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Chapter 28

Consumption and the Aggregate Expenditures Model

Start Up: A Dismal 2008 for Retailers
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28.1 Determining the Level of Consumption
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Consumption and Disposable Personal Income
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Figure 28.1The Relationship between Consumption and Disposable Personal Income, 1960Ð2011

Plots of consumption and disposable personal income over time suggest that consumption increases as disposable
personal income increases.

Source: U. S. Department of Commerce, Bureau of Economic Analysis, NIPA Tables 1.1.6 and 2.1 (revised February
29, 2012).
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Equation 28.1
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Equation 28.2

Figure 28.2Plotting a Consumption Function
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The consumption function relates consumptionCto disposable personal incomeYd. The equation for the

consumption function shown here in tabular and graphical form isC= $300 billion + 0.8Yd.
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Figure 28.3Consumption and Personal Saving

Personal saving equals disposable personal income minus consumption. The table gives hypothetical values for
these variables. The consumption function is plotted in the upper part of the graph. At points along the 45-degree
line, the values on the two axes are equal; we can measure personal saving as the distance between the 45-degree
line and consumption. The curve of the saving function is in the lower portion of the graph.
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Equation 28.5

Current versus Permanent Income
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Figure 28.4Shifts in the Consumption Function

An increase in the level of consumption at each level of disposable personal income shifts the consumption function
upward in Panel (a). Among the events that would shift the curve upward are an increase in real wealth and an
increase in consumer confidence. A reduction in the level of consumption at each level of disposable personal income
shifts the curve downward in Panel (b). The events that could shift the curve downward include a reduction in real
wealth and a decline in consumer confidence.
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Case in Point: Consumption and the Tax Rebate of 2001
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ANSWERS TO TRY IT !  PROBLEMS

�� ��H=6GE�>C8G:6H:�>C�HID8@�EG>8:H�B6@:H�E:DEA:�L:6AI=>:G�6C9�H=>;IH�I=:
8DCHJBEI>DC�;JC8I>DC�JEL6G9
�6H�>C�+6C:A��6��D;!><JG:�������-=>;IH�>C
I=:��DCHJBEI>DC�!JC8I>DC��

�� .=>H�LDJA9�7:�G:EDGI:9�6H�6�G:9J8I>DC�>C�8DCHJB:G�8DC;>9:C8:�
�DCHJB:GH�6G:�A>@:AN�ID�G:HEDC9�7N�G:9J8>C<�I=:>G�EJG8=6H:H

E6GI>8JA6GAN�D;�9JG67A:�>I:BH�HJ8=�6H�86GH�6C9�L6H=>C<�B68=>C:H��.=:
8DCHJBEI>DC�;JC8I>DC�L>AA�H=>;I�9DLCL6G9
�6H�>C�+6C:A��7��D;!><JG:�����
�-=>;IH�>C�I=:��DCHJBEI>DC�!JC8I>DC��

�� ��G:9J8I>DC�>C�I=:�EG>8:�A:K:A�>C8G:6H:H�G:6A�L:6AI=�6C9�I=JH�7DDHIH
8DCHJBEI>DC��.=:�8DCHJBEI>DC�;JC8I>DC�L>AA�H=>;I�JEL6G9
�6H�>C�+6C:A
�6��D; !><JG:�������-=>;IH�>C�I=:��DCHJBEI>DC�!JC8I>DC��

�=6EI:G�����DCHJBEI>DC�6C9�I=:��<<G:<6I:� ME:C9>IJG:H�(D9:A

������:I:GB>C>C<�I=:�':K:A�D;��DCHJBEI>DC ����



28.2 The Aggregate Expenditures Model

LEARNING OBJECTIVES

��  MEA6>C�6C9�>AAJHIG6I:�I=:�6<<G:<6I:�:ME:C9>IJG:H�BD9:A�6C9�I=:�8DC8:EI
D;�:FJ>A>7G>JB�G:6A�"�+�

�� �>HI>C<J>H=�7:IL::C�6JIDCDBDJH�6C9�>C9J8:9�6<<G:<6I:�:ME:C9>IJG:H
6C9�:MEA6>C�L=N�6�8=6C<:�>C�6JIDCDBDJH�:ME:C9>IJG:H�A:69H�ID�6
BJAI>EA>:9�8=6C<:�>C�:FJ>A>7G>JB�G:6A�"�+�

�� �>H8JHH�=DL�699>C<�I6M:H
�<DK:GCB:CI�EJG8=6H:H
�6C9�C:I�:MEDGIH�ID�6
H>BEA>;>:9�6<<G:<6I:�:ME:C9>IJG:H�BD9:A�6;;:8IH�I=:�BJAI>EA>:G�6C9
=:C8:�I=:�>BE68I�DC�G:6A�"�+�I=6I�6G>H:H�;GDB�6C�>C>I>6A�8=6C<:�>C
6JIDCDBDJH�:ME:C9>IJG:H�

.=:�8DCHJBEI>DC�;JC8I>DC�G:A6I:H�I=:�A:K:A�D;�8DCHJBEI>DC�>C�6�E:G>D9�ID�I=:�A:K:A
D;�9>HEDH67A:�E:GHDC6A�>C8DB:�>C�I=6I�E:G>D9��$C�I=>H�H:8I>DC
�L:�>C8DGEDG6I:�DI=:G
8DBEDC:CIH�D;�6<<G:<6I:�9:B6C9��>CK:HIB:CI
�<DK:GCB:CI�EJG8=6H:H
�6C9�C:I
:MEDGIH��$C�9D>C<�HD
�L:�H=6AA�9:K:ADE�6�C:L�BD9:A�D;�I=:�9:I:GB>C6I>DC�D;
:FJ>A>7G>JB�G:6A�"�+
�I=:aggregate expenditures model � ��.=>H�BD9:A�G:A6I:H
aggregate expenditures �� 
�L=>8=�:FJ6A�I=:�HJB�D;�EA6CC:9�A:K:AH�D;�8DCHJBEI>DC

>CK:HIB:CI
�<DK:GCB:CI�EJG8=6H:H
�6C9�C:I�:MEDGIH�6I�6�<>K:C�EG>8:�A:K:A
�ID�I=:
A:K:A�D;�G:6A�"�+��0:�H=6AA�H::�I=6I�E:DEA:
�;>GBH
�6C9�<DK:GCB:CI�6<:C8>:H�B6N�CDI
6AL6NH�HE:C9�L=6I�I=:N�=69�EA6CC:9�ID�HE:C9��$;�HD
�I=:C�68IJ6A�G:6A�"�+�L>AA�CDI�7:
I=:�H6B:�6H�6<<G:<6I:�:ME:C9>IJG:H
�6C9�I=:�:8DCDBN�L>AA�CDI�7:�6I�I=:�:FJ>A>7G>JB
A:K:A�D;�G:6A�"�+�

*C:�EJGEDH:�D;�:M6B>C>C<�I=:�6<<G:<6I:�:ME:C9>IJG:H�BD9:A�>H�ID�<6>C�6�9::E:G
JC9:GHI6C9>C<�D;�I=:�TG>EEA:�:;;:8IHU�;GDB�6�8=6C<:�>C�DC:�DG�BDG:�8DBEDC:CIH�D;
6<<G:<6I:�9:B6C9���H�L:�H6L�>C�I=:�8=6EI:G�I=6I�>CIGD9J8:9�I=:�6<<G:<6I:�9:B6C9
6C9�6<<G:<6I:�HJEEAN�BD9:A
�6�8=6C<:�>C�>CK:HIB:CI
�<DK:GCB:CI�EJG8=6H:H
�DG�C:I
:MEDGIH�A:69H�ID�<G:6I:G�EGD9J8I>DC��I=>H�8G:6I:H�699>I>DC6A�>C8DB:�;DG�=DJH:=DA9H

L=>8=�>C9J8:H�699>I>DC6A�8DCHJBEI>DC
�A:69>C<�ID�BDG:�EGD9J8I>DC
�BDG:�>C8DB:

BDG:�8DCHJBEI>DC
�6C9�HD�DC��.=:�6<<G:<6I:�:ME:C9>IJG:H�BD9:A�EGDK>9:H�6
8DCI:MI�L>I=>C�L=>8=�I=>H�H:G>:H�D;�G>EEA:�:;;:8IH�86C�7:�7:II:G�JC9:GHIDD9����H:8DC9
G:6HDC�;DG�>CIGD9J8>C<�I=:�BD9:A�>H�I=6I�L:�86C�JH:�>I�ID�9:G>K:�I=:�6<<G:<6I:
9:B6C9�8JGK:�;DG�I=:�BD9:A�D;�6<<G:<6I:�9:B6C9�6C9�6<<G:<6I:�HJEEAN�

.D�H::�=DL�I=:�6<<G:<6I:�:ME:C9>IJG:H�BD9:A�LDG@H
�L:�7:<>C�L>I=�6�K:GN
H>BEA>;>:9�BD9:A�>C�L=>8=�I=:G:�>H�C:>I=:G�6�<DK:GCB:CI�H:8IDG�CDG�6�;DG:><C�H:8IDG�

�� (D9:A�I=6I�G:A6I:H�6<<G:<6I:
:ME:C9>IJG:H�ID�I=:�A:K:A�D;
G:6A�"�+�

��� .=:�HJB�D;�EA6CC:9�A:K:AH�D;
8DCHJBEI>DC
�>CK:HIB:CI

<DK:GCB:CI�EJG8=6H:H
�6C9�C:I
:MEDGIH�6I�6�<>K:C�EG>8:�A:K:A�

�=6EI:G�����DCHJBEI>DC�6C9�I=:��<<G:<6I:� ME:C9>IJG:H�(D9:A

����



.=:C�L:�JH:�I=:�;>C9>C<H�76H:9�DC�I=>H�H>BEA>;>:9�BD9:A�ID�7J>A9�6�BDG:�G:6A>HI>8
BD9:A��.=:�:FJ6I>DCH�;DG�I=:�H>BEA>;>:9�:8DCDBN�6G:�:6H>:G�ID�LDG@�L>I=
�6C9�L:
86C�G:69>AN�6EEAN�I=:�8DC8AJH>DCH�G:68=:9�;GDB�6C6ANO>C<�6�H>BEA>;>:9�:8DCDBN�ID
9G6L�8DC8AJH>DCH�67DJI�6�BDG:�G:6A>HI>8�DC:�

The Aggregate Expenditures Model: A Simplified View
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Autonomous and Induced Aggregate Expenditures
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Figure 28.5Autonomous and Induced Aggregate Expenditures

Autonomous aggregate expenditures do not vary with the level of real GDP; induced aggregate expenditures do.
Autonomous aggregate expenditures are shown by the horizontal line in Panel (a). Induced aggregate expenditures
vary with real GDP, as in Panel (b).

Autonomous and Induced Consumption
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Figure 28.6Autonomous and Induced Consumption

Consumption has an autonomous component and an induced component. In Panel (a), autonomous consumptionCa

equals $300 billion at every level of real GDP. Panel (b) shows induced consumptionCi. Total consumptionCis shown

in Panel (c).

Plotting the Aggregate Expenditures Curve
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Figure 28.7Plotting the Aggregate Expenditures Curve

Values for aggregate expendituresAEare computed by inserting values for real GDP intoEquation 28.10; these are
given in the aggregate expenditures schedule. The point at which the aggregate expenditures curve intersects the
vertical axis is the value of autonomous aggregate expenditures, here $1,400 billion. The slope of this aggregate
expenditures curve is 0.8.

The Slope of the Aggregate Expenditures Curve
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Equilibrium in the Aggregate Expenditures Model
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Figure 28.8Determining Equilibrium in the Aggregate Expenditures Model

The 45-degree line shows all the points at which aggregate expendituresAEequal real GDP, as required for
equilibrium. The equilibrium solution occurs where theAEcurve crosses the 45-degree line, at a real GDP of $7,000
billion.
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Figure 28.9Adjusting to Equilibrium Real GDP

Each level of real GDP will result in a particular amount of aggregate expenditures. If aggregate expenditures are
less than the level of real GDP, firms will reduce their output and real GDP will fall. If aggregate expenditures exceed
real GDP, then firms will increase their output and real GDP will rise. If aggregate expenditures equal real GDP, then
firms will leave their output unchanged; we have achieved equilibrium in the aggregate expenditures model. At
equilibrium, there is no unplanned investment. Here, that occurs at a real GDP of $7,000 billion.

Changes in Aggregate Expenditures: The Multiplier
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Figure 28.10A Change in Autonomous Aggregate Expenditures Changes Equilibrium Real GDP

An increase of $300 billion in planned investment raises the aggregate expenditures curve by $300 billion. The $300
billion increase in planned investment results in an increase in equilibrium real GDP of $1,500 billion.
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Computation of the Multiplier
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The Marginal Propensity to Consume and the Multiplier
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The Aggregate Expenditures Model in a More Realistic Economy
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Taxes and the Aggregate Expenditure Function
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The Addition of Government Purchases and Net Exports
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Figure 28.11The Aggregate Expenditures Function: Comparison of a Simplified Economy and a More Realistic
Economy

Panel (a) shows an aggregate expenditures curve for a simplified view of the economy; Panel (b) shows an aggregate
expenditures curve for a more realistic model. TheAEcurve in Panel (b) has a higher intercept than theAEcurve in
Panel (a) because of the additional components of autonomous aggregate expenditures in a more realistic view of
the economy. The slope of theAEcurve in Panel (b) is flatter than the slope of theAEcurve in Panel (a). In a
simplified economy, the slope of theAEcurve is the marginal propensity to consume (MPC). In a more realistic view
of the economy, it is less than theMPCbecause of the difference between real GDP and disposable personal income.
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Figure 28.12A Change in Autonomous Aggregate Expenditures: Comparison of a Simplified Economy and a
More Realistic Economy
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In Panels (a) and (b), equilibrium real GDP is initiallyY1. Then autonomous aggregate expenditures rise by the same

amount, �IP. In Panel (a), the upward shift in theAEcurve leads to a new level of equilibrium real GDP ofY2; in

Panel (b) equilibrium real GDP rises toY3. Because equilibrium real GDP rises by more in Panel (a) than in Panel (b),

the multiplier in the simplified economy is greater than in the more realistic one.
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TRY IT !
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Case in Point: Fiscal Policy in the Kennedy
Administration
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ANSWERS TO TRY IT !  PROBLEMS
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28.3 Aggregate Expenditures and Aggregate Demand

LEARNING OBJECTIVES
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Figure 28.13From Aggregate Expenditures to Aggregate Demand

Because there is a different aggregate expenditures curve for each price level, there is a different equilibrium real
GDP for each price level. Panel (a) shows aggregate expenditures curves for three different price levels. Panel (b)
shows that the aggregate demand curve, which shows the quantity of goods and services demanded at each price
level, can thus be derived from the aggregate expenditures model. The aggregate expenditures curve for a price level
of 1.0, for example, intersects the 45-degree line in Panel (a) at point B, producing an equilibrium real GDP of $6,000
billion. We can thus plot point B� on the aggregate demand curve in Panel (b), which shows that at a price level of
1.0, a real GDP of $6,000 billion is demanded.
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The Multiplier and Changes in Aggregate Demand
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Figure 28.14Changes in Aggregate Demand
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The aggregate expenditures curves for price levels of 1.0 and 1.5 are the same as inFigure 28.13 "From Aggregate
Expenditures to Aggregate Demand", as is the aggregate demand curve. Now suppose a $1,000-billion increase in net
exports shifts each of the aggregate expenditures curves up;AEP=1.0, for example, rises toAE�P=1.0. The aggregate

demand curve thus shifts to the right by $2,000 billion, the change in aggregate expenditures times the multiplier,
assumed to be 2 in this example.
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Case in Point: Predicting the Impact of Alternative Fiscal
Policies
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Tax cuts
Bang for the

buck
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ANSWER TO TRY IT !  PROBLEM
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28.4 Review and Practice
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Summary
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