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Determining Equilibrium Real GDP
Figure 7 Determining Equilibrium Real GDP
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Short Run Macro Economic Model

• Distinction between
– Behavioral side of the model – the part

of the model that is based on theories of
how economic actors behave (Aggregate
Expenditures or AE curve)

– Equilibrium (or Accounting) condition
– which governs how the sectors of the
macroeconomic model jibe, but does not
represent how any sector behaves (45-
degree line)
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Consumption Function

• Factors that affect Aggregate
Consumption Spending (Consumption
Expenditures)
– Aggregate Income (GDP)
– Interest rates (for durable goods

consumption)
– Wealth (net worth)
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The Consumption Function

Consumption
Function
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The consumption function shows the (linear)
relationship between real consumption
spending and real disposable income

and the slope of the line
(0.6) is the marginal
propensity to consume.
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The vertical intercept ($2,000
billion) is autonomous
consumption spending . . .

Figure 2 The Consumption Function
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The Consumption-Income Line

1. To draw the consumption-
income line, we measure
real income (instead of real
disposable income) on the
horizontal axis.

Consumption-
Income Line
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2. The line has the same
slope as the consumption
function in Figure 2 . . .

3. but a different
vertical intercept.

Figure 3 The Consumption-Income Line
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Shift the Consumption-Income Line

Consumption-Income Line When
Net Taxes = $500 billion

Consumption-Income Line When
Net Taxes = $2,000 billion

Real
Consumption

Spending
($ billions)

1,000

2,000

3,000

4,000

5,000

6,000

7,000

8,000

Real Income ($ billions)
2,000 4,000 6,000 8,000

Figure 4 A Shift in the Consumption-Income Line
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Deriving the Aggregate Expenditure Line

C + IP + G
C + IP + G + NX

C + IP
C

2. then add planned investment (IP) . . .

1. Start with the
consumption-
income line,

5. to get the aggregate expenditure line.

3. government purchases (G) . . .

4. and net exports (NX) . . .
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Figure 5 Deriving the Aggregate Expenditure Line
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Using a 45° to Translate Distances
Figure 6 Using a 45° to Translate Distances
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1. Using a 45° line …

2. we can translate
Any horizontal
distance (such as

0B) …

3. into an equal vertical
distance (BA).
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Determining Equilibrium Real GDP
Figure 7 Determining Equilibrium Real GDP
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