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8.8: The Keynesian Cross Diagram

4) Learning Objective

1. Learn how to use the Keynesian cross diagram to describe equilibrium in the G&S market.

The Keynesian cross diagram depicts the equilibrium level of national income in the G&S market model. We begin with a plot of
the aggregate demand function with respect to real GNP (Y) in Figure 8.8.1 . Real GNP (Y) is plotted along the horizontal axis, and
aggregate demand is measured along the vertical axis. The aggregate demand function is shown as the upward sloping line labeled
AD(Y, ...). The (...) is meant to indicate that AD is a function of many other variables not listed. There are several important
assumptions about the form of the AD function that are needed to assure an equilibrium. We discuss each assumption in turn.
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Figure 8.8.1: Aggregate Demand Function

First, the AD function is positively sloped with respect to changes in Y, ceteris paribus. Recall that ceteris paribus means that all
other variables affecting aggregate demand are assumed to remain constant as GNP changes. The positive slope arises from the
rationale given previously that an increase in disposable income should naturally lead to an increase in consumption demand and a
smaller decrease in CA demand, resulting in a net increase in aggregate demand. Next, if GNP rises, ceteris paribus, it means that
taxes and transfer payments remain fixed and disposable income must increase. Thus an increase in GNP leads to an increase in
AD.

Second, the AD function has a positive vertical intercept term. In other words, the AD function crosses the vertical axis at a level
greater than zero. For reasons that are not too important, this feature is critical for generating the equilibrium later. The reason it
arises is because autonomous consumption, investment, and government demand are all assumed to be independent of income and
positive in value. These assumptions guarantee a positive vertical intercept.

Third, the AD function has a slope that is less than one. This assumption means that for every $1 increase in GNP (Y), there is a
less than $1 increase in aggregate demand. This arises because the marginal propensity to consume domestic GNP is less than one
for two reasons. First, some of the additional income will be spent on imported goods, and second, some of the additional income
will be saved. Thus the AD function will have a slope less than one.

Also plotted in the diagram is a line labeled AD =Y . This line is also sometimes called the forty-five-degree line since it sits at a
forty-five-degree angle to the horizontal axis. This line represents all the points on the diagram where AD equals GNP. Since GNP
can be thought of as aggregate supply, the forty-five-degree line contains all the points where AD equals aggregate supply.

Because of the assumptions about the shape and position of the AD function, AD will cross the forty-five-degree line, only once,
from above. The intersection determines the equilibrium value of GNP, labeled Y' in the diagram.
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e The Keynesian cross diagram plots the aggregate demand function versus GNP together with a forty-five-degree line
representing the set of points where AD = GN P . The intersection of these two lines represents equilibrium GNP in the
economy.

e An equilibrium exists if the AD function crosses the forty-five-degree line from above. This occurs if three conditions hold:

1. The AD function has a positive slope. (It does.)
2. The AD function has a slope less than one. (It does.)
3. The AD function intersects the vertical axis in the positive range. (It does.)

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and you must respond
with the question. For example, if the answer is “a tax on imports,” then the correct question is “What is a tariff?”

Of positive, negative, or zero, the slope of an aggregate demand function with respect to changes in real GNP.

Of positive, negative, or zero, the value of the vertical intercept of an aggregate demand function.

Of greater than one, less than one, or equal to one, the value of the slope of an aggregate demand function with respect
to changes in real GNP.

The equality that is satisfied on the forty-five-degree line in a Keynesian cross diagram.

The value of this variable is determined at the intersection of the aggregate demand function and the forty-five-degree
line in a Keynesian cross diagram.

This page titled 8.8: The Keynesian Cross Diagram is shared under a CC BY-NC-SA license and was authored, remixed, and/or curated by

Anonymous.

e 8.8: The Keynesian Cross Diagram by Anonymous is licensed CC BY-NC-SA 3.0.

https://biz.libretexts.org/@go/page/80458



https://libretexts.org/
https://creativecommons.org/licenses/by-nc-sa/4.0/
https://biz.libretexts.org/@go/page/80458?pdf
https://biz.libretexts.org/Courses/Prince_Georges_Community_College/BMT_2630%3A_International_Management_(COOKS_2021)/08%3A_National_Output_Determination/8.08%3A_The_Keynesian_Cross_Diagram
https://creativecommons.org/licenses/by-nc-sa/
https://biz.libretexts.org/Courses/Prince_Georges_Community_College/BMT_2630%3A_International_Management_(COOKS_2021)/08%3A_National_Output_Determination/8.08%3A_The_Keynesian_Cross_Diagram?no-cache
https://biz.libretexts.org/@go/page/25368
https://creativecommons.org/licenses/by-nc-sa/3.0/

