CHAPTER 9 » INCOME AND SPENDING 209
M
in private AMCOMOTONS spending. Tihe full-employmsont (lnmg\\wem@&nyment) budget sui-
is used as a mEAsure of the active use of fiscal policy. The full-employment st~
pliws measures the budget surplus {hat would exist if output were at its potential (full-
em@ioymcm) level.
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The Budget Outlook Under Current Policies

(In billions of dollars)

Total, Total,

Actual 2003 2003

2001 2002 2003 2004 2005 2008 2007 2008 2008 2010 2011 2012 2007 2012
* On-Budget Surplus or Deficit (-) -34 -314 @ -299 -248 -209 <180 -173 -147 -122 4 185 -1,259 -1,51%
B | orsudget surpius? 161 167 170 188 207 224 242 262 280 299 318 337 1,031 252
Total Surplus or Deficit (-) 127 -157 -145 -1 -39 15 52 88 133 177 323 522 -229 1,014

Memorandum:

Soclal Security Surplus 163 160 17 188 206 224 242 262 200 299 318 337 1,031 2,52
Postal Service Outlays 2 3 1 * -1 0 0 1] 0 [ 1] 0 * '
Total Surplus or Deficit (-) as a b !
Percentage of GDP 13 -1.5 -1.3 -1.0 -0.3 01 04 0.6 09 1.1 20 30 -0.4 07

Seurca: Congressional Budget Offica.
Note: " = between zero and $500 miHion.

* 3. Ott-budget sutpluses comprise surpiuses in the Social Security trust funds as well as the net cash flow of the Postal Service.

b. Cumulative surplus or deficit 85 & peroentage of cumulative GDP over this period.
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CHAPTER .
The Geneaar Tusomy

I nave called this book the Gemere/ Theory of Empley-
ment, Interest and Money, placing the emphasis on the
prefix gencral. The object of such a title is to contrast
the character of my. arguments and conclusions with
those of the classical? theory of the subject, upon
which I was brought up and which dominates the
cconomic thought, both practical and theoretical, of
the governing and academic classes of this generation,
as it has for a hundred years past. I shall argue that
the postulates of the classical theory are applicable
to a special case only and not to the general case, the
situation which it assumes being a limiting point of the
possible positions of equilibrium. Moreover, the char-
acteristics of the special case assumed by the classical
theory happen not to be those of the economic society
in which we actually live, with the result that its teach-
ing is misleading and disastrous if we attempt to apply
it to the facts of experience.

' "The clasical economioss™ was & ®ame iavented by Marx 1o cover
Ricardo awd Janmes Ml smd their predecesiers, hat i 10 sy for the
founders of the theoey whieh cubminated ia the Ricardian ecooomics. |
have becarme accustomed, Perhaps perpetrating o solecism, to include ia “"the
clssical schont the follorvers of Ricatdo, those, that is 1o 5y, who adopted
snd perfected vhe theory of the Kicardian cconomicy, including (for examphe)
J. $. Muiy, Marshalt, Edgeworth sad Prof. Pigus.
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: I ohn Maynard Keynes ig doubtlcssly onc the most unpoﬁant ﬁgures inthe cnure }ustory of ec nomxcs He revoluhomzed econormcs vsnth lus classac book, 771@ &
A . I : =~

or smce has had quzte such an mpact
"I‘he son of the bndg econoxmst and log;cxan John Nev:lle Keme Johin Maynard Keynes was bred in British elite mshtunons -Eton and then ng s College
Cambndge In 1906, he éntered the British c:vxl service for alittle while, and then refurned to Cambndge n'1909.
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AD=Y

AP =A"+c(1-0)Y

AD =4 +c(t -0

L 5

Income, output

M

ne\mr?- [y
THE EFFEQTS OF AN INCREASE IN GOVERNMENT PURCHASES. An

increase in government spending shifts the aggregate demand
schedule up from AD to AD'. Output rises from Y, to Y'. The
multiplier is smaller now than it was in Figure ’4.

where we have introduced the notation ag to denote the multiplier in the presence of

income taxes:’
WU
) AY - (
—a U6 =1 _ed -0 = /C, ,)







C+ 14§

AD: C+T+G + clr-t);




Effects of an Income Tax Change

Next consider the
) effects of a reduction in the i
Figure 3-7 by an i ) uction in the income tax vate. This is i .
slope is equZl 3:(1) ltr;fer e;s:rgl?nge slope O_f the aggregate demand ﬁmmcﬁolli i&sﬁiﬁ:w
initial level of i propensity to spend out of income, c Ry
of income, the aggregate demand for goods :mwce(:alin:édcs(éwb tt)bAt e
aiput because

AD=A+c(1-0Y
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Income, output -

e —

THE EFFECTS OF A DECREASE IN THE TAX 76, A reduction in the
income tax rate leaves the consumer with a larger proportion of
every dollar of income earned. Accordingly, a larger proportion of
every extra dollar of income is consumed. The agigregate demand
curve swings upward, from AD to AD'. It becormes steejper because
the income tax cut, in effect, acts like an increase in e propensity
to consume. The equilibrium level of income rises from Y, t@ Y'.

To calculate the change in equilibrium income, We equate the chamge in income

to the change in aggregate demand. The change in aggregate demand tias two compo-

nents. The first is the change in spending at the initial level of imcome that anises from

the tax cut. This part is equal to the marginal propensity to consurae out of disposablle

income times the change in disposable income due to the tax cwf, c ¥y, where thie
The second

term YAt is the initial level of income times the change in the tax rafe.

component of the change in Aggregate demand is the induced spend & due to

higher income. This is nOW evaluated at the JEX 233 e ¢ and bas thegglue of
c(1 — t)AYo We can therefore write®

AYQ = "’CY@AI + C(l b t’)AY@ \\ (25)
) _ CYo 6
or ﬁ AYy = — —{—mAt (26)

e out Y.emmpmdﬁngtoammeofz,

-
$¥ou shoulll: chieck equation (26) by using equation (22) to wnt o cort
¥, as given itk eguiation (26).

andl: ¥ corresponding £, Then subtract ¥, from ¥ 0 obtain A
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