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I The Flow Diagram of the Economy

Circular Flow of Economic Activity

—— Flow of incon es fram businesses to househalds

Flow of corsurm pli on spending ————m-

Flow of net baxes —m Flow of gowvernrment purchases —e-

G overimert
Surplus

Flow of investment spendng ————--

Private saving ——ge-

inteestinent in
the L1.5)

-

Rest of the World

Figurel

Thisdiagramis useful to convinceyourself of the equival enceof the three approachesto measurementof the GDP:
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The upper part showsyou the valueadded and incomeapproaches. All formsof valueadded translateby definitionto aform

of incomefor households. Wages, interests, profitsand rentsall end up being earned by somehouseholds.

Thelower part showsyou the consumptionapproach.Allincomeis spent on final goodseither by househol dsthemselvesor

by the govermentor by firmsdoinginvestmentwith the savingsmade by the househol dsand the government.

The Rest of the World divertsand adds someincomeand expenditure. Househol dsspend part of theirincomeonforeign
goodsand services. Thesedo not genratedomesticval ue-added. Conversely, foreignersspend part of their incomeon

domesticgoods, the productionwhich generatesval ue-added(and thusincome.)
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I National Income/ Product Accountingfor an Open Economy

Wederivedthe national incomeidentity for a closed economy by assumingthat all output waconsumedor investedby the
country’ itizensor purchasedby its government:

Y(t)=C )+l (t)+G(t) (1)

Sinceforeignresidentsof an open economy may spend someof their incomeon imports(M), that is goods produced abroad,
only the portion of their spendingthat is not devotedto importsis part of domestic Gross Domestic Product. Similarly,the
goodsand servicessold to foreignersmake up a country’ sexports(X). Exportsare the amount foreignresidents purchases
add to the national product of the domesticeconomy. Thus:

Y(t)=C )+l (t)+G(t)+X(t)-M() (2)
or
Y(t)=C )+l (t)+G(t)+NX(t) (3)

i.e. the domesticproduct of an open economy s equal to the sum of domesticand foreignexpenditureon the goodsand
servicesproduced by domesticfactorsof production.

A country’ Soreigntradeis exactly balancedonly rarely. The differencebetweenexportsof goodsand servicesand imports
of goodsand servicesis knownin International Economicsas the current account (balance).

CA(t) =X (t)-M() =NX(t) (4)

We canrewrite(3) as:

Y({t)=C(t)+I (t)+G () +CA(t) (5)
In other terms,
Y(t)-C(t)-1(t)-G()=CA(t) (6)

Now, you can see that when a country importsmorethan it exports, it is buyingmorefromforeignersthanit issellingto
them. So,

CA(t)=NX(t)<0 &Y (t)<C(t) -1 (t)-G(t) (7)

i.e. thiscountryisproducinglessthanit is spending. Obviously,thisis only possibleif the domesticcountryis borrowing
the differencefromforeigners. (6) can also be rewrittenas:

Y()-C(t)-T(t)-1 (t)+T(t)-G(t)=CA(t)=NX(t) (8)
Sp (t) -1 (t) +Sg (t) =NX(t) (9)
S(t) -1 (t) =NX (t) (10)

S(t) =1 (t) +NX (t) (11)
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(11) showsthat an open economy can save either by building up its capital stock or by runninga current account surplus, i.e.
by acquiringforeignwealth. Becauseone country’ ssavingscan be borrowedby a second country to increasethe second
country’ sstock of capital, acountry’ scurrent account surplusis often referredto asits net foreigninvestment

In additionto national incomeaccounts, governmentsstati sti ciansal so keep bal ance of paymentsaccounts a detailedrecord
of the compositionof the current account balanceand of the many transactionsthat financeit. The capital account of the
balanceof paymentsrecordsall international purchasesor salesof assets. An asset is any one of theformsin whichwealth
can be held, such as money, stocks, factories, governmentdebt, land, or say, rare postagestamps. Again, becausethereis
nothingsuch asafreelunch at |east at the aggregatel evel, a current account surplus must be reflectedin a capital account
deficitand viceverca:

Current Account (t) +Capital Account (t) =

0o NX (t) =NFlI (t) =-Capital Account (t) (12)

So, a current account surplusmeansthat the domesticcountry is investingabroad or aquiringforeign assets morethan the
rest of theworldis aquiringits assets, thusthe capital accountisin deficit.

Y (£)=C(t)+1(t)+G(t)+NX(t)
as an equilibriumcondition
Now, what if
Y(t)>C(t)+1 (t)+G(t)+NX (t) =E (t) (13)

Thenthe economyis producingmorethanit is spending. Obviously then what must be going on is that businessesare
buildingup inventories. Conversalyif

Y (t) <C(t)+1 (t)+G(t) +NX (t) (14)

the economy is producinglessthanit is spending. Obviously then what must be going on is that businessesare running
downtheseinventories. Since businessesdon’ twant to build up or run downtheir inventoriesfor long, economiststake

Y (t)=C(t)+l (t)+G(t) +NX (t) =E (t) (15)

astheir equilibriumcondition

The Income - Expenditure Diagram
/ The Keynesian Cross

Now let’ sdefinethe followingbehavioral equation
C(t) =co+cCY (1) (16)

assumefor the time being that the other componentsof expenditureare not a function of income. We can rewrite(15) as
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EM)=co+cY )+ 1)+ Gt)+ NX(t) a7
Using our equilibriumcondition (15) we can rewrite(17) as:
YO =c+cY®D)+IO+GH+NX1M) <Y @)= C+l® +1(i((t:)+ NX® (18)

If weset c=0.5e.g., that is consumptionincreasesby half of any increasein income, we can draw the followingdiagram:

Income-Expenditure Diagram:
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Below the equilibriumlevel,
Y (H)<E(t)

So businessesare running down their inventoriesand will react by increasing production(and thusincome) until the
equilibriumlevel of productionand incomeis reached.

Abovethe equilibriumlevel,

Y (0)>E(t)
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So businessesare buildingup their inventoriesand will react by decreasingproduction(and thusincome) until the
equilibriumlevel of productionand incomeis reached.

I An Example of ComparativeStatics

Inthecontextof this(over—) simplifiedmodel of theeconomy, wecannowinvestigatetheeffectof anincreasein consumer
confidenceintheeconomy. Assumethat thisrisein confidencebasicallyincreasesthelevel of autonomousconsumption
Co . Whatistheresultingchangein equilibriumincome?

By total differenciation,
ACo + Al (t) + AG (t) + ANX (t)

AY (t) = 19
® . (19)
thusin our case
ACy
_ 20
AY ()= (20)

Noticethat sincec < 1, theresultingchangeinincomeislargerthantheinitial increasein consumption
Acy . Thisisknownasthemultipliereffect.

Exercise: can you represent this comparativestaticsinvestigationgraphical ly?



