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Part A: Introductory Macroeconomics 

 Unit 3- Determination of Income and Employment 

 

Chapter 1: Aggregate Demand and Related Concepts: 

 

❖ Aggregate demand: 

• AD refers to total value of final goods and services that all the sectors of the economy are planning to 

buy by at a given level of income during a period of one year. 

• AD represents the total expenditure on goods and services that all the four sectors in an economy are 

planning to incur during a period. 

Components of Aggregate demand are: 

(i) Private (Household) Consumption Expenditure(C):  refers to the total purchase or 

expenditure of the households on goods and services during an accounting year. 

(ii) Investment Expenditure (I): total expenditure incurred by the private firms on capital 

goods. 

(iii) Govt. Expenditure (G): total expenditure incurred by the government on final goods and services 

which includes both consumption expenditure as well as investment expenditure  

(iv) Net Export (X–M): refers to the difference between exports and imports of a country. 

    Thus, AD = C + I + G + (X–M) 

 

❖ Aggregate Demand in a Two Sector Economy:          

 

      In two sector economy (closed economy), AD = C + I.  

 

Behaviour of Aggregate Demand:  

➢ It is shown below with the help of a schedule and a diagram: 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Diagram: page 7.3 ( Sandeep Garg- Macroeconomics) 

 

Important points about AD:  

• AD=C+I (Consumption expenditure and Investment expenditure) 

• Positive Consumption even when the income is zero. 

• Positive Slope of the Consumption Curve ie it slopes upward 

• Slope of the autonomous Investment curve – straight line parallel to the X axis. 

• Starting point of the AD curve: Starts from the autonomous consumption + autonomous Investment 

level. 

• Positive slope of AD curve. 

 

❖ Aggregate Supply (AS):  

 

• It refers to money value of all final goods and services that all the producers are willing 

to supply in an economy during a given time period. 

• Thus, it is the value of total output available in an economy during a given period of 

time which is identical to National Income (Y). ie AS = Y 

Components of AS: 

• Consumption Expenditure and Saving: The entire Income is either spent for 

consumption or saved. Therefore, AS=Y= C + S 

 

The Behaviour of Aggregate Supply: 

➢ It is shown below with the help of a schedule and a diagram: 

 

 

Income Consumption Investment AD=C+I 

(Y) (c)   

0 40 40 40 

100 120 40 160 

200 200 40 240  

300 280 40 320 

400 360 40 400 

500 440 40 480 

600 520 40 560 



AS Schedule: 

 

Income (Y)    Consumption (C)   Saving (S)                AS 

0                   40                                  - 40                   0 

100                  120                                 - 20                  100 

200                  200                                     0                   200 

300                 280                                   20                  300 

400                 360                                   40                  400 

500                 440                                    60                  500 

600                 520                                   80                   600 

  

Diagram: AS Curve: Page no 7.4 (Sandeep Garg) 

Explanation from the Schedule and Diagram: 

• In the diagram, Y (N. I.) is represented on the X axis and C and S are measured  on the Y 

axis.  

• AS is represented by a 45-degree line that starts from the origin. 

• This line is drawn by taking the same scale on both the axes. 

• At every point on this 45-degree line, AS = Y = C+S 

 

Previous Year Questions: 

1. What is Aggregate Supply in macroeconomics?    1 

2. What is Aggregate demand in macroeconomics?   1 

3. State the meaning of autonomous consumption.   1 

4. What is Aggregate demand? State its components.   3 

5. State and discuss the components of Aggregate demand in a two-sector economy.   

         3 

6. What is the slope of AS curve? Explain with the help of a schedule and diagram. 4 

--------------- 
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Consumption function (Propensity to consume):  

Meaning:  

• It shows functional relationship between consumption and Income. 

• i.e. C = f (Y); Where, C = Consumption, Y = National Income, f = Functional relationship.   

• It shows the behaviour of household consumption expenditure at different levels of income in 

an economy. 

 

❖ There is a positive relationship between Consumption and Income that can be explained 

with the help of a schedule and diagram: 

❖ Schedule and Diagram: Pg 7.5 Macroeconomics (Sandeep Garg) 

 

Important observations: 

• Starting point of the consumption curve is C ie.from the autonomous consumption point on the 

Y axis Even when NI is Zero Consumption is there.  

• Slope of the Consumption Curve:  Curve CC has a positive slope. -when Income increases 

consumption also increases. But income rises at a greater proportion as compared to increase in 

consumption. 

• Income is less than consumption: - When income is less than consumption ( Y< C) there is 

dis saving. ( before point E) 

• Breakeven point: When C=Y, saving = zero( at point E) 

• Income is more than Consumption:When income is more than consumption ,(Y >C),there is 

dissaving. (after point E). The Gap between the 45-degree line(Y) and CC is saving. 

 

Propensity to consume is of two types: 

a) Average propensity to consume (APC): 
 

• It refers to the ratio of consumption expenditure to the corresponding level of income. 
 

• APC=C/Y. 

 

Important Point about APC: 

❖ APC is more than 1 (APC >1), as long as consumption is more than national income. 

 before the break-even point. 
 

(ii) APC = 1, at the break-even point, when consumption is equal to national income. 
 

(iii) APCislessthan1, beyond the break-even point, when consumption is less than national income. 
 

(iv) APC falls with increase in income. 
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(v) APC can never be zero, because even at zero level of national income, there is autonomous 

consumption. 

 

b) Marginal propensity to consume (MPC): 

• Marginal propensity to consume refers to the ratio of change in consumption 

expenditure to change in total income. 

• MPC= Change in consumption /Change in income or 

• MPC=ΔC/ΔY 

 

Important Points about MPC 

• Value of MPC varies between 0 and 1 

• MPC is less for rich people and MPC is more for poor 

• MPC falls with increases as income increases. 

 

❖ Linear Equation of Consumption Function: C = �̅� + b.Y 

Where, 𝑐̅ = Autonomous consumption.  

Consumption expenditure at zero level of income is called autonomous Consumption  

b = MPC 

Y = Income 

------------------------------------------ 

❖ Saving function (Propensity to Save): 

• It refers to the functional relationship between saving and national income.  

• S = f(Y) 

There is a positive relation between saving and Income that can be explained with the 

help of a schedule and diagram: 

 
Schedule and Diagram: Pg 7.9 
 

❖ Saving function (Propensity to Save) is of two types: 

 

a) Average Propensity to Save (APS):  

• It refers to the ratio of savings to the corresponding level of income. 

• APS= S/Y 
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Important Point about APS 

• APS can never be 1 or more than 1: As saving can never be equal to or more than 

income. 

• APS can be zero: At breakeven point C = Y, hence S = 0. 

• APS can be negative: At income levels which are lower than the break-even point, APS 

can be negative when consumption exceeds income. 

• APS rises with increases in income 

 

b) Marginal Propensity to Save (MPS):  

• Marginal propensity to save refers to the ratio of change in saving to change in total 

income 

• MPS=ΔS/ΔY 

 

Important Point about MPS: 

• MPS varies between 0 and 1, but 

➢ If the entire additional income is saved. In such a case, S = Y, then MPS = 1. 

➢ If the entire additional income is consumed. In such a case, S = 0, then MPS = 0. 

 

Linear Equation of Saving function:  S = - 𝑐̅+ (1-b). Y 

where S = saving 

Y =   National Income; 

- 𝑐 ̅= Autonomous saving;  

 1-b= MPS 

❖ Relationship between APC and APS:  

 

 The sum of APC and APS is equal to one.  

It can be proved asunder: 

We know: Y = C + S 

Dividing both sides by Y, we get Y/Y= C/Y+ S/Y 

1 =APC+ APS 

(Because income is either used for consumption or for saving) 
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❖ Relationship between MPC and MPS: 

 

The sum of MPC and MPS is equal to one. 

 It can be proved as under:  

We know   Y = C +S 

Or ∆Y = ∆C +∆ S  

Dividing both sides by ∆Y, we get ∆Y/ ∆Y =∆C/ ∆Y + ∆S/ ∆Y 

1= MPC+ MPS 

Or MPC + MPS = 1 

(Because total increment in income is either used for consumption or for saving) 

 

❖ Derivation of the savings curve from the Consumption curve: 

❖ Derivation of the Consumption curve from the savings curve. 

 

Important Concepts related to Determination of Income: 

❖ Investment (Capital Formation): It refers to increase the stock of capital goods during a financial 

year. The investment expenditure is classified under two heads: 

(i) Induced investment  (ii) Autonomous investment. 

(i) Induced Investment: Induced investment refers to the investment which depends on the profit 

expectations and is directly influenced by income level. 

(ii)Autonomous Investment: Autonomous investment refers to the investment which is not affected 

by changes in the level of income and is not induced solely by profit motive. It is income inelastic. 

❖ Ex-Ante Savings and Ex-Ante Investment: 

Ex-Ante Savings: Ex-ante saving refers to amount of savings which all the household intended to save 

at different levels of income in the economy at the beginning of period. It is also known as planned 

savings. 

Ex-Ante Investment: Ex-ante investments refer to amount of investment which all the firms plan to 

invest at different levels of income in the economy at the beginning of the period. It is also known as 

planned investment 

❖ Ex-Post Saving and Ex-Post Investment: 

Ex-Post Saving: Ex-post savings refer to the actual or realised savings in an economy during a 

financial year at end of the period. 
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Ex-Post Investment: Ex-post investment refers to the actual or realised investment in an economy 

during a financial year at the end of the period. 

❖ Full employment and Involuntary unemployment:  

• Full employment is a situation when all those who are able and willing to work at prevailing 

wage rate, get the opportunity to work. 

• Voluntary unemployment is a situation where person is able to work but not willing to work 

at prevailing wage rate. 

• Involuntary unemployment is a situation where worker is able and willing to work at 

prevailing wage rate but does not get work. 

 

Important Questions: 

1. If the value of Average Propensity to Save is (-) 0.6, what will be the value of Average 

Propensity to Consume?  

2.  If the value of Average Propensity to Consume is 1.5, what will be the value of Average 

Propensity to Save? 

3. Are the following statements true or false? Give reasons. 

a. Average propensity to save is always greater than zero. 

b. When the value of average propensity to save is negative, the value of marginal 

propensity to save will also be negative. 

c. Sum of average propensity to consume and marginal propensity to consume is always 

equal to 1. 

d. Average propensity to consume can be greater than one. 

4. Distinguish between voluntary unemployment and involuntary unemployment. What is the 

significance of this distinction? 

5. Draw on a diagram straight line savings curve for an economy. From it derive the consumption 

curve explaining the method of derivation. Show a point on consumption curve at which 

average propensity to consume is equal to 1. 

6. Can APC be ever zero? Why Explain. 

7. Write the difference between APC and MPC? Give a numerical example. 

8. Give the meaning of Average Propensity to Save. What is its relation with Average Propensity 

to Consume? 

9. Define APS and marginal propensity to save?  

10.  Explain the relationship between Average Propensity to Consume and Average Propensity to 

Save. Which of these can have a negative value and when?   

11. Give the meaning of: 

a. autonomous consumption 

b. full employment 

c. induced investment 

12. From the following compute APC, APS, MPC and MPS: 

Income 200 250 300 350 

Saving ------- 5 15 20 
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13. Estimate the value of aggregate demand in an economy if: 

a. Autonomous Investment (I) = 100 crores 

b. Marginal propensity to save = 0.2 

c. Level of income (Y) = 4,000 crores 

d. Autonomous consumption expenditure (c) = 50 crores 

14. Given below is the consumption function of an economy: 

C = 100 + 0.5Y 

With the help of numerical example show that in this economy as income increases APC will 

decrease. 

15. If national income is Rs. 90 crores and consumption expenditure is Rs. 81 crores find out 

average propensity to save. When income rises to Rs. 100 crores and consumption expenditure 

to 88 crore. What will be the marginal propensity to consume and marginal propensity to save? 

16. Find consumption expenditure from the following 

Autonomous Consumption =Rs. 100 

Marginal Propensity to Consume =0. 70 

National Income = Rs. 1000 

17.  If National Income is Rs. 90 crore and consumption expenditure Rs.81 crore, find out Average 

Propensity to Save. When income rises to Rs. 100 crore and consumption expenditure to Rs. 88 

crore, what will be the Marginal Propensity to Consume and Marginal Propensity to Save?  

PRACTICE AND SOLVE ALL THE SUMS GIVEN IN YOUR BOOK 

 

----------------------- 

 

 


	Propensity to consume is of two types:
	 APC=C/Y.

