Chapter 15

Aggregate Demand and Aggregate Supply

Introduction

This chapter is the first of three in which the aggregate demand and aggregate supply model is used to evaluate short-run fluctuations in the economy. 

Definition of recession - a period of declining real incomes and rising unemployment 

Definition of depression - a severe recession 

19-1 Three Facts about Economic Fluctuations

Fact 1: Economic Fluctuations are Irregular and Unpredictable 

Figure 19-1 shows the business cycle. 

Fact 2: Most Macroeconomic Quantities Fluctuate Together 

GDP, income, spending, and production are all                        related and show similar patterns. 

The amounts of the fluctuations are what may vary, but generally not the direction.

Fact 3: As Output Falls, Unemployment Rises 

When firms don't sell as many goods and services, they don't need or can't afford as many workers.

FYI: Okun's Law

There is a strong correlation between GDP and unemployment.

When real GDP grows at its average rate of 3 percent, the unemployment rate remains unchanged. 

When the economy expands more rapidly than 3 percent, the unemployment rate falls by about half as much. 

Though Arthur Okun's law has to be changed a bit to accommodate data in foreign countries, the relationship is generally true.

19-2 Explaining Short-Run Economic Fluctuations

How the Short Run Differs from the Long Run 

Most economists believe that classical theory describes the economy in the long run but not the short run. 

The assumptions of the classical dichotomy and the neutrality of money are relaxed in the model for the short-run.

The Basic Model of Economic Fluctuations

We focus on real GDP and the overall price level using the aggregate demand and aggregate supply model.

Definition of aggregate demand - a curve that shows the quantity of goods and services that households, firms, and the government want to buy at any price level

Definition of aggregate supply - a curve that shows the quantity of goods and services that firms choose to produce and sell at any price level

19-3 The Aggregate Demand Curve

Why the Aggregate Demand Curve is Downward Sloping 

Each of the four components of GDP contributes to aggregate demand. 

Consumption, investment and net exports are affected by changes in the price level and explain the downward slope of the aggregate demand curve. 

Pigou's Wealth Effect 
A decrease in the price level:

· makes consumers feel more wealthy

· which in turn encourages them to spend more.

The increase in consumer spending means a larger quantity of goods and services are demanded. 

Keynes's Interest Rate Effect – 

· A lower price level reduces the interest rate

· encourages greater spending on investment goods

· increases the quantity of goods and services demanded  

Mundell-Fleming's Exchange Rate Effect 
A fall in the U.S. price level causes:

· U.S. interest rates to fall

· the real exchange rate depreciates

· this depreciation stimulates U.S. net exports 

· thereby increases the quantity of goods and services demanded. 

Why the Aggregate Demand Curve Might Shift 

· Changes in spending plans of consumers or firms 

· Changes in fiscal or monetary policy

19-4 The Aggregate Supply Curve

In the long run, the aggregate supply curve is vertical, whereas in the short run, the aggregate supply curve is upward sloping. 

Why the Aggregate Supply Curve is Vertical in the Long Run 

In the long run, an economy's supply of goods and services depends on its supplies of capital and labor and on the available production technology.

Why the Long Run Aggregate Supply Curve Might Shift 

The level of output shown by the long run aggregate supply curve is sometimes called the potential output
or full-employment output. 

To be more accurate, it is the natural rate of output. 

If the natural rate of unemployment changes, the aggregate supply curve shifts. 

Things like a change in the capital stock, savings, investment, technology, and education all change economic growth and therefore, cause the aggregate supply curve to shift.

Why the Aggregate Supply Curve is Upward Sloping in the Short Run 

When the price level deviates from the price level that people expect, the aggregate supply curve will have an upward slope.

There are there explanations. 

1.The New Classical Misperceptions Theory
Changes in the overall price level can temporarily mislead suppliers about what is happening in the markets in which they sell their outputs. 

A lower price level than expected causes misperceptions about relative prices, and these misperceptions induce suppliers to respond to the lower price level by decreasing the quantity of good and services supplied. 

2.The Keynesian Sticky-Wage Theory

This theory assumes nominal wages are slow to adjust to short run changes - "sticky." 

A lower price level makes employment and production less profitable

This induces firms to reduce the quantity of goods ands services supplied. 

3.The New Keynesian Sticky-Price Theory 

Some prices of goods and services adjust slowly too - menu costs.

An unexpected fall in the price level leaves some firms with higher-than-desired prices

These depress sales and induce firms to reduce the quantity of goods and services they produce. 

Why the Short-Run Aggregate Supply Curve Might Shift 

Many of the same variables that shift the long run aggregate supply curve will shift the short-run aggregate supply curve too. 

However, there is a new variable that is important: people's expectation of the price level. 

A higher than expected price level decreases the quantity of goods and services supplied and shifts the short-run aggregate supply curve to the left. 

Conversely, a lower expected price level increases the quantity of goods and services supplied and shifts the short-run aggregate supply curve to the right. 

                   19-5 Two Causes of Recession

The Effects of a Shift in Aggregate Demand 

Figure 19-7. 

In the short-run, shifts in aggregate demand cause fluctuations in the economy's output of goods and services. 

In the long-run, shifts in aggregate demand affect the overall price level but do not affect output. 

In the News: How Consumers Shift the Aggregate Demand 

People's changing perceptions can cause short-run fluctuations in the economy. 

The Effects of a Shift in Aggregate Supply

Figure 19-8. 

A decrease aggregate supply will cause stagflation, falling output and rising prices. 

Policymakers can choose to do nothing or might accommodate by increasing aggregate demand to stimulate the economy. 

Figure 19-9. 

Output can be restored but the price level is permanently raised. 

Shifts in aggregate supply can cause stagflation.  

Policymakers who can influence aggregate demand cannot offset both the adverse effects of falling output and rising prices simultaneously. 

Case Study: Oil and the Economy

Crude oil is such a key input that changes in the price can change short-run aggregate supply. 

When OPEC raised price in the 1970's we had stagflation. 

When they squabbled in the mid-1980's we saw the opposite - rising output and falling prices. 

19-6 Conclusion: The Origins of Aggregate Demand and Aggregate Supply

John Maynard Keynes published The General Theory of Employment, Interest and Money in 1936 which attempted to explain short-run fluctuations in the economic condition. 

His work was prompted by his observation of the breakdown in the usefulness of Classical Theory as it related to the Great Depression. 

Keynes urged policymakers to be more assertive in combating the ills of short-run fluctuations to spare citizens prolonged periods of low output and high unemployment. 
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