Lecture Nine: Demand-Side Equilibrium in the Simple Keynesian Model

{Simple Keynesian Model, Keynesian Cross, Autonomous Expenditure Multiplier, Instability in Output, Fiscal Policy, Automatic Stabilizers}

Keynes III

10
Equilibrium in the Simple Keynesian Model

1.
Demand-Side Equilibrium: Y = C + I + G

i.
consumption function: C = a + bYD

ii.
where YD = Y – T

iii.
Thus, Y = a + b(Y – T) + I + G

iv.
where a, I, and G are exogenously determined levels.  That is, they are autonomous components of aggregate expenditure.


v.
b is an exogenously determined parameter; T is also exogenously determined and can be called the autonomous level of net taxes. So, the autonomous level of consumer spending is actually a – bT.


vi.
bY is the endogenously determined level of consumer spending.  That is, bY represents the induced component of consumption.


vii.
we can algebraically solve for the equilibrium level of output.
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2.
Note, this model only explicitly considers the product market.  


i.
That is why it is called simple.


ii.
Aggregate supply (production) is accommodating fully the level of AD.  You can think of it as a horizontal AS curve.


iii.
In effect, the price level and the interest rate are being held fixed.

3.
Keynesian Cross: Graphical Interpretation of Equilibrium Output in the Simple Keynesian model. 


i.
45 degree line: E = Y

ii.
Consumption Function: intercept is the autonomous level of consumer spending; slope is MPC


iii.
Expenditure Line (consumption function plus I plus G): intercept is autonomous level of expenditure; slope is MPC.


iv.
Equilibrium is where the Expenditure Line crosses the 45-degree line.

15
Instability in Equilibrium Output

1.
Returning to the algebraic representation of the equilibrium, we see that Y* = (a coefficient) * (the level of autonomous expenditures)

i.
this coefficient is called the autonomous expenditure multiplier.  


ii.
Since MPC is considered to be stable, the autonomous expenditure multiplier is also stable.


iii.
thus, the autonomous expenditures determine the level of output.

2.
Recall Keynes believed I to be very unstable.  

i.
Changes in I cause even greater changes in Y* since the multiplier is greater than 1.  

ii.
The mechanism is that a change in an autonomous expenditure (i.e. I) causes an induced change in C thus the overall effect on Y is greater than the change in the autonomous expenditure (i.e I).


v.
If I is unstable, then Y is unstable.
3.
Consider a change in I

i.
Looking at our solved expression for Y we can see what the change in Y will be:
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ii.
For the intuition, we must look at Y = a + b(Y – T) + I + G: a change in I( a change in Y( a change in C through bY( a change in Y( etc. etc. etc.


iii.
the change in Y is equal to the autonomous change in I plus the induced change in C.

10
Fiscal Policy: in this model, a change in the fiscal policy tools (G and T) can affect the level of output
1.
Government Spending is an autonomous expenditure.  Thus, it affects equilibrium output through the autonomous expenditure multiplier.


i.
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ii.
So, if the government has a desired level by which it wishes to change output, theoretically it can determine the necessary change in G
2.
Autonomous Net Tax Collection also affects equilibrium output, but it has its own multiplier.


i.
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ii.
Thus, for the government to increase Y through changing taxes, it must lower taxes.

10
Simple Keynesian Model with a Marginal Income Tax Rate

1.
The federal budget is government spending (G) less net tax collection (T).


i.
However, so far we have only considered a level of net tax collection which is entirely exogenous.  


ii.
A more realistic abstraction of net taxes includes an exogenous and an endogenous component: T = t0+t1Y

iii.
Then, as national income increases, net tax collection increases; and vice versa.  


iv.
t1 is the marginal net income tax rate.  We would suppose it to be positive for two reasons; as Y increases (a) more income taxes are paid, and (b) less transfer payments are made.


iv.
t0 represents the exogenous or autonomous level of net tax collections.  We would suppose it to be negative as there are more transfer payments that are independent of income then there are taxes.

2.
Automatic Stabilizers: changes in net taxes that occur when the level of income changes.


i.
With a marginal income tax, as the level of income changes, so does the net level of tax collection


ii.
In fact, when Y up ( T up and Y down ( T down; thus, in economic expansions, fiscal policy automatically becomes more restrictive and dampens the boom; and in economic recessions, fiscal policy automatically becomes more expansionary and dampens the bust.


iii.
Consider the simple Keynesian model.  The slope of the consumption function is now b(1-t1) since as national income increases by $1, disposable income increases by $(1-t1). 
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iv.
We see that the multiplier effect of an exogenous change in investment spending is less with the marginal income tax rate.  Due to the marginal income tax, the induced effect on consumption from autonomous changes is dampened. 

3.
Policy Tools: G, t0, and t1.


i.
The impact of using government spending is dampened.
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ii.
The impact of using lump-sum net tax adjustments is dampened.
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iii.
Changing the marginal income tax rate, t0, alters the slope of the consumption function and the total expenditure line.

4.
Cyclical verse Structural Budgets.


i.
The cyclical budget and the cyclical deficit is the actual budget situation at the actual or current level of economic activity.


ii.
The structural budget and the structural deficit is what the budget situation would be if the economy were operating at its potential level.


iii.
Thus, the cyclical deficit depends on business cycle of the economy, whereas, the structural deficit solely depends on policy 
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