
 

 

 



Relevance: Post WW2 paradigm shift - Keynesian Revolution -  acceptable for government to 
run deficit, more debt financing, post war boom - Wane in relevance during the New Classical 
revolution and 70s stagflation; widespread synthesis and Friedman himself said “We are all 
Keynesians now” (Time 1965) - Return to Keynesian prevalence during 2008 recession, 
prophetic with the animal spirits and uncertainty and slump theory 

-​ Key to Keynes’ theory is Marginal Efficiency of Capital, basically expected yield of capital 
for firms. He describes business cycle as the fluctuations in MEC, and low MEC causes 
low investment. Hence if MEC is low and interest rate cut, effect is weaker. 

-​ Macro Goals: Macro Goals: low and stable inflation, economic growth, low 
unemployment, sustainable levels of government debt, equitable income distribution 

-​ Keynesian AD AS Diagram - fiscal stimulus as intervention, defined as government 
involvement in economic markets. 

-​ Key Assumptions: S-run AS is fixed. Since wages and prices are sticky during demand 
deficiency firms s-run cut output instead of prices, causing unemployment and creating 
cycle: low demand causes low MEC causes layoffs causing low demand.  

-​ Key Assumption: AD is unstable due to capital markets determined by optimism and 
previously mentioned cycle (MEC) and uncertainty and low expected MEC. 

-​ Key Assumption: Transitional markets are more important than equilibrium markets since 
“in the long run, we are all dead. [Economists only want to predict the flat seas after the 
storm.]” (Keynes Tract 80) -> deflationary gap = human suffering 

-​ Zone 1 to Zone 2 has low inflation tradeoff (to rGDP) while Zone 2->3 has high tradeoff 
due to crowding out effect, fixed factor inputs 

-​ Thrift paradox: if all consumers save, no one will have job due to no national expenditure 
-​ Inflationary and deflationary spiral: expected inflation causes spending causing inflation, 

expected deflation causes saving causing deflation 
-​ Liquidity trap: when MEC is low, interest rate effect is diminished, and monetary impact 

of lower and lower interest rates approaching zero becomes reduced due to lack of 
confidence. -> pushing on a string, monetary policy weak during recession 

-​ labelled deflationary gap is unused capacity and underemployment of resources below 
potential output, the highest long-run sustainable rGDP.  

-​ Keynesian theory suggests that during recession fiscal intervention is necessary and 
justified to restore rGDP and benefit firms, households (^income, ^employment) 

-​ Types of fiscal intervention: capital investment (allows long-run rGDP growth), transfer 
payments (equitable Y dist boosts demand in its own way - see next about MPC), tax 
cuts -> NOTE must be NEW spending not SUBSTITUTION 

-​ Fiscal intervention is made cheaper on gov’t by increased tax income + multiplier effect, 
reduced EI payments 

-​ Keynesian Multiplier: For every $1 invested national income increases by $k due to 
successive rounds of spending (ie. employed people spend which allows for more 
employment) -> since AD = C+I+G+nX G spending increases rGDP back to Zone 2 

-​ Marginal Propensity to Consume: how much change in income affects change in 
consumption. Poor people spend more % of income, so redistributing income transfer 
payments are more effective than equal volume of tax cuts on the rich due to MPC. 

-​ Employment - Inflation tradeoff - Zones 1, 2, 3 different leading to shape of Phillips curve 


