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«t. demand for investment in new
inery and equipment] will decrease. On
e level falls, demand for money for

transaction purposes would decline and, the money supply being given,
e in the rate of interest. Al the lower rate of

this would lead to declin
nterest, investment demand increases. quspmem demand and

the Wﬁl clated to each other.
(3}Third reason for Change 10 the 'Eié'e level causes a change
foreign demand for ouf goods. This is called foreign trade effect of the
change in the price level. If the general price level in India falls, us
exports would become cheaper leading to their higher exporis. On the
other hand, the lower price level at domestic economy will induce Indian
people to buy more Indian goods instead of imported ones. Thus, fall m
genefal price level in India will lead to more exports and lesser 1mpors
SIRISHLS gxpansion in aggregate demand for [ndian goods. On the
contrary 1.1'161‘6&86 in price level in India would lead to decline in s
ERas (1.e. furf.:ign. demand for Indian goods) and increase in 1S
mertsl. Thus, rise in Indian price level will cause a decline in ¢!
In short, th .
ise in the price level. This ¢ price level and declines with the
P means that aggregate demand curve sh in
ionshi \and curve showing
e between aggregate output d
2vel slopes downward to the right ¥ Ell‘iand'ed_ and the genera'l
, as is shown in figure above.

if the general pric




10 the right as 1s shown in Figure 10.1,

Derivation of Aggregate Demand Curve
—Wecan now derive the aggregate demand curve using Keynes
MWmMg price level into the model. It should beiote?thatm
curve (C' +/+ G + X)) shows planned aggregate expenditure at vz ai
(i.e., real GNP), the a}g;regate demand curve (4D), which we are :
aggregate expenditure (i.e. equilibrium quantity of aggregate outp |
In order to derive this aggregate demand curve with flexible price
effect of change in the price level on the economy’s aggregate

As has been explained above, a change in the price level ¢z
through producing three effects, namely, real balance eﬂ"
effect. Let us suppose the price level falls. As explained above,
power of the money balances or financial assets with fix P |
increase. As a consequence, the people will start feeling th
will induce people to consume more at each level of natioj
curve in the income expenditure model will shift above w
aggregate expenditure (C + [ + G + X) curve. This is i
top of this figure, we have shown the determination of
(i.e., equilibrium level of aggregate output demanded
expenditure function curve (C + I+ G + X)) interse
Y, is the equilibrium quantity of real GNP or ¢ ’
planned aggregate expenditure is equal to the v
price level P, the equilibrium quantity of aggregat

(b) at the bottom we represent aggregate output Y
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234 diture function . dm::wd b :lmﬂr level g
1 iture Tor. '[02 that the new agEregale expendiye

g :%Pl; m from the “pii':a p::l;.:;:tgflﬂd determines equilibrium at a loy,.
NX intersects the 45° ed and pmduced are equal. Accu{dmgly, againgt

at which aggregate eput ¥, demanded. It will be seen from the panej e
ined by plotting various equilibrivgm g

ou
we plot a smaller j curve obta
. 10. uﬁ::" different price levels slopes downward to the nght.

i ible prices b RPN
gate demand curve with flexible prices y considering fhan
bove aggre < through it on aggregate expendigy

tion function and
in price level on two other components of}

to shi

of aggregate OUIpU!
We have derived a

i orice level on

Similarly, we zﬂc’; ﬂﬁmﬁ demand (/) and net exports (NX). Thus, when price falls,
will be :;:nsed to meet transaction motive of demand for money. As a result, with a f
demand for money will decrease and, given the money supgiy, this will cause the rate o
fall. At a lower interest rate, investment will increase causing the aggregate expendi
shift above and determine 3 higher level of equilibrium aggregate output dcmfmdcd, Conve
rise in price level will require more money for transaction purposes and therefore demand
will increase causing rate of interest to rise, money supply remaining unchanged. A rise

rate will thus bring about decrease in investment demand which will shift the aggregate ex

curve downward and thus lower the aggregate output demanded.

Similarly, changes in the price level affect exports (X) and imports (M) and will the
change in net exports (NX). For example, a fall in the domestic p:ieelﬂ'el causes exp
and imports to decline. This will tend to raise net exports (NX'= X — M) and will lead to
<hift in the expenditure function curve and increasc in agg egate output demanded.

Shift in Aggregate Demand Curve and Multiplier Effect

As in microeconomic analysis of demand, it is important
in aggregate demand curve. We have derived above an aggreg
aggregate expenditure curve caused by changes in price level. N
price level change causing shifts in aggregate expenditure
demand curve, that is, there will be increase or decrease in ag
level. In our analysis of derivation of aggregate demand curve,
expenditure and hence aggregate output demanded resulting f
analysis of derivation of aggregate demand curve we kept
investment (1) and money supply (M) constant as they were
level (and induced changes in the rate of interest). When
demand curve will shift. For example, when expectati
profits increase leading 10 the increase in investment di
output demand at each given price level and therefore ]
Similarly, if government adopts expansionary fiscal policy
it will canse more quantity of goods demanded, it will
As a result, equilibrium level of aggregate output will i
shift in aggregate demand curve at each given price.
figure, to begin with, aggregate expenditure curve
which intersects 45° line at point E yielding equ!
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from "

Ors other
shift in i
ded at ev
nges N a5
wvel. Inoed
(G), o
f changan
hange. &







BLE supply cury -
e - e
Hgure above. AS) hecomes 4 :

) lcﬂ._] :"L@,lgli'

Y

Fig. 18.2

ose, it is useful to think of aggregate supply
three segments or ranges: (1) the horizontal
e (or upward sloping) range, and (3) the
egate supply curve having three distinct

followers thought that aggregate supply curve

is also called Keynesian range. It may be
egate supply curve is governed by what

tion as output expands or contracts It will

' 182 that we have taken Ye @5 the full
ot it is, Yr 15 the capacity production. Ths
* output which 15 produced when available
v are fully employed. Therefore, this full-
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firn, : gl}*n gg;elilr:lal ODP are Brought about by changes in labour force
e t . it incr;‘aSﬁllg 1133tcnt1a1 GDP increases both the long-run and
- o 1g To start with, wi '
Cliop, ¥, the long run aggregate supply curye = ki with, with potential GDP equal to
"y LAS
m‘ LAS, 2
c‘.m’ If due to increa.sc in either labour ; i
:‘;‘: m@rm::k of capital or improvement / SAS,
e  technology potential GDP rises to 1_] ;
hown run aggregate supply increases §
| also htward shift in the long-run 2
s and curve to LAS,. Moreover, E iR - )
s As | GDP effected by
—
; 7 Y, » X
Real GDP
g. 10.17. Increase in Potential GDP affects
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ste demand to determine the amount of real GDP and the price level. As there is difference

un and the short run aggregate supply curves, the long-run equilibrium differs from

ah. & cfgri-run macroeconomic equilibrium occurs at the price level at which aggregate output
oy, ! MM aggregate supply of output, That is, short-run equilibrium is reached at the price
iy jevel at which aggregate demand curve AD intersects the short-run aggregate supply curve SAS. This
|sshﬂ*‘nanfG~ 10.20 where AD is the aggregate demand curve and SAS is the aggregate supply

1t will be seen that the short-run macroeconomic equilibrium occurs at point E at which the

nﬁlﬂmnpﬁdmm GDP is ¥, If price lml']is different from Fm the economy will not be'in

ﬂmummmfﬁmle price level SRR e BT
is P mqmﬁ;yofﬂnrmlGDPdemanded Y4 SAS
_ up,islessthanthe quantity P, B of real GDP
" hgd,'rhismﬂmﬁnmuallnntbeable
e mg,uamhaﬁ'wlput-ﬁsammﬂt.unmmded
5 mmwﬂlpbwandﬁrmsmucmboﬂa

"‘*'c‘,ﬁuh | peteeR equilibrium. while long-run equilibrium is the state towards which the
!Q 1 the
Uce, "o M*MmmhﬁmmmcacMMeuﬁhemminMMrmuh
"y, cuates around potential GDP. The purpose of AS-AD model is to explain how the various events,
Lep "'f-.anj-’u.,. ﬁ.ﬂi uﬂwmmabnm cha.nges in both real GDP and price level. We explain below
) ort-run and 10Ng-run macroecoy equilibrium.
e, " -5
H’j‘ th I&'tﬁ. me Eqﬂl]ibrlnm \//
] [

and prices. The process of cutting g p

ion and prices will continue until the :
equilibrium price level Py isreached and real 8 Po
anpmduoednndmldlsl’u @ p,

Now suppose that price level is P,. It
“,.  will be seen from Fig. 10.20 that at price
level P, the quantity of aggregate output
dlmndﬂl{ (P,D) exceeds the aggregate

quantity nm]ﬂ (P,C). Thus at the price 0 _ Y, > X
: e will not be able to get all

ices ﬁeywanttuhuy As
Fig. 10.20. Short-Run Macroeconomic Equilibrium:
Joint Determination of GDP and Price Level




Fig. 10.21. Short-Run Equilibrium at Less Tha

Full-Employment (or Polantial m;

aggregate demand curve inters :

is illustrated in Figures 10.21 &

supply curve SAS, intersects the _-'

price level equal to P, and real GDP equs
equilbrium, real GDP which is equal to ¥ is less tha
(DP corresponds to full employment of labour, wi
of technology). The difference X,Y between the sk

is called recessionary gap which exists bﬂmafﬁe
demand 15 not sufficient for the purchase of potential @P
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range, and _
3. The highly steep range.
This aggregate supply curve having three
distinct segments is shown in Figure 5.3, r]
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/ Fig. 5.3. Short-run Aggregate Supply Curve

- with Three Ranges
f in Short—Run Aggregate Supply Curve.{In explaining the upward-sloping
-short-run aggregate supply we stated that aggregate supply curve depicts the
nship between price level and aggregate output (i.e., real GDP), other factors such
input prices, technology and indirect taxes that determine aggregate supply
1 constant. Now, it is the changes in these other d _. ining factors that cause
in wt.e supply curve. We explain below { actors that cause a shift | in
'3 . . .
Ra Change in wage rate of v

_mwmmmm?.

s an important factor that
when wage rate of workers







