Macroeconomic Theory and
Policy

Lecture 3

Keynesian Theory of Aggregate Demand for
the Short Run: Goods Market Equilibrium



Keynesian theory of aggregate demand

Components of aggregate demand:
— Consumption

— Investment

— Government expenditure, (Revenue)
— Exports, (imports, trade balance)
Determination of national income
— Keynesian cross,

— Saving and investment identity
Derivation of the IS curve

Factors that shift this curve



Consumption Function

C =a0 +al*(Y-T)

a0 > 0: Autonomous Consumption

al >0: Marginal Propensity to Consumer




Numerical Example
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Consumption and Saving in the Keynesian Model (MPC

= 0.6)
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Investment Function

| =10 -d(r)




Interest Rate
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Tax Revenue

Tax Revenue Function
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Imports
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Tax and government spending
and imports and exports
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Equilibrium National Income In the Keynesian Model

AD =Y =

C+l+G+X-M

Y: Output
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AD

Goods Market Equilibrium in a Closed Economy

Saving = Investment

Derivation of the IS Curve In the Keynesian Model
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Why the IS Curve Represents a Good Market Equilibrium?

Excess Supply

-

Not enough demand
Excess Demand
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Keynesian Model of National Income
Determination: Review

Determination of National Income
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A Simple Keynesian Model

MODEL Numerical Example
C =C, +a(Y —T) C =200+0.8(Y —100)
| =b—dr | =100-200(0.05)
Z Y Z =0.2Y
T=100 G =100 X =50 Cy-aT+b—-dr+G+X
Y=C+Il+G+X-Z 1=a+m
., _ 200-0.8%100-+100 - 200*0.05+100+ 50

1-0.8+0.2 .



Model Solutions

Y =900 C =200+0.8(Y —100)
C =340

| =90 | =100-200(0.05)
T=G= 100;X=50

M = 180 / =0.2Y
X-M =-130

S=Y-T-C=-40

S-1=-40-90=-130

16



Keynesian Saving and Net Trade Balance Functions

Keynesian Saving Function

Keynesian Trade Balance Function
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What are the factor that shift the IS curve?

Towards the right e Towards the left
1 More G e 1
2lessT e 2
3 Devaluation More X < 3
4 Less”Z e 4
5 High MPC e 5
6 High MPM e 6
7 High 10, CO o 7




Illustration on How the Keynesian Model can
be used for Policy Analysis

Behavioural factors

Increase In
autonomous
consumption spending

Decrease in MPC
Increase in MPM
Autonomous taxes

Policy induced factors
Tax cut
Increase in spending

Depreciation of
currency

Increase in foreign
Income
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