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General overview of lecture: The course introduces some fundamental concepts in 

Macroeconomics that is quantitative analysis of income determination, theory of consumption 

function, and other determinants of consumption, effects of interest rates and investments 

decisions. Investment analysis, Equilibrium analysis in the various markets such as goods 

markets, labour market, the money market; the IS-LM framework and the derivation of IS and 

LM. Monetary and fiscal policy in the closed and open economy, relative effectiveness of 

monetary and fiscal policy. 

 

Learning outcomes: At the completion of this course, students are expected to: 

i. to better understand the calculation of the national income determination 

ii. the students should be able to derive the IS and LM framework of analysis. 

iii. to understand the investment decision rule and know when necessary to invest..  

iv. to be able to understand the fiscal and monetary policy as applied in the closed and open 

economy 

 

v. Assignments: We expect to have 3 homework assignments throughout the course in 

addition to a Mid-Term Test and a Final Exam. Home works in the form of individual 

assignments, and group assignments are organized and structured as preparation for the 

midterm and final exam, and are meant to be a studying material for both exams.  

 

Grading: We will assign 10% of this class grade to home works, 10% for class discussions, 10% 

for the mid-term test and 70% for the final exam 

.  

 

Courseware ECO 312.  Intermediate Macroeconomics Course Outline 

 The following documents outline the courseware for the course. ECO 312. Intermediate for 

Macroeconomics. Much of this material is taken from recommended text books. 

 

Module1: Quantitative Analysis of Income Determination  

Unit 1    : Two-Sector Model of Income Determination 

Unit 2    : The Consumption and Savings Function 

Unit 3    : The Multiplier  

Unit 4    : A 3-Sector Model of Income Determination 

 

http://creativecommons.org/licenses/by-nc-sa/4.0/


Unit 5    : Equilibrium Income in the 3-Sector Model  

Model 2  : Consumption Function 

Unit 1     : Keynes Absolute Income Hypothesis  

Unit 2     : Duesenberry’s Relative Income hypothesis 

Unit 3     : Life time Income hypothesis  

 

Module 3    : Investment Decision 

    Unit 1     : The Present Value Criterion for Investment  

    Unit 2     : The profit Theory of Investment 

 

Module 4   : General Equilibrium in the Economy 

Unit 1       : The IS Curve  

Unit 2       : LM Curve 

Unit 3       : Product and Money Market  

Unit 4       : Efficacy of Fiscal and Monetary Policy 

Unit 5       : Effectiveness of Fiscal Policy 

Unit 6       : Effectiveness of Monetary Policy 

Unit 7       : Fiscal Policy and Monetary Policy in the Open Economy 

 

 

References 

Dernburg, T.F. (1985). Macroeconomics Concept, Theories and Policies. Seventh 

       Edition.        

Jhhingan, M.L. (1197). Macroeconomics Theory. 10th Revised and Enlarged 

       Edition. 

 Iyoha, M.A. (1998). Macroeconomics for Developing World  

 

Main Lecture Note 

Two-Sector Model of Income Determination 

The main aim of this analysis is to explain the determination of equilibrium level of 

output. Equilibrium output level is defined in several ways: 

(i) the level towards which income gravitates 

(ii) the level of income which leaves savers and investors satisfied  

(iii) the level of income at which intended production and sales are 

synchronized. 

In order to move forward, we can assume that the economy consists of only 

two sectors, the household sector and the business sector. Here, it is assume 

that there is no government sector and no foreign sector. All saving is done 

by household. Thus it is also assume that businesses do not save ie no retain 

earnings by business firm. And that consumers spend money on consumer 

goods and business firms invest ie spend on capital goods. Let the level of 

net intended investment be independent of the current income. 

 



 

The concept of Equilibrium Income    

 Given the assumptions, disposable is equal to net national product which 

in turn is equal to gross national product.  

On the expenditure side, income can be obtained as the sum of 

consumption spending and expenditures on realized investment ie  

Y = C + I……………..(1) 

Here, it is obvious that the sum of consumption spending and savings must 

equal income ie  

Y = C + S……………(2) 

Combining equation (1) and (2) above, we can have  

Ir = S  …………(3) 

Which implies that realized investment is always equal to savings. Only in 

equilibrium that have intended investment is equal to intended saving ie I 

= S  …………..(4) 

Note that equation (4) is an equilibrium condition while (3) is an identity. 

In this analysis, what is require is the constant equilibrium level of income 

and output. We can state the condition s for the attainment of the constant 

equilibrium level of income below ie  

(i) The level of total expenditure must be equal to the level of income  

ie Y = C + I ………….(5) 

(ii) The level of intended net investment must be equal to the level of 

intended savings ie  

I = S  …………..(6) 

The interpretation of (5) is that for the equilibrium income to be 

attained and maintain , the level of final expenditure must be 

consistent with of income. If this fail to hold, the level of income 

will not be constant ie  

Y < C + I………………(7) 

Or I <  

 Then total exceed total output or planned investment exceed saving, then 

income will tend to rise. On the other hand, if  

Y > C + I …………………(8) 

Or I < S  

Then the total demand falls short of total output or intended investment is less 

than savings. As a result of this action total income will tend to fall. 

 

The Consumption and Savings Function 



 Keynes stated that the consumption of a household is determined by the level his 

income specifically, it will be assumed that that consumption is a positive function 

of income or  

C = a + bY  …………..(9) 

Where a and b are positive constants. The economic interpretation of a is 

autonomous consumption while b is the marginal propensity to consume (MPC) It 

is assumed that MPC lies between zero and unity. Relation (9) is called consumption 

function. But also tell us that when income increase, consumption also increase but 

not as increase in income. 

 

Savings may be defined as part of income not consumed. Therefore, associated with 

a given consumption function, there exists a saving function. Given our assumption 

about the saving function, it follows that savings will depend on income and also 

rise with income. The marginal propensity to save (MPS) will also lie between zero 

and unity. The MPC and MPS must add up to unity. Given the consumption function 

in equation (9), we can easily derive the saving function: 

S = -a + (1-b)Y  

 

A 3-Sector Model of Income Determination 

In this sector, it is assumed that there are 3 sectors in the economy consisting of the 

household, the business firms, and the government. This sector introduces the 

government sector into the analysis. With inclusion of this sector, we meet new 

concept which is the government sector where government expenditure and taxes 

are introduced. The assumptions we had in our two-sector analysis still hold, but 

there is no foreign sector here. All savings is carried out by household sector.  

 

Equilibrium Income in the 3-Sector Model 

We assumed that government expenditures are the at all level of income  

Then we can state that  

G = G ……………….(10) 

Where G represents government expenditure meaning that government is 

independent of the level of income or it can be regarded as autonomous government 

spending. With the assumption of the model GNP = NNP = Y. Total expenditure in 

this model is obtained as the sum of consumption, savings and taxes  ie  

Y = Yd + T = C + S + T ………….(11) 

Combining (10) and (11), it is true that the sum of government expenditure and 

realized investment is equal to the sum of savings and taxes. However, only in 

equilibrium is ti true that there exist equality between the sum of intended investment 

and government expenditure on one side and the sum of savings and taxes on the 

other, ie  



I + G = S + T…………..(12) 

Economists often refer to the sum of intended investment and government 

expenditures as ‘total injections’ into the income stream while the sum of savings 

and taxes are called ‘total leakages’  

Let us assume that taxes are zero ie T = 0 therefore, 

Y = Yd . Given this specification, equilibrium condition in this model can be stated 

below:  

(i) Savings must be equal to the sum of intended investment and government 

expenditure. Note that T= 0 ie  

I + G + S 

(ii) Total aggregate demand which is the sum of consumption, intended 

investment and government expenditure and must be equal to total 

aggregate supply ie  

Y = C + I + G  

Let’s consider a case where government has decided to spend N10million at all level 

of income. G0 = 10. With this assumption, the specification of our is complete. 

 

The Balance Budget Multiplier 

The balance budget multiplier is the effect of simultaneous equal increase in 

government purchases and taxes on the equilibrium level of income. The theory 

states that provided MPC is a position fraction and taxes are of the lump-sum variety, 

the balance budget multiplier is equal to one.  This implies that suppose budget is 

balanced  ie G = T  Now raise government spending by Nx and finance it by raising 

tax of Nx  leaving the budget still balanced. This will lead to an increase in 

equilibrium income of exactly Nx. The explanation here is that government 

purchases have a high more power effect on the level of income than the equivalent 

level of tax yield. What is clear here is that balance budget is expansionary. 

dY/dG0 + dY/dT0 = 1/1-c1(Y-T0) – C1(Y-T0)/1-C1(Y-T0) 

                               = 1-C1(Y-T0)/1-C1(Y-T0) = 1 

The meaning of this is clear that a simultaneous equal increase in government 

spending and taxes will still raise income and exactly by the increase in government 

spending or taxes. 

 

 

 

 

 

 

Exercises 



1. Suppose that an economy could be characterized by the following 
structural equations: 
                      Y = C + I + G 
   C = 20 + 0.8Yd 

  T = 10, I = 20, G = 10 
(i) What is the equilibrium level of income? 
(ii) Suppose G was increased by 10 and T was increased by 5, what would 

be the change in equilibrium income? 
(iii) Suppose G was further raised by 15 and T also further raised by 15, what 

would be the change in equilibrium income? If any comment. 
(iv) Suppose T = 10 + 0.15Y, what would equilibrium income be in this case? 

What is the multiplier in this case?  
 

2. Provide a mathematical proof of the balance-budget multiplier. Discuss its 
policy implications. 
 

3. Distinguish carefully between the following: 
(a) intended investment and realized investment 
(b) Income tax and lump-sum tax.  
 
 

Consumption Function 

Consumption function is the term given to the relationship between aggregate 

consumption expenditure and the aggregate level of income. It is quite clear to 

Keynes fundamental equation for determining the equilibrium level of income. 

He also noted consumption expenditure is a key component of aggregate demand 

and aggregate demand is the mechanism used for determining equilibrium level 

of income in the Keynesian model. In most economy, consumption spending is 

the largest component of aggregate demand. Keynes believes that was the most 

stable component of aggregate demand. For this we found out that the 

determinant of aggregate consumption expenditure is in modern economies.  

 

Keynes was the first to attempt the question of what determine aggregate 

consumption expenditures. According to him, the main determinant of aggregate 

consumption expenditure is the aggregate level of income.  In this regard, this 

theory has come to be known as absolute income hypothesis. Empirical findings 

were to show that Keynesian report was inadequate. This is to attempt by others 

to formulate theory of the consumption function which could better explain the 



empirical findings. In addition to Keynes theory, the three of most post Keynesian 

theory of the consumption function are: 

(1) Dueusenberry’s ‘Relative Income’ hypothesis 

(2) Frieddmsn’s ‘Permanent Income’ hypothesis 

(3) Modiglianni-Brumberg’s ‘Life-time Income’ hypothesis 

 

Keynes Absolute Income Hypothesis  

Keynes defines the propensity to consume as a functional relationship between 

the given level of income and the expenditure on the consumption out of that 

level of income. That is  

C = f(Y) ,   f1 > 0 

The propensity to consume function ‘f’ commonly known as the consumption 

function. Keynes expected the function ‘f’ to be fairly stable. Keynes 

hypothesized that it was upward sloping with slope between zero and unity. 

Keynes fundamental psychological postulate, according to his axiom, men are 

disposed to increase their consumption as their income rises, but not as increase 

in income. Keynes asserted that the psychological law apply to any modern 

community. It follows the MPC would fall as income rises. This means that the 

average propensity to consume will decline with increase in total income. 

 

The income not consumed is assumed saved, then the formulation of the 

consumption is automatically implies formulation of the saving function. Keynes 

the assumed that the consumption function implies that the saving is a rising 

function of income ie  

         S = g(Y), g1 > 0   

The MPS also lies zero and unity, ie MPC + MOS = 1, since APC + APS = 1 the 

average propensity to save (APS) will also rise with increase in income, ie the 

Keynesian hypothesis of a falling MPC is accepted. The APS may be written as 

S/Y ie the share of national income saved and this is commonly called the saving 

ratio. Suppose Keynesian hypothesis that the aggregate saving ratio is a function 

of national income is valid.. This would imply that: (1) rich countries will save a 

higher share of their income than poor countries and (ii) a country will save a 

greater of its income as it grows richer. 

The Keynesian consumption function also has an interesting implication for 

income redistribution. Given Keynesian theory the MPC for low income country 

is higher than MPC for high income country. It follows therefore the policy of 

income redistribution which reduces inequality will be expansionary. Clearly, 

redistribution of income from rich to poor will increase the aggregate MPC and 

this will increase aggregate level of income and have equilibrium income. 

 



 

 

 

Duesenberry’s Relative Income hypothesis  

Professor Duesenberry  J. S of Harvad university in 1949 came with a theory to 

explain the secular upward drift  of short-run consumption function and to 

reconcile them with the long-run consumption function.. 

 

 

Life time Income hypothesis 

The life time income hypothesis was advanced by F. Modigliani and R. E. 

Brunberg in 1954. It belongs to the class of life cycle model in development of 

which professor Modigliani has been quit prominent. Using inter-temporal 

framework of analysis, the life cycle hypothesis yield implication consumption, 

saving and asset accumulation over an individual life cycle which naturally also 

lead to certain implication for aggregate consumption and saving.   

The life cycle hypothesis, like the permanent income hypothesis explicitly uses 

an inter-temporal framework that is highly indebted to the work of Irving Fisher. 

In the approach, saving or dis-saving is under taken by rational utility maximizing 

consumers.  

The purpose of such saving is to permit the planned stream of consumption over 

time to differ from the expected inter-temporal stream. According to Modigliani-

Brunberg, an individual’s consumption depends not primarily on current income 

but rather on expected life time income and his planning horizon is not 3 – 5 years 

as in Friedman ‘s model but rather his entire life time. 

Using the inter-temporal framework of analysis, Modigliani and Brungberg were 

also able to derive the result that provided the interest rate constant and the factor 

of proportionality between consumption and the individual’s present value. 

 

Exercises 

(1) Appraise the present state of the theory of the consumption function. 

(2) Provide a convincing explanation as to why short-run consumption function 

should drift upward over time. 

(3) Economist talk of the cyclical success of the Keynesian consumption function 

and its failure. Demonstrate the truth of the above statement using a post-

Keynesian consumption function of your choice. 

 

 

 

 



 

 

 

Investment Decision 

Investment is one of the components of aggregate demand. By investment we 

mean real gross private domestic capital formation. Here we are interested of the 

aggregate investment from the point of view of the society. We define real 

investment as the new physical goods to be used in further production Investment 

does not refer to financial investment ie purchase of the existing securities. 

The importance of investment can be looked at from various perspectives. Note 

that investment is already stated as the component of aggregate demand. 

Ie Y = C + I + G 

Where Y = output, C = consumption, I = investment G = government 

expenditure. The investment is the higher the equilibrium level of income. 

 

The Present Value Criterion for Investment  

It is decided that a firm should rank investment programmes by the present 

discounted value of the projects income stream 

PVt = -C + Rt + Rt + 1/1 + r + Rt + 2/(1+r)2 + …+ Rt + n/(1+r)n ……1.0 

Where the cost of the project and Rt…Rt-n gives the stream of net returns it can 

show that by maximizing present value ie using the present value criterion , the 

value of a firm will be maximized  The utility maximizing firm should adopt the 

investment rule of maximizing present value by investing in any project with a 

positive present value as in (1.0 ) 

    Under the present value criterion, the firm compute a present value for each 

possible project it might undertake, and then ranks the projects in order of their PVs.. 

In order to maximize its present value, the firm should invest in all projects with PV 

> 0 This gives an equilibrium level of real investment having the  marginal project 

equal to zero. 

Investment analysts prefers the present criterion to the marginal efficiency of capital 

(MEC)  criterion for ramming investment projects The MEC criterion is criticized 

because it is  not related to the market rate of interest.. In other words, MEC/MEI 

criterion makes no reference to the market rate of interest which is the opportunity 

cost for investment. T he PVs ranking of couse depends on the market rate of interest. 

Therefore, the PV can be different from MEC rankings. Given the two projects are 

to be ranked, the use of the MEC ranking presents one as better than the other. 

However, using the PV ranking does not give one project better than the other since 

the PV ranking depends on the market interest rate. If the interest rate is low, one 

may find project A better than project B. But at a higher interest rate project B may 

now be better than project A. In general, a low interest rate favours a project with 



high but delay returns. In all, the PV criterion is preferred since a firm can obtain a 

true ranking of investment projects I terms of their opportunity costs by computing 

PV for each project at the relevant market interest rate. 

 

The profit Theory of Investment 

Investment depends on both the rate of interest and the level of income.  

I = I(r, y) ; Ir < 0, Iy > 0 …….1.1 

Where y = income, r = market rate of interest I = investment. Investment is 

postulated to inverse relationship with interest rate but positive relationship with 

income. Thus, the hypothesis is that high level of income is associated with high 

level of investment while low level of income and economic activities are associated 

with low level of investment demand. The formulation in (1.1) brings us to the role 

of profits and liquidity as partial determinant of investment demand I the modern 

economies. The level of income is highly correlated with the level of profit. As 

already known, a high proportion of investment is financed by retained earnings or 

profits of corporations since the level of profit and the level of income are highly 

correlated. Business profit is high during the booms and low during recessions 

follows that a high level of income is likely to lead to high level of investment. In 

the above explanation, we can say that the profit theory of investment is level 

induced   

 

Exercises 

(1) Define investment. Discuss its role in the economy in the short-run and long-

run. 

(2) Assess the present value of investment. 

(3) Discuss two key theories of investment. 

 

 

General Equilibrium in the Economy 

General equilibrium in the economy involves the use of Hicksian IS-LM frame work 

of analysis. By general equilibrium is a situation where there is simultaneous 

equilibrium in the entire market model consisting the product, money, labour market 

and foreign sector. We shall analyse the determinant of the equilibrium level of 

income, interest rate, employment and the balance of payments. Right now, let’s 

look at the 2-market and 3-market variants. 

 

The 2-market model consists of product (commodity market and the money market. 

This is the basic IS-LM model introduced by Sir John Hicks in 1937. 

The product market is the market for goods and services. Equilibrium income in this 

market is determined by the equality of aggregate demand and aggregate supply ie 



by the Keynesian cross, it can be said that what is determined in the product market 

is a locus of equilibrium points of interest rates and income which will guarantee 

equality of the demand and supply of goods services.  

 

The second market is the money market which requires the equality of real demand 

for money and the supply of real balances. This guarantees the equality of the 

demand for money and supply of money. 

 

The third market is the labour market. Equilibrium in this market requires the 

equality of the demand for labour and the supply of labour. The market determines 

the equilibrium level of employment. 

 

In the foreign sector, we have an open economy. The foreign is considered to be in 

equilibrium when there balance of payment equilibrium. In fixed exchange rate, 

there is balance of payments equilibrium if the balance of trade and the net capital 

flows sum up to be zero. In other words the balance of payments is in equilibrium if 

the balance of trade surplus is equal to the net capital export at the fixed exchange 

parity. 

 

Diagrammatically, the point of intersection of these four schedules gives general 

equilibrium. This is because it gives the interest rate and level of income which will 

guarantee simultaneous equilibrium in the four markets.  

 

The IS Curve  

 Specifically, interest rate may be taken as the reward for sacrificing consumption. 

An increase in the interest rate will therefore lead to increase saving and reduce 

consumption. 

The consumption function which recognizes the interest sensitivity is written as 

C = C0 + C(y, r); C0 ˃ 0, Cy ˃ 0, Cr ˂ 0 

 I = I0 + I(y, r), I0 ˃ , Iy ˃ 0, Ir ˂  0 

We can write the equilibrium as  

Y= C0 + C(y, r) + I0 + I(y, r) 

Hence the slope of the IS curve is  

1 - Cy - Iy  ˃  0 and Cr + Ir ˂ 0 

 It is clear that  
𝑑𝑟

𝑑𝑦
  = 

1 − Cy − Iy 
Cr + Ir  ˂ 0 
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When government taxes and expenditure are introduced, it becomes  

Y= C0 + C(y, r) + I0 + I(y, r) + G0 

The slope of the IS curve is given as 
𝑑𝑟

𝑑𝑦
  = 

1 – Cy(1 – Iy)−Iy 

Cr + Ir 
 ˂ 0 

  

LM Curve 

For simplicity, M = M-bar 

                                  Using the post-Keynesian specification of the for money,  

      L = l0 + l(y, r) 

             Ly ˃ 0, lr ˂ 0  

Therefore, the equilibrium in the money market 

      l0 + l(y, r) = M-bar 
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Product and Money Market  



The 2-market model is obtained when there is simultaneous equilibrium in the 

product and money market. This is given by the intersection of the IS and LM curve.  

In the figure below, re  given  the rate of interest consistent with the equilibrium in 

both the product and money market, while ye gives the level of income consistent 

with simultaneous equilibrium in both markets.   
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Efficacy of Fiscal and Monetary Policy 

The location of the IS curve depends on the size of  the autonomous government 

spending ie C0, Ir and G-bar, hence the position of the IS curve depends on the level 

of government spending. The IS curve can be shifted horizontally by changing the 

level of government expenditure.  An increase in government expenditure will shift 

the IS curve to the right while a decrease in government expenditure will shift the IS 

curve to the left. 

The position of the IS curve depends on the money supply. Changes in money supply 

will shift the LM curve. Therefore, an increase in money will shift the LM curve to 

the right. Fiscal policy ie changes in government spending while monetary policy ie 

changes in money supply. These can therefore be use to shift the IS and LM curve 

in order to change the equilibrium level of income. 

Note that LM curve has three ranges ie Keynesian range where the LM is horizontal, 

Classical range; where the LM curve is vertical and the Intermediate range; where 

the LM curve is upward sloping. 

Effectiveness of Fiscal Policy 

We increase the government spending by ∆G. The question is that does this behavior 

lead to increase in the equilibrium level of income? if so, by how much does income 

increase? 
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The effectiveness of fiscal policy 

Below is the result analysis 

(i) In the Keynesian range, it is clear that fiscal policy is very effective, 

income increase by the change in government spending times the 

multiplier. 

(ii) In the classical range, fiscal policy is useless. Increase in government 

spending does not bring an increase in income in this range. 

(iii) In the Intermediate range, fiscal policy is moderately effective. Income rise 

by an amount greater than zero but less than ∆G times the multiplier. The 

exact amount depends on the slope of the LM curve.  

 

 

 

 

Effectiveness of Monetary Policy 
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Effectiveness of Monetary Policy 

Increase money supply by an amount equals ∆M-bar. The question here is that does 

this behavior lead to an increase in the equilibrium level of income?  

(i) In the Keynesian range, an increase in money supply does not raise the 

equilibrium level of income. Therefore monetary policy is worthless 

(ii) In the classical range, monetary policy is very effective. The level of 

income rises by the change in money supply times the velocity of increase 

of money. 

(iii) In the intermediate range, monetary policy is moderately effective. Income 

rises by an amount between zero and change in M-bar times the velocity 

of money. The exact amount depends mainly on the slope of IS curve. 

 

 

Balance of Payments and the Model of Income Determination 

In fixed exchange rate, we can analyses income determination in the open 

economy. The model will allow us to examine the effect of changes in the 

domestic economy policy on the overall balance of payments. In order to make 

the derivation clearer, we can assume the sum of the exogenous (F0and X-bar) in 

the balance of payments function to be zero. We can also further assume that the 

exchange rate is fixed de = 0.  Therefore our model consists of these equations  

Y = C0+ C(Y –T, r) + I0 + I(Y, r) + G-bar 

L0 = I0 + I(Y, r) = M/P 

H = B(Y) + K® 

From this model, we obtain the effect of changes in the exogenous factors ie G-

bar and M-bar on the balance of payments 

Note that expansionary monetary policy will lead to the deterioration of the 

balance of payments but effect of an expansionary fiscal policy on the balance of 

payments in ambiguous- it can improve or worsen the balance of payments 

 

Effect of Monetary Policy in the Open Economy 

Expansionary monetary policy will worsen the balance of payments while a tight 

monetary policy will improve the balance of payments. In our earlier explanation, 

the effect of an increase in money supply will shift the LM curve to the right on 

the equilibrium levels of rate of interest and income and on the balance of 

payments. Increase in money supply raises the level of income, reduce the rate of 

interest and worsen the balance of payments. The economic interpretation is that 

an expansionary monetary policy will result to a deficit in the balance of 

payments, this implies that income effect and interest rate effect both damage the 



balance of payments. Note that the rise in income as a result of  increase in money 

supply worsen trade balance and the decline in interest rate deteriorates the 

capital balance. Here, one can conclude that there will be overall deterioration in 

the balance of payments. 

 

Effect of Fiscal Policy in the Open Economy 

Note that increase in government expenditure will increase equilibrium level of 

income and also raise equilibrium level of interest.  The economic explanation of 

this is that in the case of fiscal policy, income effect and the interest rate effect 

work against each other. When government increases its expenditure, income will 

rise and this will lead to worsen the trade balance. However, interest rate also 

increase since capital is responsive to interest rate differentials, then the capital 

account improves. The effect on the overall balance of payments therefore 

depends on the relative strengths of the two opposing effects. It is true therefore 

that the positive interest rate effect dominates the negative income effect.  

 

By extension, if an economy has a deficit in its balance of payments and a 

deflationary potential (recession), the optimal policy mix is a contractionary 

monetary policy combine with an expansionary fiscal policy. On the other hand, 

if the economy has a balance of payments surplus side by side with an inflationary 

potential in the domestic economy, the optimal policy combination is an 

expansionary monetary policy and a contrationary fiscal policy.  

 

 

Assignment 

1. Present the classical and Keynesian models of the labour market. Which do 

 you prefer and why?  

 

2. Demonstrate why the aggregate labour supply curve bend backward at high 

real wage rate  

 

3. Analyze the efficacy of fiscal policy and monetary policy in the open 

economy. 

4. Define IS and LM curve. What determines shifts in the IS and LM curve. 

What factors determine the steepness of IS and LM curves? 
 

 


