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Lecture #1

chapter 24

A
ggregate D

em
and and

Supply A
nalysis

1-2

M
onetarist V

iew
 of AD

P ¥ Y
2000

V =  —
—

—
  =  —

–—
  =  2

M
1000

M
odern Q

uantity Theory of M
oney

M
 ¥ V = P ¥ Y

Im
plication: M

 determ
ines P ¥ Y

D
eriving AD

 C
urve

M
 = 1000, V = 2 fi

 P ¥ Y = 2000

Point A
:

P = 2
Y = 1000

PY = 2¥1000
Point B:

P = 1
Y = 2000

PY = 1¥2000
Point C:

P = .5
Y = 4000

PY =.5¥4000
Conclusion: P ↑ Y Ø, dow

nw
ard sloping AD

Shift in AD C
urve

M
 ↑: P

¥Y ↑, so at given P, Y ↑ fi
 AD

 shifts right
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1-3

The AD
 Curve

1-4

K
eynesian V

iew
 of AD

Y
ad = C + I + G

 + NX

D
ow

nw
ard Sloping AD

P Ø, M
/P ↑, i Ø, I ↑, NX ↑, Y

ad ↑

Shift in AD
M

 ↑, M
/P ↑, i Ø, I ↑, NX ↑, Y

ad ↑
fi

 AD
 shifts right

C ↑ or G
 ↑ or T Ø or NX ↑: Y

ad ↑
fi

 AD
 shifts right

C
om

plete C
row

ding O
ut

G
 ↑, i ↑ fi

 C Ø, I Ø, NX Ø fi
C + I + G

 + NX = Y
ad unchanged

Partial crowding out: private spending dow
n, but not fully

offsetting G
 ↑
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1-5

A
ggregate Supply in Short-run

U
pw

ard slope of AS
In short-run production costs fixed fi

 P ↑, profits ↑, Y
produced ↑
Shift in AS
Production costs Ø: A

t given P, profits ↑, Y ↑ fi
 Y shifts right

1-6

Equilibrium
 in Short-Run

Equilibrium
:  AD

 = AS
If P > P*, AS > AD

 fi
 P Ø to P*

If P < P*, AS < AD
 fi

 P ↑ to P*
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1-7

Equilibrium
 in

the Long-Run

Panel (a): Y > Y
n

W
ages ↑: at given P, profits Ø, Y

produced Ø fi
 AS shifts in until Y = Y

n
at long-run AS
Panel (b): Y < Y

n
W

ages Ø: at given P, profits ↑, Y
produced ↑ fi

 AS shifts out until Y = Y
n

at long-run AS
A

ctivist sees m
ovem

ent to long-run
AS (self-correcting m

echanism
) as

slow
; nonactivist sees as fast

1-8

Sum
m

ary:
Factors that
Shift AD
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1-9

Effect of Shift in AD
 on Y

1.AD
 shifts right: Y ↑ P ↑ to point 1'

2.Y > Y
n : w

ages ↑, AS shifts in until reach point 2, w
here Y = Y

n
C

onclusion: AD
 shifts right, Y ↑ in short-run only; in long-run only P ↑

1-10

Sum
m

ary: Factors that Shift AS
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1-11

Effect of Shift in AS on Y

1.N
egative supply shock: AS shifts in, Y Ø P ↑ to point 2

2.Y < Y
n : w

ages Ø, AS shifts out until return to point 1
C

onclusion: AS shifts in, Y Ø P ↑ in short-run, but in long-run Y and P are
unchanged

1-12

Shifts in Long-Run Supply

Y
n  grow

s over tim
e, but is show

n as fixed in AD
/AS

diagram

R
eal Business C

ycle Theory
1.Y

n  fluctuates a lot due to aggregate supply (real) shocks
2.Shifts in AD

 sm
all

3.Conclusion: Business cycles due to real shocks
4.Supports nonactivism

H
ysteresis

1.AD
 shifts in, natural rate of unem

ploym
ent ↑, Y

n  shifts in
2.U

nem
ploym

ent stays high
3.Supports activism
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1-13

V
ietnam

 W
ar Buildup: 1964–70

1-14

N
egative Supply Shocks: 1973–75 and 1978–80
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1-15

Phillips Curve and AS

Phillips C
urve

Dw/w = – h ¥ (U
 – U

n )
Im

plication: W
hen U

 > U
n , i.e., Y < Y

n  w Ø, AS
shifts in

Expectations A
ugm

ented Phillips C
urve

Dw/w – p
e

= – h ¥ (U
 – U

n )
or

Dw/w
= – h ¥ (U

 – U
n ) + p

e

1-16

Phillips Curve
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1-17

Im
plications of Expectations

A
ugm

ented Phillips Curve

1.W
hen p

e ↑, Phillips Curve shifts up
2.U

 deviates from
 U

n  only w
hen there are surprises

about inflation
Solving above for U

U
 = U

n  – (Dw/w – p
e)/h

p substituted for Dw/w cause m
ove together

U
 = U

n  – (p – p
e)/h

3.Can’t buy U
 perm

anently below
 U

n  by higher p
In long-run p = p

e: so from
 eq. above, U

 = U
n


