
NATIONAL INCOME DETERMINANTS AND THE ECONOMY

National income is the total value a country's final output of all new goods and services produced in one year.

We project aggregate supply Y2 to the vertical axis using the forty-five-degree line. This includes wages from
employment and self-employment, profits to firms, interest to lenders of capital and rents to owners of land. If
a company buys a new machine, that machine is going to operate, continue to produce, and will have an
impact on the productive capacity of the economy for years to come. Most importantly in this context, this
means that the increase in government demand is not paid for with increases in taxes or decreases in transfer
payments. In this phase, a CA deficit would become larger, not smaller. Since in the goods market model, any
increase in demand results in an increase in supply to satisfy that demand, the dollar depreciation should also
lead to an increase in the actual current account balance. Thus, it can be concluded that low-income group
people are more likely to involve in consumption while high-income group prefer savings. Throughout
macroeconomics the terms income, output and expenditure are interchangeable. Assume ceteris paribus. With
appropriately chosen scales, we can line up the two series next to each other to see whether changes in the
exchange rate seem to correlate with positive or negative changes in the CA balance. Recall that ceteris
paribus means that all other variables affecting aggregate demand are assumed to remain constant as GNP
changes. In short -run, the supply of money does not vary. An increase in tax revenues. Third, the AD function
has a slope that is less than one. Thus the AD function will have a slope less than one. Public organizations
invest in projects that would yield them high profit immediately or in future. When goods are bought
second-hand, the transaction does not add new value and will not be included in national output. However, for
imported goods we could also take note that foreign products are denominated in foreign currency terms. At
any given level of the real interest rate, you would expect more investment by a firm that is short on capital
goods than by a firm that has an adequate stock of capital on hand. An increase in investment demand. This is
clearly not the case, so any future second-hand sales are not included when valuing national income. Real
GNP Y is plotted along the horizontal axis, and aggregate demand is measured along the vertical axis.
However, in the long run, the propensity to consume does not remain stable. The weights used were based on
estimates made every 5 years, but, from , an annual adjustment to the weightings was introduced to improve
the reliability of the weighting - a process called annual chain linking. There is a level of debt beyond which
consumers feel uncomfortable with additional spending. What if one of these non-income determinants of
consumption changes? This leads firms to increase output, thus raising GNP. This is in contrast to
consumption purchases that do not have the same impact. The real interest rate determines the level of
investment, even if you do not have to borrow the money to buy the equipment. Apart from this, another
factor, business expectations also play an important role in determining the income-consumption relationship
on consumption function by affecting the income of some classes of individuals. It represents the percentage
change produced in consumption rate due to the percentage change in income. For example, increases in
autonomous transfer payments will raise aggregate demand since it raises disposable income, which in turn
raises demand. Any change in disposable income will move you along the Functions. The marginal propensity
to save can be determined with the help of the slope of saving-income curve. The expected profitability of new
investment is called the marginal efficiency of capital. Even if income has stayed the same, if too much debt
accumulates, consumers will start to spend less and pay off debt. This behavior would be illustrated by an
upward shift in the consumption function showing that your consumption has increased even though your
actual disposable income has not. Similarly, when an individual keeps income in liquid form, it would reduce
their consumption, thus, hardly affects the consumption function. In general, which of these two assumptions,
ceteris paribus or no ceteris paribus, is more realistic? We assume here that the U. You also know that
investing in modern computerized printing presses will yield a positive return for your business, but that they
will be very expensive. Prospective yield of an asset can be obtained by taking an aggregate of the net income
of every year throughout its life span. In Figure-4, OP and OM curves also represent the income- consumption
relationship; however, they are not alike. Typically, goods are produced in a number of 'stages', where raw
materials are converted by firms at one stage, then sold to firms at the next stage. In the real world, the period
of time thought necessary for the CA balance to traverse the J pattern is between one and two years.


