CHAPTER 25

Aggregate Demand and Supply Analysis
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Monetarist View of AD

_ PxY 2000

M 1000
Modern Quantity Theory of Money

MxV=PxY

Implication: M determines P x Y if V unrelated to AM

Vv =2

Deriving AD Curve
M=1000, V=2 = P x ¥Y=2000
Point A: P=2 Y=1000 PY=2x 1000

PointB: P=1 Y=2000 PY=1 %2000
PointC: P=.5 Y=4000 PY=.5x4000

Conclusion: P YT, downward sloping AD
Shift in AD Curve
M7T: Pxy T, soat given P, Y T = 4D shifts right

The AD Curve

Aggregate Price
Level, P (1996 =1.0)
20 -

Aggregate Output, ¥ (§$ trillions, 1996)
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Keynesian View of AD

Y“=C+I+G+NX
Downward Sloping AD
Pl Mt i, 1, N, v vt
Shift in AD
Mt mpt il 1t N, v, vt
= AD shifts right
ctorGTorTdorNXT: 1, v1
= AD shifts right
Complete Crowding Out
G 1, borrowing, i T = C 4, T4, Nxd = C+I1+G+Nx=1"
unchanged
Partial crowding out: private spending down, but not fully
offsetting G T 254

Aggregate Supply in Short Run

Aggregate Price AS; AS,
Level, P (1996 =1.0)

20
Upward slope of AS
In short-run production
costs fixed = P T, profits
T, Y produced 1T 1.0
Shift in AS
Production costs T: At
given P, profits 4 , Y1 =
AS shifts left

0.0 1 1 | 1

2 4 6 8
Aggregate Output, ¥ ($ trillions, 1996)
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Equilibrium in Short Run

Aggregate
Price Level, P

pr

P

Aggregate Output, ¥

Equilibrium: 4D = A4S
If P>P* AS>AD =P { to P*
IfP<P* AS<AD = P T to P*
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Equilibrium
in Long Run

Panel (a): Y> Y,

Wages T at given P, profits 4w
produced { = AS shifts in until Y=Y,
at long-run A4S

Panel (b): Y <Y,

Wages {: at given P, profits T, ¥
produced T = 4 shifts out until Y=
Y, at long-run A4S

Activist sees movement to long-run
AS (self-correcting mechanism) as
slow; nonactivist sees as fast

Aagregue
Prica Lovel, P

B iitial sclbia in which ¥ < ¥,

Summary: \
Factors N
that Shift TS
AD

Effect of Shiftin ADon Y

Aggregate
Price Level, P

Py

Aggregate Output, ¥

1. AD shifts right: ¥ T P 1 to point 1'

2. Y>Y,: wages T, AS shifts in until reach point 2, where ¥ = Y,
Conclusion: 4D shifts right, ¥ T in short run only; in long run only P T




Summary: Factors that Shift AS

Table 2 s That Shift the Aggregate Supply Curve

Shifis in Shilis in
the Aggregate the Aggregate
Factor Supply Curve Factor Supply Curve
Y=V, L /Js, Wage push P /4-'4.
¥ ¥
¥ <Y, » Positive supply shack P
// A%, // A%
¥ ¥
Rise in expecied L AS, Megative supply sho P AS;
price level // //
¥ ¥
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Effect of Shiftin ASon Y

Aggregate
Price Level, P

Pz

P,

AD,

Yz Ya Aggregate Output, ¥

1. Negative supply shock: AS shifts in, ¥ 4 P T to point 2
2. Y<Y,: wages ¥, AS shifts out until return to point 1
Conclusion: AS shifts in, ¥4 P 1 in short run, but in long run ¥ and P are unchanged
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Shifts in Long-Run Supply

Y, grows over time, but is shown as fixed in AD/AS
diagram
Real Business Cycle Theory
1. Y, fluctuates a lot due to aggregate supply (real) shocks
2. Shifts in AD small
3. Conclusion: Business cycles due to real shocks
4. Supports nonactivism

Hysteresis

1. AD shifts in, natural rate of unemployment T, Y, shifts in
2. Unemployment stays high

3. Supports activism
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