Lecture Eight: Building Blocks of Keynes’ Aggregate Demand View

{Keynes, Aggregate Demand—Output Equilibrium, Consumption Function, Investment Volatility, Rational Beliefs}

Keynes II

5
Keynes Overview

1.
Supply-side and demand-side determine the level of output and employment.


i.
Supply-side (factors of production and state of technology) influence long-run trend of the growth rate of output which influences the long-run trend of employment growth.


ii.
Demand-side, however, causes the short run fluctuations in output and employment.  

iii.
Furthermore, the less volatility in the short run, the greater the long-run growth trend will be.

2.
Role of money and need for state action.


i.
The stock of money in the economy influences not only nominal variables, but also real variables.  (Refutes Quantity Theory of Money).

ii.
Inadequate aggregate demand leads to low output, low employment, and high unemployment.  Policy is needed to ensure sufficient demand.  (Refutes Say’s Law).


iii.
In the short-run, the economy can operate below full employment for sustained periods of time.
3.
An explicit theory of aggregate demand was needed to establish the impact of aggregate demand on output and employment.

15
Demand-Side Equilibrium in the Product Market

1.
Central to a model in which aggregate demand plays a role in determining output is that equilibrium output (Y) must equal aggregate demand.


i.
Denote the level of aggregate demand with E as it is the desired expenditures on output. E = C + I + G (ignoring foreign trade).


ii.
The demand-side equilibrium, then, is Y = E
2.
Due to simplifications we made in chapter 2, national income = national output

i.
closed economy: GDP=GNP]]]]]]]]]]]]]


ii.
no depreciation: GNP=NNP]]]]]]]]]]]]]]


iii.
no retained earnings, no indirect taxes, and no business taxes: NNP =personal income

iv.
So, national income must be disposed into C, S, or T. 

Y = C + S + T (accounting identity: national income identity)

v.
National product states that Y = C + Ir + G (accounting identity: national product identity); where Ir is realized investment,.
3.
Our equilibrium statement, then, can be written in three ways.


i.
Y = E => Y= C + I + G

ii.
Using the national income identity:


C + S + T = Y = C + I + G ( S + T = I + G

iii.
Using the national product identity:



C + Ir + G = Y = C + I + G ( Ir = I
4.
Lets focus on Ir = I

i.
Recall that investment spending is current construction of plant and equipment plus inventory investment plus residential construction.


ii.
It is the desired inventory investment that can differ from the realized inventory investment.


iii.
If Ir > I  ( unintended inventory accumulation; less was sold then expected and firms will adjust to lower output.


iv.
If Ir < I ( unintended inventory shortfall; more was sold then expected and firms will adjust to raise output.


v.
Only if Ir = I do firms not have a tendency to adjust output, and that is why it is called equilibrium.

15
Components of Aggregate Demand: Now we will look more specifically at the determinants of C, I, and G
1.
Consumptions Function: C = a + bYD, a > 0, 0 < b < 1

i.
The consumption function assumes that consumption has a stable relationship with disposable income.  Namely, when disposable income increases by 1, consumption increases by b.  b = change C/change YD, which Keynes called the marginal propensity to consume.


ii.
All other factors determining consumer spending, in this simple consumption function are summed up in a.  We call a the autonomous desired level of consumer spending. 

iii.
We assume the autonomous level of consumer spending to be positive.


iv.
bYD together is called the induced level of consumer spending and b is the slope of the consumption function 
2.
Recall that the portion of disposable income not used as consumer spending is stored as savings.


i.
YD = C + S = a + bYD + S ( S = - a - bYD + YD = - a + (1 – b)YD 

ii.
Thus, we see that if disposable income is zero, then the autonomous level of consumption comes from an equivalent negative flow of savings.


iii.
We also see that 1 – b is the marginal propensity to save. 

3.
Whereas Keynes believed that consumer spending is largely determined by the level of income, he believed changes in desired investment are factor in determining the level of income.


i.
Keynes believed that I is largely autonomous, that is determined by factors other than income; and that it is the most volatile autonomous component of aggregate demand.


ii.
The determinants of I are the interest rate and the state of business expectations (also household confidence in the case of residential construction). <just like the classicalists>


iii.
 The relationship between the interest rate and investment spending is similar to the classical theory; we will get to Keynes’s view interest rate determination next class.


iv.
Central to Keynes’s theory is the uncertain knowledge upon which expectations are based.  When considering the expected profitability of an investment project, Keynes paid attention to the difficulty/impossibility in knowing the profit that will follow 20 to 30 years later (that is long-term expectations).  How will a business manager know future demand and future costs.


v.
Thus, business managers make their expectations and thus investment decisions based on (a) extrapolating past trends and (b) conforming to convention, that is, conforming to the majority or average view and behavior.


vi.
This is want Keynes called rational beliefs.  

v.
When long-term expectations change, when rational beliefs change; desired investment spending can clearly change suddenly and drastically.  As fears and hopes change, so do conventions.

vi.
It is the fundamental uncertainty that allows long-term expectations to change quickly and thus allow for extreme volatility in short- and long-term investment decisions to be responsible for income instability.

 4.
We consider G and T to be exogenously set by the government.  Thus, G is an autonomous and stable component of aggregate demand.

.


