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Abstract: We develop a simple Keynesian cross analysis from a dynamic 

optimization model that explains deficiency of aggregate demand and 

unemployment. We show that an increase in government purchases boosts 

aggregate demand and hence the gross domestic product (GDP) through a 

multiplier-like process. The process works not through an increase in disposable 

income but through moderation of deflation, which makes holding money costly 

and stimulates consumption. 
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