When the real wage that firms pay employees falls, labour becomes cheaper. however, since the 

amount of output produced for each unit of labour is still the same, firms choose to hire more 

workers and increase revenues and profits. When firms choose to hire labour, output increases. 

Thus, when the price level rises, output increases because of sticky wages. 

Let‘s summarize the chain of events that leads from an increase in the price level to an increase 

in output in the sticky-wage model. When the price level rises, real wages fall. When real wages 

fall, labour becomes cheaper. When labour becomes cheaper, firms hire more labour. When 

firms hire more labour, output increases. 

6.6 Worker Misperception Model 

The worker - misperception model of the upward sloping short-run aggregate supply curve is 

again based on the labour market. This time, unlike in the sticky -wage model, wages are free to 

move as the economy changes. The amount of work that an employee is willing to supply is 

based on the expected real wage. That is, workers know how many dollars they are being paid, 

the nominal wage, but workers can only guess at how much goods and services they can 

purchase with this wage, the real wage. In general, the higher the real wage the more work the 

workers are willing to supply. 

 

Now let‘s say that the price level increases because we assume that firms have more information 

than workers do, firms will give workers a raise so that their nominal wage increases with the 

price level. But since the workers do not realize that the price level increased, they will believe 

that their real wage increased, not just their nominal wage. At a higher real wage, workers are 

induced to work more. When workers work more, output increases. Thus, when the price level 

increases output also increases because of worker - misperception. 
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Let‘s summarize the chain of events that leads from an increase in the price level to an increase 

in output in the worker-misperception model. When the price level rises, firms increase nominal 

wages. When nominal wages increase, workers-due to misperceptions- believe that real wages 

also increase. When workers believe that real wages increase, workers provide more labour. 

When workers provide more labour, output increases. 

6.7 Imperfect-Information Model 

The imperfect-information model of the upward sloping short-run aggregate supply curve is 

again based on the labor market. In this model, unlike either the sticky- wage model or the 

worker-misperception model, neither the worker nor the firm has complete information. That is 

neither is better informed than the other is about the real wage, the nominal wage, or the price 

level. 

 

In this model, producers are considered to be really only aware of the price of the goods and 

services that they produce. That is, producers are unable to recognize overall increases in the 

price level because they focused on their products only. Instead, producers only recognize 

changes in the prices of the goods and services that they produce. Given that producers are 

unable to recognize changes in the overall price level, they are likely to confuse changes in the 

overall price level (absolute changes in the price level). 

 

It is important to understand the implications of both relative changes in the price level and 

absolute changes in the price level. When a relative change in the price level occurs, producers of 

some goods and services are better off because the price of their output increases to a greater 

extent than the overall price level. 
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Both the real wage and nominal wage earned by these producers increase. When an absolute 

change in the price level occurs, all producers are affected equally and the nominal wage 

increases while the real wage remains constant.  

 

Recall that producers are willing to provide more labor when the wage is high. That is, they will 

work harder when they are getting paid more for their work. Also recall that producers cannot 

differentiate between relative changes in the price level and absolute changes in the price level. 

Thus, when a producer sees a change in the price level, she will likely believe that it is a relative 

change in the price level, even if it is an absolute change in the price level. Because of this, the 

producer will work more and produce more output when the price level rises. Thus, an increase 

in the price level causes output to rise. 

 

Let‘s summarize the chain of events that leads from an increase in the price level to an increase 

in output in the imperfect - information model. When the overall price level rises, producers 

mistake it for a relative increase in the price level. When the relative price level rises, the real 

wage earned by producers rises. When the real wage earned by producers rises the amount of 

labour supplied by producers increases. When the amount of labour supplied by producers 

increases, output increases. 

6.8 Sticky -Price Model 

The sticky-price model of the upward sloping short-run aggregate supply curve is based on the 

idea that firms do not adjust their price instantly to changes in the economy. There   are 

numerous reasons for this. 

 First, many prices, like wages, are set in relatively long-term contracts. Imagine if your 

wage at work place changed every day as the economy changed. 

 Firms hold prices sable from distracting their regular customers 

 Firms hold their prices stable of middleman costs 
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When firms prepare to set their prices .they take into account the expected price level .when the 

expected price level is higher, firms set prices higher to compensate for the higher price of 

inputs. When the price charged for input is higher firms produce more output as the incentive for 

production is also higher. Therefore, an increase in the price level leads rather directly to an 

increase in output in the sticky price model 

Another way to conceptualize the relationship between the price level and output in the sticky 

price model .when the level of output is high the demand fro goods and services is also high. 

therefore  when firms set their sticky price they set them  high to account  for high demand 

.When firms set their prices high ,the overall price  level increases and a high  level of output  

leads to a high level of demand which leads to a high price level 

6.9 Review Questions 

1. Explain the four theories of aggregate supply 

2. Define the aggregate supply curve 

3. What is the difference between the classical and Keynesian supply curve 

4. Discuss the effect of an expansionary monetary policy on the economy 

6.10 References 

Branson, Williams, H (1989), Macro-Economic theory and policy, 3rd Edition  
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McGraw-Hill 
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Lesson seven: Consumption 
Purpose: The main purpose of this topic is to introduce the learner to the concept of 

consumption, and enable them understand he theories of consumption as applied to the real life 

situation 

Specific objectives 

By the end of the topic, the learner should be able to 

 Define consumption 

 Explain the intertemporal choice 

 Explain the Keynesian consumption function 

 Explain the permanent income hypothesis 

 Discuss the consumption puzzle 

 Explain the various theories of consumption 

7.1 Definition of Consumption 

We discuss the consumption choices of individuals .the theory of intertemporal choice was 

developed by irving fisher (1867-1947)the intertemporal choice theory is about individual not 

aggregate consumption but it does not have important implication for aggregate  consumption 

because aggregate consumption is the sum of consumption by individuals  fisher observed that 

people do not just have a budget constraint  for today or for the current period but also for 

tomorrow or the future .he further observed that people can trade off consumption today for 

consumption tomorrow  by saving  or not saving. This means that the budget constraints for each 

period are linked together. The collection of budget constraint for all the periods plus the 

linkages between them gives us the inter-temporal budget constraints. This is the constraint 

limiting the choices; people have between consuming today and consuming tomorrow 

 

YC=current received by consumers 
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Yf=future income received by consumers 

Cc=current consumption of the consumers 

Cf=future consumption 

S=how much the currently save 

R=interest rate 

R>0.If people prefer consuming today rather than in the future 

This implies that the budget constraint today can be written as  

Cc=Yc-S 

Or the level of consumption today equals the level of income less what was saved. If borrowing 

occurs, then s is <0  so, current consumption is greater than current income 

S<0 and Cc>Yc 

The budget constraint in the future is given by Cf=(1+r)s+Yf 

Or the level of consumption in the future +future income +whatever has been saved from 

today.if S>0, then there is positive interest positive interest as well as future Y.if S>0,then the  

consumer pays some of their income  to repay the borrowing that occurred today at the interest 

rate incurred 

 

S+Yc-Cc 

Substituting the equation tomorrow‘s budget constraint  

Cf+(1=r)(Yc-Cc)+Yf…………………2 

Rearranging this equation and dividing both sides by (1+r) we get the following equation  

Cc+Cf(1+r)
1

=Yc+Yf(1+r)
1

…………………………intertemporal budget constraint 
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It is important to note that if r>0, then future income and consumption are discounted. This 

discounting of future income and consumption occurs because of the interest earned on savings  

The discount factor(1+r) is the price of the future  consumption measured  in terms of today‘s 

consumption .it is the amount of current  consumption that the consumer I must give up  to 

obtain  one unit of future consumption .Since r>0,then (1+r)1 is a unit of current consumption 

 

If borrowing or saving did not take place then the budget constraint would just be Yc=Cc and 

future budget constraint will be Yf=Cf 

7.2 Consumer preference 

Fischer observed that people will have preferences regarding consumption over different periods 

.we represent such preferences in the following diagram 

 

 

 

 

 

 

 

 

 

The indifference curve shows the combination of current and future consumption that makes the 

consumer equally happy. The slope at any point on an indifference curve measures the MRS 

between current and future consumption. Higher Indifference curves are preferred to lower 

indifference curve 

The consumer preference 

IC2 

IC1 

Second period 

consumption,Cf 

First period consumption, Cc 

Figure 7.1: Consumer preference 
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7.3 Optimal consumption point 

Assume that consumers chose their consumption to maximize their utility. Given the income of 

the consumer and the interest rate, the consumer will therefore choose the highest indifference 

curve that their budget constraint allows. This occurs where the budget line is target to 

indifference curve                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                             

 

 

 

 

 

 

 

 

 

 

It is important to note that there is a key characteristic of this point of tangency .it occurs where 

the slope of the budget line we =slope of the indifference curve. A long the budget line, any 

substitution s between current and future substitution must offset each other 

0)1( 1rDcPCc  

Cc
cPr)1( -budget constraint slope 

 

IC4 

IC3 

IC2 

IC1 

o 

Second period 

consumption,Cf 

First period consumption, Cc 

The consumer optimum 

Figure 7.2: Optimal consumption point 
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A long the indifference curve, the utility a person gets is the same ,this means  that any 

substitution on the indifference curve  between the current and future period  consumption must 

offset each other 

MUCfCfMUCcCc ..  

 
MUCf

MUCc

Cc

Cf
                      -the slope of the of the budget line and the indifference curve at 

the point of tangency are equal i.e at the optimal point of consumption.MRs=_(1+r) 

7.4 Factors Affecting Consumption 

 

7.4.1 Effect of changes in income on consumption 

Say the current of future income increases. A change in income either today or in the future has 

the same effect; it increases a person‗s present value income. That is it increases, yc+yf(1+r).we 

show this by a shift outwards in the budget line 

 

 

 

 

 

 

 

 

 

 

An increase in income 

IC2 

IC1 

Second period 

consumption,Cf 

First period consumption, Cc 

Figure 7.3 Effect of changes in income on 

consumption 
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If Cc and Cf are both normal goods then their consumption increases. That is, the consumer 

spreads the increase in income over both current and future consumption regardless of when the 

income increases. This tells us that current consumption primarily depends on the present value 

over income over the life time of a person not just on current income. Current income does not 

affect current consumption because it affects the present value of lifetime income, but is only a 

small part of it and so changes in current income will have only a small effect on current 

consumption. Not that this can occur because the consumer will have only small effects on 

current consumption. Note that this can occur because the consumer is free to borrow and lend as 

much as they wish at the going interest rate subject to their not going bankrupt 

7.4.2 Effects of changes in the interest rate on consumption 

An obvious variable that is part of the intertemporal budget constraint is the interest rate .it 

determines the price for trading off consumption between periods and the value to saving or the 

cost of borrowing. When we think about an individual and a change in the interest rate we have 

to consider two cases 

i) When the consumer borrows ,or is a dissever(s,0) 

ii) When the consumer lends or is a saver(s>0) 

There are two effects arising from increase in interest rates 

i) Income effect –this is the change in consumption resulting from the movement to a 

different indifference curve. Given that the consumer is a lender, rather tan a borrower 

they are better off and end up on a higher indifference curve in period 1.income effect 

implies increases in cc and increases in cf 

ii) Substitution effect-refers to a change in consumption resulting from the change in relative 

price of consumption in two periods. Given that r has increased then current consumption 

is relatively more expensive compared to future consumption? Substitution effect implies 

a fall in cc and an increase in cf. Overall .we know that cf increases but we cannot say for 

certain what happens to cc. The end result depends on which effect is stronger the graph 
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shows that the case where substitution effect dominates the income effect. Note that we 

are assuming that Cc and Cf are normal goods when analyzing the income effect 

 

 

 

 

 

 

 

 

 

 

 

 

7.4.3 Effects of changes in wealth on consumption 

A common item which s thought to affect people‘s consumption is people‘s wealth. In 

Newzealand and Australia it is commonly claimed that when people‘s houses increase in 

value then this leads to an increase in their consumption. Similarly for increases in the value 

of shares in the US. How can we think about this when the intertemporal budget constraint 

does not contain a wealth variable? Easy .wealth, or our stock of assets, simply increases the 

present value of resources we have available to spend on consumption. That is, if we are 

considering not just income but all our resources then we just add our stock of assets to the  

income we earn to get the true present value lifetime resources. Say we denote the present 

value  of our assets as a, then our present value lifetime resource constraint is  

First period consumption, Cc 

Second period 

consumption, Cf 

An increase in interest 

rate 

Y1 

IS1 

IS2 

B 

A 

C 

Figure 7.5 Effects of changes in the interest rate on consumption 
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Yc+yf(1+r+a) 

This means that a y change in the value of our assets or wealth will have the same impact on 

our consumption as a change in our income. if the value of our assets increases ,the present 

value of lifetime resources increases, which is shown by a rightward  parallel shift  of the 

budget constraint and if consumption is a normal good ,then we will consume more  both 

today b and in future. Note that to make it simpler, we can just think conceptually of future 

income including both income earned and also the value our assts which could be sold (this 

reduces the number of symbols without changing our results) 

7.5 Theories of Aggregate Consumption 

a) Absolute Income Hypothesis/Keynesian consumption function 

This theory of aggregate consumption was derived by john myriad Keynes in 1930s.Keyne 

made some three main assumptions 

i) 0<MPC< where MPC=DC/DY or the MPC is the amount of extra consumption out of 

etra dollar of income 

ii) APC increases as Y increases where APC =C/Y ar the APC is the ratio of total 

consumption total income 

iii) Y is the predominant determinant of C and r has little impact onC. Given these three 

assumptions ,the Absolute income hypothesis can be written as  

Ct=C+cYt where C>0 and 0<c<1 

Ct—is aggregate consumption 

C-is called autonomous consumption 

c-is the marginal propensity to consume 

Yt-is aggregate disposable income 

This model captures the KCF or the AIH because 
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 The MPC ,c ,is between 0 and 1by assumption 

 The interest rate is assumed to have no effect on aggregate consumption and this is 

shown by by its being not included in the aggregate consumption function 

 The APC falls as income increases which we can show by rearranging our 

model;APC=CtYt=CYt+c which tells us that as  Yt increases then Cyt also decreases. the 

following graph shows what the KCF looks like and low it relates to consumption 

Keynesian Consumption Function 

 

 

 

 

 

 

 

 

 

The success of any theory and model is that they are consistent with the relevant to the real world 

data. What about the KCF/AIH? Sometimes after Keynes theory was developed, households 

were surveyed and it was found out that  

 Richer households consumed more than poor ones.MPC>0 

 Richer households saved more than poor ones .MPC<1 

 Richer households saved larger fractions of their income which means that APC increases 

as Yt increases 

Consumption C 

Income Y 

C 

Ct=C+cYt 

Keynesian Consumption Function 

w
w
w
.m

as
om

om
si
ng

i.c
om



76 

 

 The correlation between income and consumption was found to be very strong .so this on 

this evidence the KCF seemed to be consistent with the available real world data about 

consumption 

The consumption puzzle 

Unfortunately for Keynes and his KCf, during the 1940s two pieces were produced that were not 

consistent with the KCF predictions about how aggregate consumption and savings should 

behave 

SECULAR STAGNATION DID NOT OCCUR 

The first anomaly had to do with a theoretical implication of the KCF that as Y increases, C 

increases but proportionately less than income. This means the pool of savings increases more 

than proportionately as income rose. Since savings equals investment in equilibrium, investment 

increases proportionately more than income. But the problem is that it does not make sense for 

firms to want to keep m, investing if people were buying proportionately smaller levels of 

consumption goods as compared to their incomes 

A long differential of infinite duration commonly referred to as circular stagnation would then 

occur. It was thought that once the 2
nd

 world war ended, thus ending the large government 

demand for goods and services that the economy will enter a period of secular stagnation .But, it 

did not! What actually happened conflicted with the theory of Keynes about how aggregate 

consumption depended on aggregate income 

The KCF was not consistent with new time series data 

After Keynes developed the KCF, Simon Kuznets created data from the US national accounts 

from 1869 to the 1940s on aggregate Y and C. It showed that C was very stable fraction of Y 

even as Y increased a lot. This conflicted with the KCF .The difference arose between this study 

and the earlier ones that supported the KCF because  the early  studies were cross-sectional  in 

detail(they looked  at a snapshot  of the economy at a point)whereas Kuznets study was o a time 

series nature(It looked at the economy over many points in time)So the evidence seemed to 

indicate that there were two consumption functions: a short-run consumption function in which 

the APC was basically constant with different levels of Y. This an be graphically shown as 

below 
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b)The Life Cycle hypothesis 

The KCF while able to explain aggregate consumption of the economy at a point in time was 

able to explain it over time. This led to the new ways of trying to explain aggregate consumption. 

Two theories were developed at about the same time .i) one theory was developed by Franco 

Modigliani ,Alberto Ando and Richard Brumberg.in the 1950s.They argued that it is not only 

income in the current period that affected people‘s observed consumption choices  but also 

income they expected in the future. they hypothesized that  the income of the  people varies  in a 

known way  over people‘s ;lives  and that people use savings to move income from high income 

periods to low income periods  known now as the life cycle hypothesis. it is the application of 

the fisher model 

LIFE CYCLE PROFILE 

 

 

 

 

Income, Yt 

Consumption, Ct 

Short-run consumption function 

(falling APC) 

Long-run consumption function 

(constant APC) 
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7.6 Review questions 

i. Discuss the Keynesian consumption function 

ii. Explain the permanent income hypothesis 

iii. What is random walk? How s it related to permanent income hypothesis? 
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Lesson Eight: Investment 
Purpose. The purpose of this topic is to equip learners with knowledge about the concept of 

investment and the various categories of investment that investors get involved in. As investors, 

the learners will have an insight into the various theories f investment and understand the 

concept of accelerator 

Specific objectives 

 At the end of this topic you should be able to: 

a) Define Investment. 

b) State the different categories of investment. 

c) Discuss the neoclassical theory   of residential investment. 

d) State the reasons for holding inventory. 

e) Discuss the theory behind inventory. 

f) Discuss the theory behind the accelerator. 

8.1 Categories of investment 

Before developing any theories investment choices by people it is important to define  what is 

meant by investment. 

Investment: is the formation of real capital, tangible or intangible, that will produce a stream of 

good and service in the future. Investment undertaken in an economy is classified according to 

the following categories: 

1. Business fixed Investment which include plant and machinery, office buildings . 

2. Residential Construction Investment which includes houses and significant additions to 

house ( that require  building permit) 

3. Changes in firm‘s Inventories –as they provide revenue in the future, not today.  

4. Purchases of Durable Goods by Households for example cars, fridges. 

5. Government purchases of investment Goods and Building for example roads Hospital, 

harbours, 

6. Investment in Human Capital for example schooling university study, apprenticeships 

etc. 
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7. Knowledge which. Includes things we know about scientific and other areas. 

8. The national income accounts only measure 1,2,3 and 5 as investment and it is not clears 

how well they measure 2 and 5 )eg. Additions not requiring permits and durables 

purchased by government departments|. The national accounts do not measure 6 or 7 

 

Investment Affects Future Output 

The capital is a very important used to produce output and the level of investment ultimately 

determines the level of the capital stock and thus the growth of output. The relationship 

between investment and the capital stock can be expressed in the following way:  

ltKtKtIKt  

where 

Kt=stock of capital at time t 

1t=gross investment at time t. 

δ -the depression rate. 

 

Another way of sating this relationship is looking at the net change in the capital stock which 

can be expressed in the following. 

tInKtKtlKt .  

 

Where In,t is net investment at time t. 

This implies that if . In,t increase  then kt+1 increase and thus Yt+1>Yt, that is output should 

increase . Not that the notation used above assumes that investment undertaken today not 

really become productive until the future. This is usually the assumption we sue in modern 

macroeconomics. 
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Investment Fluctuates A Lot 

1. A well established fact of modern economies is that 1 fluctuates a lot more C or Y (     

we can also see that Y fluctuates more than C, probably because of the large 

fluctuations in I which helps to make up Y). 

2. Furthermore, inventory investment, which makes up only a small percentage of 

GDP, is extremely volatile and in a recession more than half the fall in spending for a 

typical industrialized country comes from a decline in inventory investment as firms 

rundown their inventories. 

 

As a result, if we want to explain fluctuations in output, then we need to understand what causes 

fluctuations in an economy‘s investment behaviors. this has been recognized for quite a long 

time, including by Keynes himself who put it down to ―animal spirits‖, or that fluctuations of 

firm‘s investments is due to seemingly random fluctuations in firm‘s expectations about future 

profitability, there is likely an element of truth in this view, since we have seen that people‘s 

consumption choices depend on future income, but it is in some  sense a pessimistic view since it 

essentially says that investment is what it is and that is all we can say . For the rest of the lecture 

we shall study three categories of investment and in the process see if Keynes was right. 

 

8.2 Business Fixed Investment 

 

Many people are intensely interested in business fixed investment and it not difficult to 

understand why; it constitute the basic equipments used by firms to produce output whether it be 

computers, factories, machine tools or offices. We will learn about the most common theory 

develop to explain this form of investment. 

 

Neoclassical theory of Investment 
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Our next theory of aggregate investment is the one currently used by economists. An  important 

underlying assumption of the accelerators model is that firms do not change their  production  

techniques In effect they employ the same  proportions  of  capital and labour independents of 

their  affected by output, but on the basis of cost-benefit decision. That is, firms may have a 

desired output level they wish to produce, given the price the output can be sold at, but the 

bundle of inputs they use will depend on their relative costs and benefit so as to maximize the 

profits of firms. 

 

The Formal Model 

 

We will now write the basic idea described a above as a formal model . To begin  with define the 

following variables: 

 

Y= the quantity of output produced by the firm 

K= the quantity of capital used by the firm 

L= the quantity of labour used by the firm 

F(…] = the production which related how the inputs capital and labour are used to produce  

output. 

Next, we need to specify the key assumption used by the model: 

1. Firms act to maximize their profits where profits equal revenue less costs. If firms maximize 

profits by hiring labour and capital, then the amount they choose to hire will satisfy  the 

condition MB = MC for each factor, or  in this  case their  MRP equals their cost Let,  

W= the marginal nominal wage paid to employees. 
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R= the marginal nominal ―rental‖ cost that films incur in using capital  

Py= price the firms receive for their output. 

P= the aggregate price level. 

 

Where it is important to note that the implicit or explicit cost of cost of using capital is not 

simply the actual price of the capital, since the capital  can be  resold. The  cost of using the 

using the capital is the  implicit (or explicit (or explicit if rented from another firm) cost of 

renting the capital over the period it is used ( we will discuss this is more detail soon) which  

we are  calling  R( eg. if we build  a dam and use  it to  produce  electricity then the  capital  

cost per unit of electricity  is not the total cost of the dam, fraction of it relating to what 

portion of it was use to produce the unit electricity). Given our assumption, we know that the 

logical implication is that capital labour are employed up to the point where. 

RPy =MPK =MPK   x  PY andWPy = MPLor W = MPLPy x  .And we will now explore 

more about the MB and the MC of using capital 

 

Marginal Benefit of Using Capital 

The real benefit of using capital is given by the MP that the production firms earns from the 

output it produces using the capital. It is also worth noting that the MP of  the factors, and 

hence the MPK depends  in general  on the actual quantities of the factors used. That is, 

kL]/[k, f =k Y/=MPK  

Where it is clear that the level of output depends on both L and K, in many cases economists 

assumes diminishing returns to the factors of production, or that as we increase the amount 

of a factor used output increase but at a diminishing rate. We will use this assumption here. 

From following the logical implications of our assumptions we have deducted that there are 

three things that will influence the marginal benefit of using capital: 
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1. Stock of capital of labour – eg the higher the stock of capital, the lower the MPK. This is 

just the assumption of diminishing returns to the factors of production. 

2. Quantity of labour used – eg, the higher the quantity of labour used, the higher the MPK.  

3. State of the production Technology- eg the better, the technology the higher the MPK. 

 

Marginal Cost of Using Capital. 

We know that the real cost of using capital is not  just  the capital ,  but is instead  a fraction 

of this relating to  the period over  which the capital is used, which we have called the reakl 

rental cost  ( or R/P bove). 

This is made up of the following factors: 

i. Foregone Interest Earnings ( or interest costs)- say the nominal rate of interest is 

i then ipk is the interest cost, or the foregone interest cost, where PK  is the 

purchase price of capital . This is fact gives you the fraction of the actual 

purchase price of the capital which is relevant for the period for which is used to 

produced things. 

ii. Valuation  losses or Gains-ie PK may go up ( valuation gains ) or go down 

(valuation losses) Let – ∆pk = cost of gains or loss 

iii. Wear and tear of capital hired out- ie . the capital depreciates in values when 

rented out purely  from its being used to produce good and services . let & = the 

rate  of depreciation  

 

This implies that δPK is the nominal depreciation cost  

 

From i_-iii) we now have the total cost of renting out one unit (or using) capital for producing 

output for one period from i)-iii) 
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)+PK/PK-(ipk =pk+PK-ipk  = capital ofcost  Nominal  

And to summarize, the nominal cost of capital depends on: 

1. The  price  of capital 

2. The interest rate. 

3. The rate at which capital prices are changing. 

4. The depreciation rate. 

 

What we have worked out is perfectly correct, but we will invoke one more assumption to 

simplify the expression for the cost capital. For simplicity, assume that the price of that goods 

increase at the same rate the inflation rate. This can be characterized mathematically as, 

 rateinflation   the =P/P=PK/PK  

We also know that r=i-π (ie. The real interest rate is approximately equal to the nominal interest 

rate less the inflation rate – this should really be the expected inflation rate, but how do we get 

real cost of capital = )+Pk/p(r  

This tells us that we can expect that real cost of capital to depend upon 

1. The relative price of the capital good  

2. The real interest rate 

3. The depreciation rate 

 

PROFIT Rate of capital 

 

Now we know that the determine both the MB and the  MC  of using and thus owing  capital we 

are now in a position to answer the basic question of how  mush capital should firms in total use 
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and own. The answer to this is that it all depends on the profit rate of capital, which equal, profit 

rate =revenue –cost= MPk- (pk/p)r+δ) 

There are three cases to consider. 

1. MPK> cost of capital  means there are  potential profits a firms could earn by increasing 

its capital stock k and the amount of net investment  is positive  (ie. Kt+1>Kt). 

2. MPK < cost of capital means  the firms is making losses on the  last units of capital it is 

using and it could increase profits by reducing its capital stock k and the amount of net 

investment is negative (ie kt+1<kt) 

3. MPK = cost of capital means the firms is maximizing the amount  of profit it can earn 

from using capital and does not want to change its to capital stock , or reduce it through 

depreciation depends upon the profit rate or the different between the MPK  and the cost 

of capital. Note  that  unlike the accelerators  theory shows  us what determines  that 

optimal or desired capital stock , it is  the amount of capital  where MB= MC , or no 

more profit  can be made from changing firm‘s amount of capital  

8.3 Investment and the Capital Stock  

A Logical  conclusion from the neoclassical theory of investment  is that both net gross 

investment of firms are a negative function of r  because the cost of capital  is positively affected 

by changes in r which negatively affected the profit rate of capital  we can show this  relationship 

graphically as: 

Investment schedule  

 

 

 

 

 

Interest rate, r 

Investment, I 
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And a change in any other variable that affected  by MB  or MC OF using and owing capital 

MPK , say from a technological innovation, cause a rightward shift in the investment schedule. 

The amount of investment that is undertaken depends on whether or not firms are using and 

owning the optimal amount of capital amount of capital, that is , whether or not the profit  rate is 

zero or non-zero. In the long run equilibrium, with the profit rate we would expect that the 

amount of the net investment is zero with gross investment being positive and just offsetting the 

amount of depreciated capital each period. Once a firm is in its long – run state only a change in 

R or MPK, or some other variable, will cause net investment demand. This will cause net 

investment to stop being zero and the capital stock will adjust to get back to a new long – run 

equilibrium situation 

 

Effects of Tax Laws 

We have focused on a few key variables which affect the amount of investment undertaken but 

in reality anything which affects the cost or benefit or using capital will affect the amount 

government taxes let r be the tax rate on firms‘ revenues. Then the after  tax profit  rate  of 

capital  equal , profit rate =(1 –r ) Mpk –(PK/P)( r+δ)  so  that we can see that the tax reduces the 

profits earned from capital  by reducing the MB of using and owing  capital. For example, three 

common policies which affect investment are. 

 

1. Taxes on income earned from owing capital. 

This is simply the company tax  isn‘t directly levied on capital  income but on a 

company‘s profits, which include income and cost from all factors, but some proportion 

of its incidence is on income earned from capital and we can think of it this way . An 

increase in the company tax will effectively increase r and hence decrease i . This sort of 

policy will discourage the accumulations, 

2. Investments  tax credits  
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This is a policy  where firms ‗tax liabilities are reduced by how much they spend on new 

capital during a year .This effectively lowers r reducing the cost of capital and causing 

and increase in I. This sort of policy will encourage the accumulation of K  

 Tax Treatment of Department Depreciation 

    Corporate profits are taxed and profits are just revenue minus costs. Part of the            Cost of 

production of firms is depreciation on capital so that firms are allowed to Include depreciation of 

their capital as  a cost when calculating the amount of  Profit to be taxed  but depreciation of 

their capital as a cost when calculating the a amount of profit to be taxed  but depreciation the 

true cost of depreciation in period of high inflation which overstate the profits being made this 

means a tax is levied even if the economic profit is Zero , which  effectively increase r reducing  

I and discouraging the accumulation of capital . The third type of policy is a factor because 

obviously the IRD to say something about the treatment of depreciation for firms that have to file 

tax returns. 

8.4 Residential Investment. 

Another type of investment dear to the hearts and wallets of many Kenyans, as wall as involving 

large expenditures, and one which varies  strongly with the business   cycle, is residential 

investment what we want to know is that factors determine investment in residences and how 

they do so. 

8.4.1 Neoclassical Model of Residential Investment 

The neoclassical model of residential investment directly uses an important conceptual   thinking 

about capital.  : the existing capital and investment but is made explicit in the mode  learn about  

. The  idea  I s that there are  two part  to the housing market ; the mark existing stock of house 

which determine the equilibriums  housing prices and the new housing which determine the flow 

of residential investment . Note that this is a new housing which determines the flow of 

investment. Note that this is a for all forms of capital but we are using it explicitly here in our 

model,   

8.4.2 The formal model  
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First off, define the following variables: 

PH= the going price of housing in an economy. 

P= the price going of housing in economy. 

KH= stock of residential capital or housing  

IH=investment in housing. 

 

Determining the equilibrium price PH/P- the market for Existing house as normal market   the 

relative price of housing PH/P is determined jointly by den supply. The stock of houses is fixed 

in the  short tern and so the supply curve of houses is vertical. If we invoke the assumption of the 

law of demand then the housing is of the Norman downward sloping from in the relative price of 

housing. Given a fixed population the demand for housing can change if the relative pricing of 

housing change. It is easy to see why using example. Say for example PH/P then the quantity 

demanded falls because. 

 People live in small house 

 People  share residences 

 Homelessness 

 

8.4.3 Determining investment –the supply of new housing 

 We know that the supply that of housing does  change does over time . we also know that the 

costs of  building new houses is made of up of materials, hiring  labour and hiring capital  ( tools 

, machines etc).these  form the MC of building new  housing. We will assume the law of supply 

that extra  quantities of new  housing is more  expensive because of diminishing returns to the 

factors of production used by the firms. That is ,  the existing resources become more expensive 

as firms bid up their prices to get  them ; additional factors requires  higher  payment s to  induce 

them to supply their services, or the additional  factors are just as existing resources used. The 

MB for firms or developer from building new housing is the relative price of housing. to induce  
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construction firms to build new house the MB , or relative price o housing has to higher than the 

MC this tells us  that supply of new housing curve sloping in the relative price of new housing . 

The supply of new housing can be characterized graphically as follows: 

The supply of new housing  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Changes in he Demand for and supply Housing  

We now have formal model of the residential housing. Any change in the relative price of 

housing  curves movement a long the existing curves as per normal supply and demand curves 

any other change involves a shift of a curve which will have other flow on effects. We look at 

one particular example. Say a country‘s population increase either because of an increase in the 

reproduction because of higher net immigration. this causes the following sequence of things to 1  

Flow of residential investment, IH 

Relative price of housing  

Supply  

w
w
w
.m

as
om

om
si
ng

i.c
om



91 

 

1) Demand for housing  curve shifts outwards  

2) PH/P to clear the housing market. 

3) Supply of a new housing increase, increasing the future stock of housing this 

cause a fall in PH/P although it will still be higher than the original level. 

 

The change in the demand for housing can be characterized graphically as follows: 

An increasing in housing demand 

 

 

 

 

 

 

 

 

 

There are many other things that can affected the demand for housing rate ( ie because it affects 

mortgage costs, or the opportunity cost of holding housing )‘ the tax deductibility of interest 

payment ( ie if these exist they increase  from owing house better  technology , expecially in 

builing  materials and techniques as it lowers the  cost of supply new  houses and thus shifts the 

supply down  incomes of people ( ie how much income people have affect their damand and host 

of other factors. 

Summary 

Demand 

Stock of Housing, Kh Flow of residential investment, 

Ih 

Supply Supply 
PH/P 

PH/P 

Figure 8.2 change in the demand for housing 
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1) Demand for housing increases when the population increase (immigration are better of( 

higher real gdp) per capital growth) 

2) Prices act to ration out scarce resources. 

3) We never really get to an ―equilibrium‖, in the static meaning of equilibrium, because shocks 

are always occurring! but our economic reasoning tells us what effects the shocks will have and 

in which direction economic variables will change in response to them. 

 

 8.5 Inventory investment 

The last category of investment that we will study is inventory investment. It is not that large 

compared to the other forms of investment, but as mentioned at the beginning of this topic there 

is a strong relationship between changes in inventory investment and changes in output over the 

business cycle. 

 

8.5.1 Reasons for holding inventories 

Before developing a theory of inventory investment we will study the reasons why inventories 

are held. Knowing the reasons for holding inventories will help us understand better the factors 

which influence the level of inventory investment. There are four reasons for holding 

inventories: 

 

1) Production smoothing: often it is cheaper to produce goods at a steady rate, than to 

continually alter production runs. This means that during slow periods inventories build 

up and during boom periods inventories are run down. 

2) Inventories as a factor of production: films carry inventories of spare parts incase a 

machine breaks down, so that the entire assembly line does not come to a stop. E.g. car 

assembly factory. 
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3) Stock out avoidance: to avoid lost sales and profits when sales may be unexpectedly 

high e.g. a book retailer may carry multiple copies of a book if they are not sure how 

popular the book will be. 

4) Work in process: partly completed productions are counted as inventories e.g. cheese 

making where cheeses are aging. 

 

An important point to notice about all of these reasons is that have a short-term focus and not a 

long-term focus as with the other forms of investment. This suggests that they will not be so 

heavily influenced buy short-run changes in relative prices but will instead be tied closely to 

output. Another point to note is that reason 1.is not likely to be an important reason why 

inventories fluctuate during business since this sort of inventory investment goes up as output 

goes down whereas inventory investment as a whole goes down as output goes down. 

This means 2.-4 must be the main cause of fluctuations in inventory investment during a business 

cycle. 

8.6 Review Questions 

i. Discuss the theory behind the accelerator model 

ii. Discuss the neoclassical model 

iii. Explain the reasons for firms holding inventory 

iv. Explain the various categories of investment 
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Lesson Nine: Business Cycles, Unemployment, and Inflation 
Purpose: The purpose of this topic is to enable the learners understand the concept of business 

cycle and, inflation and unemployment and the relevance of these concepts in their country‘s 

economy 

Specific objectives 

After completing this topic, students should be able to: 

 Explain what is meant by a business cycle. 

 Describe the four phases of an idealized business cycle. 

 State causes of frictional, cyclical, and structural unemployment. 

 Identify the full employment or natural rate of unemployment. 

 Identify the economic costs of unemployment and the groups that bear unusually heavy 

unemployment burdens. 

 Define inflation and list two types of inflation. 

 List three groups who are hurt and two groups who may benefit from unanticipated 

inflation. 

 Present three possible effects of inflation on output and employment. 

9.1 Phases of the Business Cycle 

Four phases of the business cycle are identified as follows   

 A peak is when business activity reaches a temporary maximum with full 

employment and near-capacity output. 

 A recession is a decline in total output, income, employment, and trade lasting six 

months or more. 

 The trough is the bottom of the recession period. 
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 Recovery is when output and employment are expanding toward full employment 

level. 

9.2 Unemployment: 

Unemployment generally refers to a state/situation where factors of production (resources) are 

readily available and capable of being utilized at the ruling market returns/rewards but they are 

either underemployed or completely unengaged. 

 

When referring to labour, unemployment is considered to be a situation where there are people 

ready, willing and able to work at the going market wage rate but they cannot get jobs.  This 

definition focuses only on those who are involuntarily not employed.  It is noteworthy to mention 

here that all countries suffer unemployment but most developing countries experience it at 

relatively higher degree, and the following can be some of the causes. 

 

9.2.1 ypes and Causes of Unemployment 

i.   Transitional unemployment:  Transitional unemployment is that situation which prevails 

due to some temporary reasons.  The main reason for this type of unemployment are: 

 

 Turnover unemployment:  Some individuals leave their present jobs and make efforts 

to secure better ones and in this way, they remain unemployed for some time. 

 

 Casual unemployment:  Casual workers are employed for a specific job and when the 

job is competed, such workers become eventually unemployed. E.g. shipping or building 

construction workers. 

 

 Seasonal unemployment:  Some industries, for instance have seasonal demand and 

their produce is manufactured for a specific period of time (a specific period of the 
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year).  The workers of such industries remain unemployed for that time e.g. ice factories 

may remain closed during winter. 

 

 

ii.         Structural unemployment:  Caused by structural changes such that there exist: 

 

 Cyclical unemployment:  During depression, prices are too low and profit margins 

remain distinctively low.  In this case, investment decreases and unemployment 

increases. 

 

 Technological unemployment:  Due to inappropriate technology.  Technology is not 

inappropriate per se but in relation to the environment in which it is applied.  In most 

developing countries, most production structures tend to be labour saving (capital-

intensive), which is not appropriate as these countries experience   high labour 

supply. Capital – labour ratios tend to be high in these countries implying that less 

labour is absorbed compared to capital in production undertakings causing 

unemployment. 

 

 Industrial change:  The establishment of new industries decreases the demand for 

the products of existing industries e.g. the rapid increase in the demand for Japanese 

industrial products is one reason for greater unemployment in some European 

countries. 

 

 Keynesian unemployment:  According to Keynesian theory of income and 

employment, unemployment occurs due to lack of effective demand.  If effective 

demand is less, production of goods and services will fall which will further result in 

the unemployment of labour.  Another feature of Keynesian unemployment is that 
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unemployment of labour is associated with unemployed capital such as plant and 

machinery which tend to be idle during depression. 

 

 Urban unemployment:  Due to availability of more facilities in urban areas, more and 

more people tend to move to these areas.  The employment opportunities are not 

sufficient to absorb all those people who settled in the urban areas.  This kind of 

unemployment is therefore due to rural-urban migration. 

 

 Disguised unemployment:  Situation where some people are employed apparently, but if 

they are withdrawn form this job, total production remains the same.  In most developing 

countries this type of unemployment is estimated at 20 to 30% and measures should be 

taken to employ such people in other sectors of the economy. 

 

 

iii      Insufficient Capital:  Shortage of capital is a hindrance in the establishment of more 

industries and other productive installations, and due to this reason, more employment 

opportunities are not created. 

 

iv. Nature of education system:  Education systems for most developing countries are white-

collar oriented, yet the nature of productive capacities of these economies are not 

sufficiently supportive.  Moreover, inadequate education and training facilities render(s) 

most people unable to secure those job opportunities that require high skills and specialized 

training. 

 

v.     Rapidly increasing population:  The rate of growth in population exceeds the amount of 

job opportunities that the economy can generate. 
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Thus in summary, of the causes of unemployment in developing countries can be said to 

include: 

 

 Rapidly increasing population 

 Inappropriate technology 

 Insufficient capital base 

 Demand deficiency/structural changes 

 Presence of expatriates 

 Education Systems – white-collar orientation 

 Rural-urban migration 

 One person for more than one job 

 Corruption and general mismanagement 

 Inadequate knowledge on market opportunities 

 

Cost of Unemployment 

 

Unemployment is a problem because it imposes costs on society and the individual.  The cost of 

unemployment to a nation can be categorized under three headings:  the social costs, the cost to 

the exchequer and the economic cost. 

The Social Cost of Unemployment 

i. For the individual, there is the demoralizing effect which can be devastating particularly 

when they are old.  This is because as some job seekers become more and more pessimistic 

about their chances of finding a job, so their motivation is reduced and their changes of 

succeeding in finding jobs become even more remote. 
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ii. Many of the longer-term unemployed become bored, idle, lose their friends and suffer from 

depression 

iii. There is also evidence of increased family tension leading in some cases to violence, 

infidelity, divorce and family breakups. 

iv. Unemployment may also lead to homelessness, as in some circumstances building societies 

may foreclose on a mortgage if the repayments are not kept up. 

v. Long-term unemployment may also lead to vandalism, football, hooliganism and increases 

in the crime rate and insecurity in general. 

 

The cost to the exchequer (Ministry of Finance) 

i. There is increasing dependency ratio on the few who are employed in the form of: 

ii. The loss of tax revenues which would otherwise have been received:  This consists 

mostly of lost income tax but also includes lost indirect taxes because of the reduction in 

spending. 

iii. The loss of national insurance contributions which would otherwise have been received 

 

The economic cost 

Unemployment represents a terrible waste of resources and means that the economy is producing 

a lower rate of output than it could do if there were full employment. This leads to an output gap 

or the loss of the output of goods and services as a result of unemployment. 

 

REMEDIES FOR UNEMPLOYMENT  

The measures appropriate as remedies for unemployment will clearly depend on the type and 

cause of unemployment.  Broadly they can be divided into: 
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 Demand management or demand side policies 

 Supply side policies. 

Demand management policies 

 

These policies are intended to increase aggregate demand and, therefore the equilibrium level of 

national income.  They are sometimes called fiscal and monetary policies.  The principal policy 

instruments are: 

 

 Supporting declining industries with public funds 

 Instituting proper demand management policies that increase aggregate demand including 

exploiting foreign and regional export markets.  This can be done by increasing government 

expenditure, cutting taxation or expanding the money supply. 

 Promoting the location of new industries in rural areas which will require an improvement 

of rural infrastructure. 

Supply-side policies 

Supply-side policies are intended to increase the economy‘s potential rate of output  by 

increasing the supply of factor inputs, such as labour inputs and  capital inputs, and by increasing 

productivity.  They include: 

 Increasing information dissemination on market opportunities. 

 Reversing rural-urban migration by making rural areas more attractive and capable of 

providing jobs.  This particularly is the case in developing countries where rural-non-farm 

opportunities offer the longest employment opportunities. 

 Changing attitude towards work i.e. eliminating the white-collar mentality and creating 

positive attitudes towards agriculture and other technical vocational jobs. 

 Provision of retraining schemes to keep workers who want to acquire new skills to 

improve their mobility. 
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 Assistance with family relocation to reduce structural unemployment.  This is done by 

giving recreational facilities, schools, and the quality of life in general in other parts of 

the country even the provision of financial help to cover moving costs and assist with 

home purchase. 

 Special employment assistance for teenagers many of them leave school without having 

studied work-related subjects and with little or no work experience. 

 Subsidies to firms which reduce working hours rather than the size of the workforce. 

 Reducing welfare payments to the unemployed.  There are many economists who believe 

that welfare payments have artificially increased the level of unemployment. 

 Reduction of employee and trade union rights. 

9.3 Inflation 

Definition:  Inflation is a rising general level of prices (not all prices rise at the same rate, and 

some may fall). 

Causes and theories of inflation: 

1. Demand-pull inflation:  Spending increases faster than production.  It is often described 

as ―too much spending chasing too few goods.‖ 

2. Cost-push or supply-side inflation:  Prices rise because of rise in per-unit production 

costs (Unit cost = total input cost/units of output).   

a. Output and employment decline while the price level is rising. 

b. Supply shocks have been the major source of cost-push inflation.  These typically occur 

with dramatic increases in the price of raw materials or energy. 

Complexities:  It is difficult to distinguish between demand-pull and cost-push causes of 

inflation, although cost-push will die out in a recession if spending does not also rise. 

Redistributive effects of inflation: 
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The price index is used to deflate nominal income into real income.  Inflation may reduce the 

real income of individuals in the economy, but won‘t necessarily reduce real income for the 

economy as a whole (someone receives the higher prices that people are paying). 

Unanticipated inflation has stronger impacts; those expecting inflation may be able to adjust their 

work or spending activities to avoid or lessen the effects. 

Fixed-income groups will be hurt because their real income suffers.  Their nominal income does 

not rise with prices. 

Savers will be hurt by unanticipated inflation, because interest rate returns may not cover the cost 

of inflation.  Their savings will lose purchasing power. 

Debtors (borrowers) can be helped and lenders hurt by unanticipated inflation.  Interest payments 

may be less than the inflation rate, so borrowers receive ―dear‖ money and are paying back 

―cheap‖ dollars that have less purchasing power for the lender. 

If inflation is anticipated, the effects of inflation may be less severe, since wage and pension 

contracts may have inflation clauses built in, and interest rates will be high enough to cover the 

cost of inflation to savers and lenders. 

―Inflation premium‖ is amount that interest rate is raised to cover effects of anticipated inflation. 

―Real interest rate‖ is defined as nominal rate minus inflation premium.  (See Figure 26.5) 

Output Effects of Inflation 

A. Cost-push inflation, where resource prices rise unexpectedly, could cause both output and 

employment to decline.  Real income falls. 

B. Mild inflation (<3%) has uncertain effects.  It may be a healthy by-product of a 

prosperous economy, or it may have an undesirable impact on real income. 

C. Danger of creeping inflation turning into hyperinflation, which can cause speculation, 

reckless spending, and more inflation (see examples in text of Japan following World War II, 

and Germany following World War I). 
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9.4 Inflation and Unemployment 

For many years it was believed that there was a trade-off between inflation and unemployment 

i.e. reducing inflation would cause more unemployment and vice versa.  This relationship was 

explained using a simple Keynesian model using a diagram as follows: 

 

 

                         

 

                                 

                                                                      

                                                                                                                   

                                              

                                                                                                                                               

                                                               

The model was developed in the 1930s when there was large-scale unemployment which led 

Keynes to focus on the problem of the ―deflationary gap‖.  This situation in which aggregate 

spending is less than that required to employ all those who wish to work at the prevailing wage 

level. This is illustrated in the figure above by the aggregate demand function AD1.  Here the 

equilibrium level of national income is Y.  If aggregate demand is increased by an additional 

injection or reduced by fewer withdrawals the aggregate demand function can be shifted 

upwards.  This extra demand encourages investment and via the multiplier additional demand 

and hence employment until aggregate demand reaches AD2 and helps to produce full 

employment YF. 
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Beyond the point of full employment where all resources are committed, any increase in 

aggregate demand to say AD3 cannot increase real output and thus an inflationary gap occurs 

which can only be filled by using prices.If there are unemployed resources in the economy and 

aggregate demand increases then unemployment will be reduced and prices will remain steady.  

If whenever the economy is already at the full employment level, any additional increase in 

aggregate demand will force up prices but have little effect on the level of real output and 

employment. In the 1950s the nature of the relationship between inflation and unemployment 

was stated in more precise form by Prof. A. W. Philips.  He studied the relationships between the 

variables over the period 1862 and 1958 for the UK.  The statistical relationship he found can be 

represented in diagrammatic form as in the figures below. 

 

 

                            

 

 

 

 

 

 

The negatively sloped curve indicates that the lower the rate of unemployment, the higher the 

rate of inflation.  At a lower rate of unemployment like U1, when aggregate demand is high and 

there are inflationary pressures, the Philips curve suggests there will be a high rate of inflation 

R1.  When unemployment rise to U2 the inflation falls to R2.  Finally when unemployment falls to 

U3 the rate of inflation has fallen to zero and any further increase in unemployment is predicted 

by this model to give negative inflation/falling prices. 

Rate of Inflation 

      % per  year 

 

Unemployment % of work force 

U3 U2 U1 

R1 

R2 

 Figure 9.2 .Philips curve  
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Because of the empirical evidence in support of this relationship over a long period, in most 

countries, politicians and their economic advisors felt confident during the 1950s and 1960s 

thatthey could by appropriate demand management exercise a degree of control over 

unemployment. They could then trade off lower unemployment for a little more inflation. 

The behaviour of inflation and unemployment in the 1970s however, casts doubts on what had 

seemed to be a well established relationship.  In contrast with previous experience both inflations 

and unemployment increased during the 1970s giving rise to the phenomena labeled 

―stagflation‖.  Though inflation came down in many countries in the 1980s and 1990s, the level 

of unemployment remains alarmingly high.  In brief, the relationship predicted by the Philips 

model no longer held.  A new theory, or at least a significant amendment to the existing theory 

was required to explain the relationship between the variables.  This was supplied by monetarists 

and the neo-classical.  This amended theory attributes a major role to expectations which various 

key groups within the economy have about future levels of inflation and redefines the concept of 

full employment from the Keynesian one of demand deficient or involuntary unemployment to 

the rate at which there exists no inflationary pressure on wages.  This ‗natural rate of 

unemployment‘ exists where the demand and supply of labour are in rough overall balance in the 

labour market.  The magnitude of this natural rate of unemployment depends, it is claimed, on 

such factors as the effectiveness of the labour market, the strength of trade unions, the level of 

social security benefits and the extent of competition or monopoly.  The amended model of the 

relationships between inflation and unemployment can be elaborated upon more easily by the use 

of a diagram similar to that below and widely referred to as the ‗expectations-augmented Philips 

curve‘. 
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9.5 Review questions 

i. Define the Philips curve 

ii. Explain the phases of business cycle 

iii. Discus the various types of inflation 

iv. Analyze the adjustment to an expansionary fiscal policy .How does the adjustment 

depend on the way expectations are formed and the structure of wage contracts 
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Lesson Ten: Economic Growth 

Purpose: The main purpose of this topic is to enable the learner understand the application of the 

concept of economic growth in the real life situation and interpret the various theories f economic 

growth  

Specific objectives 

By the end of this topic, the learner should be bale to: 

a) Define economic growth  

b) Explain the various theories on economic growth  

c) Discuss the effects of economic growth  

10.1 Definition of Economic growth 

-is the increase of per capita gross domestic product (GDP) or other measure of aggregate 

income. It is often measured as the rate of change in real GDP. Economic growth refers only to 

the quantity of goods and services produced. An industrial economy gets its resource from other 

countries. 

Economic growth can be either positive or negative. Negative growth can be referred to by 

saying that the economy is shrinking. Negative growth is associated with economic recession and 

economic depression. 

In order to compare per capita income among countries, the statistics may be quoted in a single 

currency, based on either prevailing exchange rates or purchasing power parity. To compensate 

for changes in the value of money (inflation or deflation) the GDP or GNP is usually given in 

"real" or inflation adjusted, terms rather than the actual money figure compiled in a given year, 

which is called the nominal or current figure. 

Economists draw a distinction between short-term economic stabilization and long-term 

economic growth. The topic of economic growth is primarily concerned with the long run. The 

short-run variation of economic growth is termed the business cycle. 
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The long-run path of economic growth is one of the central questions of economics; despite 

some problems of measurement, an increase in GDP of a country is generally taken as an 

increase in the standard of living of its inhabitants. Over long periods of time, even small rates of 

annual growth can have large effects through compounding (see exponential growth). A growth 

rate of 2.5% per annum will lead to a doubling of GDP within 29 years, whilst a growth rate of 

8% per annum (experienced by some Four Asian Tigers) will lead to a doubling of GDP within 

10 years. This exponential characteristic can exacerbate differences across nations. 

10.2 Theories of Economic Growth 

 

Classical growth theory 

The modern conception of economic growth began with the critique of Mercantilism, especially 

by the physiocrats and with the Scottish Enlightenment thinkers such as David Hume and Adam 

Smith, and the foundation of the discipline of modern political economy. The theory of the 

physiocrats was that productive capacity, itself, allowed for growth, and the improving and 

increasing capital to allow that capacity was "the wealth of nations". Whereas they stressed the 

importance of agriculture and saw urban industry as "sterile", Smith extended the notion that 

manufacturing was central to the entire economy 

David Ricardo argued that trade was a benefit to a country, because if one could buy a good 

more cheaply from abroad, it meant that there was more profitable work to be done here. This 

theory of "comparative advantage" would be the central basis for arguments in favor of free trade 

as an essential component of growth. 

Creative destruction and economic growth 

Many economists view entrepreneurship as having a major influence on a society's rate of 

technological progress and thus economic growth. Joseph Schumpeter was a key figure in 

understanding the influence of entrepreneurs on technological progress. In Schumpeter's 

Capitalism, Socialism and Democracy, published in 1942, an entrepreneur is a person who is 

willing and able to convert a new idea or invention into a successful innovation. 
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Entrepreneurship forces "creative destruction" across markets and industries, simultaneously 

creating new products and business models. In this way, creative destruction is largely 

responsible for the dynamism of industries and long-run economic growth. Former Federal 

Reserve chairman Alan Greenspan has described the influence of creative destruction on 

economic growth as follows: "Capitalism expands wealth primarily through creative 

destruction—the process by which the cash flow from obsolescent, low-return capital is invested 

in high-return, cutting-edge technologies."  

The neoclassical growth model/Solow-Swan Growth Model 

The notion of growth as increased stocks of capital goods (means of production) was codified as 

the Solow-Swan Growth Model, which involved a series of equations which showed the 

relationship between labor-time, capital goods, output, and investment. According to this view, 

the role of technological change became crucial, even more important than the accumulation of 

capital. This model, developed by Robert Solow and Trevor Swan in the 1950s, was the first 

attempt to model long-run growth analytically. This model assumes that countries use their 

resources efficiently and that there are diminishing returns to capital and labor increases. From 

these two premises, the neoclassical model makes three important predictions. First, increasing 

capital relative to labor creates economic growth, since people can be more productive given 

more capital. Second, poor countries with less capital per person will grow faster because each 

investment in capital will produce a higher return than rich countries with ample capital. Third, 

because of diminishing returns to capital, economies will eventually reach a point at which no 

new increase in capital will create economic growth. This point is called a "steady state". 

The model also notes that countries can overcome this steady state and continue growing by 

inventing new technology. In the long run, output per capita depends on the rate of saving, but 

the rate of output growth should be equal for any saving rate. In this model, the process by which 

countries continue growing despite the diminishing returns is "exogenous" and represents the 

creation of new technology that allows production with fewer resources. Technology improves, 

the steady state level of capital increases, and the country invests and grows. The data does not 

support some of this model's predictions, in particular, that all countries grow at the same rate in 
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the long run, or that poorer countries should grow faster until they reach their steady state. Also, 

the data suggests the world has slowly increased its rate of growth. 

However modern economic research shows that the baseline version of the neoclassical model of 

economic growth is not supported by the evidence. 

Endogenous growth theory 

Growth theory advanced again with the theories of economist Paul Romer and Robert Lucas, Jr. 

in the late 1980s and early 1990s. 

Unsatisfied with Solow's explanation, economists worked to "endogenize" technology in the 

1980s. They developed the endogenous growth theory that includes a mathematical explanation 

of technological advancement. This model also incorporated a new concept of human capital, the 

skills and knowledge that make workers productive. Unlike physical capital, human capital has 

increasing rates of return. Therefore, overall there are constant returns to capital, and economies 

never reach a steady state. Growth does not slow as capital accumulates, but the rate of growth 

depends on the types of capital a country invests in. Research done in this area has focused on 

what increases human capital (e.g. education) or technological change (e.g. innovation)  

10.3 Effects of Economic Growth 

 

10.3.1 Positive effects 

Income distribution 

Economist argues that global income inequality is diminishing,
 
and the World Bank argues that 

the rapid reduction in global poverty is in large part due to economic growth. The decline in 

poverty has been the slowest where growth performance has been the worst (i.e. in Africa).  

Quality of life 

Happiness has been shown to increase with a higher GDP per capita, at least up to a level of 

$15,000 per person. 
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10.3.2 Negative effects of economic growth 

A number of critical arguments have been raised against economic growth. 

Growth 'to a point' 

It may be that economic growth improves the quality of life up to a point, after which it doesn't 

improve the quality of life, but rather obstructs sustainable living. Historically, sustained growth 

has reached its limits (and turned to catastrophic decline) when perturbations to the 

environmental system last long enough to destabilize the bases of a culture 

Consumerism 

Growth may lead to consumerism by encouraging the creation of what some regard as artificial 

needs: Industries cause consumers to develop new taste, and preferences for growth to occur. 

Consequently, "wants are created, and consumers have become the servants, instead of the 

masters, of the economy." 

Resource depletion 

Many earlier predictions of resource depletion, such as Thomas Malthus' 1798 predictions about 

approaching famines in Europe, The Population Bomb (1968) Limits to Growth (1972), and the 

Simon–Ehrlich wager (1980) did not materialize, nor has diminished production of most 

resources occurred so far, one reason being that advancements in technology and science have 

allowed some previously unavailable resources to be produced. In the case of the limited 

resource of land, famine was relieved firstly by the revolution in transportation caused by 

railroads and steam ships, and later by the Green Revolution and chemical fertilizers, especially 

the Haber process for ammonia sythesis In the case of minerals, lower grades of mineral 

resources are being extracted, requiring higher inputs of capital and energy for both extraction 

and processing An example is natural gas from shale and other low permeability rock, which can 

be developed with much higher inputs of energy, capital and materials than conventional gas in 

previous decades. Another example is offshore oil and gas, which has exponentially increasing 

cost as water depth increases. 
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Also, physical limits may be very large if considering all the minerals in the planet Earth or all 

possible resources from space colonization, such as solar power satellites, asteroid mining, or a 

Dyson sphere. The book Mining the Sky: Untold Riches from the Asteroids, Comets, and Planets 

provides an alternative example of such arguments. However, critics these proposals have no 

realistic plan of implementation and would suffer from prohibitively high energy and capital 

cost. 

Depletion and declining production from old resources can occur before replacement resources 

are developed. This is, in part, the logical basis of the Peak Oil theory, about which recent 

discussion on www.theoildrum.com raises the possibility that peak oil may have already 

occurred. 

Environmental impact 

The 2007 United Nations GEO-4 report states that humans are living beyond their means. 

Humanity‘s environmental demand is purported to be 21.9 hectares per person while the Earth‘s 

biological capacity is purported to be 15.7 ha/person.This report reinstates the basic arguments 

and observations made by Thomas Malthus in the early 19th century Economic inequality has 

increased; the gap between the poorest and richest countries in the world has been growing. 

Some critics argue that a narrow view of economic growth, combined with globalization, is 

creating a scenario where we could see a systemic collapse of our planet's natural resources. 

Other critics draw on archaeology to cite examples of cultures they claim have disappeared 

because they grew beyond the ability of their ecosystems to support them Concerns about 

possible negative effects of growth on the environment and society led some to advocate lower 

levels of growth, from which comes the ideas of uneconomic growth and de-growth, and Green 

parties which argue that economies are part of a global society and a global ecology and cannot 

outstrip their natural growth without damaging them. 

Those more optimistic about the environmental impacts of growth believe that, although 

localized environmental effects may occur, large scale ecological effects are minor. The 

argument as stated by commentators Julian Lincoln Simon states that if these global-scale 

ecological effects exist, human ingenuity will find ways of adapting to them.  
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Equitable growth 

While acknowledging the central role economic growth can potentially play in human 

development, poverty reduction and the achievement of the Millennium Development Goals, it is 

becoming widely understood amongst the development community that special efforts must be 

made to ensure poorer sections of society are able to participate in economic growth. 

10.4 Review questions 
 

a) Define economic growth  

b) Explain the various theories on economic growth  

c) Discuss the effects of economic growth  
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INSTRUCTIONS 

1. This paper contains two sections  

2. Question ONE is compulsory 

3. Answer any other TWO questions from section B 
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QUESTION ONE 

 

i) Explain three effects of fiscal policy on IS-LM model. 9 marks  

ii) Explain the theory of liquidity preference  4 marks  

iii) Discuss three reasons why people hold money 6 marks  

iv) a)Define the term LM curve 2marks  

b) Discuss three factors that would cause a shift in the LM curve  

9 marks  

 

QUESTION 2 

Assume the following model of the closed economy in the short run, with the price level (P) 

fixed at 10: 

C = 0.5(Y − T ) 

T = 1, 000 

I = 1, 500 − 250r 

G = 1, 500 

 

 

Ms = 1, 000 

(a) Write a numerical formula for the IS curve, showing Y as a function of r alone [Hint: 

Substitute out C, I, G, and T]  5 marks  

 

Md = 0.5Y − 500r 

P 
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(b) Write a numerical formula for the LM curve, showing Y as a function of r alone [Substitute 

out M/P] 5 marks  

 

(c)What are the short-run equilibrium values of Y, r, and national saving (S)? 5 marks  

 

(d) Assume that G increases by 1,500 (i.e., G = 3, 000). By how much will Y increase in short-

run equilibrium?5 marks  

 

QUESTION 3 

Assume that real GDP (Y ) is 1,200. Consumption (C) is given by the equation C = 125 + 0:75(Y 

¡ T). Investment (I) is given by the equation I = 200 ¡ 10r, where r is the real interest rate in 

percent. Taxes (T) are 100 and government spending (G) is 150 

(a) What is the equilibrium value of r? 5 marks 

(b)  What are the equilibrium values of C and I? 5 marks 

 

(c) Now assume government purchases increase by 50 to 200. What are the new equilibrium 

values of C, I, and r? 5 marks 

 

(d) Now assume that we start again at G = 150. Suppose a government education program 

succeeds in getting households to save more. It lowers marginal propensity consume (MPC) to 

0.60. What is the new equilibrium value of r? 5marks 

Question 4 

i) Explain three models of macro-economics 6 marks  
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ii) Identify and explain the kinds of inflation 6 marks  

iii) Explain four  fiscal measures that can be used to resolve the problem of inflation 8 

marks 

Question five  

i) Explain three assumptions of Mundell- Fleming model 6 marks  

ii) Differentiate between the following paired concepts 4 marks  

a) Current account and capital account  

b) Life cycle hypothesis and permanent income hypothesis  

iii) Explain any five factors that determine the economic growth of a country (10 marks) 
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Sample paper 2 

 

 

UNIVERSITY EXAMINATIONS 2010/2011 

SCHOOL OF BUSINESS & PUBLIC MANAGEMENT 

DEPARTMENT OF FINANCE & ACCOUNTING  

BACHELOR OF BUSINESS MANAGEMENT 

BBM 225 INTERMEDIATE MACRO-ECONOMIC THEORY 

July 2010                                                                                                                                                  Time: 2 hrs  

 

Answer Question ONE which is COMPULSORY and any other TWO questions  

1. 

a) Define the LM curve (2 marks) 

b) Define the aggregate supply curve (2 marks) 

c) Explain the two theories of aggregate supply (6 marks) 

d) Explain the permanent income hypothesis (5 marks) 

e) Explain the reasons for firms holding inventory(5 marks) 

f) Explain the various categories of investment (5 marks) 

g)  What is the difference between the classical and Keynesian supply curve (5 marks) 

2 a)A hypothetical closed economy has a national income model of the form y = C + I + G 

where C = 30 + 0.8Y and I and G and private investment and government expenditure are 

exogenously determined t 50 and 80 units respectively.  Compute the national 

equilibrium level of income for this economy using aggregate income  equals aggregate 

expenditure and withdrawals and equal injection methods(10 marks) 
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b) Briefly explains the Keynesian Theory of Consumption (5 marks) 

c) Use the theory of liquidity preference to explain why an increase in the supply of 

money lowers the interest rate(5 marks) 

3) In the Keynesian cross model, assume that the consumption function is given by  

C=200+0.75(Y-T) and planned investment=100, government purchases and taxes are ach of 

them100 

e) Draw a graph of planed expenditure as a function of income(5 marks) 

f) What is equilibrium level of income? (5 marks) 

g) If government purchases increase to 125 what is the new equilibrium income(5 marks) 

h) What level of government purchases is needed to achieve the income of 1600? (5 marks) 

4 Suppose the money demand function is rPM d 1001000)/( and the price level is 2 

v. Graph the supply and demand for real money balances(5 marks) 

vi. What is equilibrium interest rate? (5 marks) 

vii. Assume the price level is fixed .what happens to equilibrium interest rate if 

the supply of money is raised from 100 to 1200(5 marks) 

viii. If the central bank was to raise the interest rate to 7%,what money supply 

should it set? (5 marks) 

5 a) According to Mundell Fleming model, when the exchange rates are fixed and capital is 

perfectly mobile will fiscal and monetary policy be more successful? Explain(10 Marks) 

b) What are the advantages of floating exchange rates and fixed exchange rates? (5 

marks) 

c) Discuss the Keynesian consumption function (5 marks) 
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