Lecture Fourteen:
Aggregate Demand and Aggregate Supply Curves in the Neoclassical Synthesis

{Price Level and IS-LM, Real Money Balances, Neo-Keynesian Aggregate Demand, Wage Rigidities, Price Information Asymmetries, Neo-Keynesian Aggregate Supply, General Equilibrium}

Neo-Keynesian Equilibrium I

5
Considering the Supply and Price

1.
Thus far, in the IS-LM model we have implicitly assumed that output will necessarily fulfill any demand level at the given price level. (horizontal YS).

2.
In actuality, an increase in output (from an increase in aggregate demand) will likely put upward pressure on the price level.


i.
this is saying, in order for the supply to increase to meet the increased demand, the price level  must increase.


ii.
thus, we would intuitively imagine that the aggregate supply curve is upward sloping. 
iv.
Before we develop the YS curve, we should consider the Neo-Keynesian YD curve. 

5
Price Effects in IS-LM Model

1.
That is, how do changes in the price level affect the IS-LM equilibrium.


i.
For every price level, we want to find the total demand for output; for every price level, what is the IS-LM equilibrium.


ii.
One IS-LM equilibrium (for a given price level) is one point on the AD curve. 
2.
Price and IS


i.
Recall the IS is equilibrium in the product market: I+G=S+T

ii.
These values are all real.  


iii.
G and T are exogenous and real levels.


iv.
S is determined by the level of income, Y, which is also real.


v.
I is determined by the interest rate, r, which is also real.


vi.
Thus, a price change will not directly affect the IS curve.  If a price change effects the interest rate and the level of income, then it will affect investment and saving, but these are indirect effects and movements along the IS curve.

3.
Price and LM


i.
The LM is equilibrium in the money market. M=L

ii.
Money supply, M is nominal.


iii.
Money demand, L depends on real income and the real rate of interest.


iv.
When we were considering a fixed price level, equating the nominal supply of money to money demand is sufficient, but when considering price changes, we must equate real money balances to money demand.
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v.
We see then, that an increase in P works as a decrease in the real supply of money.


vi.
We see then, that a decrease in P works as an increase in the real supply of money.

10
Neo-Keynesian Aggregate Demand.

1.
A change in the price level is going to affect the IS-LM equilibrium by causing the LM curve to shift.

2.
Lets start with a high price level P0.


i.
Given this price level, we have an IS-LM equilibrium which gives Y0, thus (P0,Y0) is one point on the AD curve.


ii.
Suppose the price level decreases to P1.


iii.
Then, real money balances shift right in the money market, such that the money market is equilibrated with a lower interest rate for Y0; thus the LM shifts right.


iv.
The decreasing interest rate increases the level of investment, the level of output, and the level of saving, until the new IS-LM equilibrium is established at Y1.


v.
Thus, the level of aggregate demand at P1 is Y1: (P1,Y1).


vi.
We see that the Neo-Keynesian AD curve is downward sloping.
3.
Anything that will cause the IS or the LM to shift, other than a change in the price level, will also cause the AD curve to shift.


i.
Changes that increase the level of output in the IS-LM equilibrium will shift the AD curve to the right (increase the level of YD for every P)( G up, autonomous I up, T down, autonomous liquidity preference down, nominal money supply up.



ii.
Changes that decrease the level of output in the IS-LM equilibrium will shift the AD curve to the left (decrease the level of YD for every P)( G down, autonomous I down, T up, autonomous liquidity preference up, nominal money supply down.

10
Neo-Keynesian Aggregate Supply
1.
Similarly to the Classical model, neo-Keynesians believe that an aggregate supply curve is derived by conditions in the labor market.


i.
In the classical model, labor demand and labor supply intersect to determine the real wage and the level of employment (and therefore the level of real output).


ii.
Critical to the result of a vertical YS curve is the perfect flexibility of money wages, perfect information and modeling of labor supply as a function of the real wage in the classical system.


iii.
if a price level change is not accompanied by a proportionate change in money wages, then a price change will alter the level of aggregate supply.

2.
Neo-Keynesians noted that rigidities in money wages could result in a non-vertical YS curve.


i.
Lets consider starting at a price level P0.


ii.
Imagine that the money wage, W, is a contracted wage that cannot be adjusted in the near future.  So we start at real wage: (W/P0).


iii.
Thus, given W, the labor demand schedule, MPN*P0 determines the level of employment, N0¸ and the level of output Y0.


iv.
We see, at higher price levels, the labor demand schedule shifts right, increasing the level of employment and output.  Thus, YS is upward sloping.  Once the labor market clears, and there is full employment, then the YS is vertical, since the contract is only sticky downwards. (If we assume perfect information and model labor supply as dependent on the real wage).

3.
Neo-Keynesians noted that asymmetric information regarding prices could result in a non-vertical AS curve.


i.
Lets consider starting at a price level P0.


ii.
Imagine that the money wage, W0 allows the labor market to clear at real wage: (W0/P0) and employment level N0.


iii.
Then, the price level increases to P1 causing the labor demand schedule to shift from MPN*P0 to MPN*P1 since producers (labor demanders) know the price level change.  The asymmetric information keeps the labor supply curve from shifting

iv.
The increase in labor demand puts upward pressure on the money wage.  Since labor suppliers don’t know to price level changed, they believe the increase in the money wage to W1 is actually an increase in the real wage to W1/P0.

v.
Since the real wage actually decreased to W1/P1 employment rises.  That is, W1/P1 < W0/P0 < W1/P0.  That is, workers believe they are getting paid more purchasing power than originally


vi.
fig 9.10 


vii.
We see, at higher price levels, the labor demand schedule shifts right but the labor supply schedule does not shift left, increasing the level of employment and output.  Thus, YS is upward sloping.  Once the labor suppliers become aware of the true price level, labor supply will shift and employment will revert back to the original level.
5
General Equilibrium

1.
When IS-:LM is in equilibrium we have general equilibrium of the product market, money market, and bond market.  

2.
When:

i.
we allow for price level changes; 

ii.
consider the impact on the level of aggregate supply; and 

iii.
have AD-AS equilibrium as well, 

iv.
then we have general equilibrium of the product market, money market (and, consequently, bond market), and employment (even though the labor market is not necessarily at a clearing money wage, it is stable).

.
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