Lecture Sixteen:
General Equilibrium Dynamics in the Neoclassical Synthesis 

{AD Shifts, AS shifts, Expansionary Policy, Contractionary Policy}

Neo-Keynesian Equilibrium II

2
Suppose we are in YD-YS equilibrium at P0 and Y0.

1.
Then, there is no pressure for change within the demand side.  Given P0, we are on the YD curve, thus Y0 is matched with an interest rate, r0, that simultaneously provides for money market and product market equilibrium

2.
There is also no pressure on the supply side.  Given P0 and the prevailing money wage W, the equilibrium level of employment, N0, allows for the output level of Y0.  (Remember that this is not necessarily labor market clearing).

3.
Thus, we have a General Equilibrium of the Money, Product, and Labor Market.  
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YD shifts.

1.
YD shifts right if:


i.
Increase in government spending (G  up).

ii.
Decrease in autonomous taxes (T down).


iii.
Increase in autonomous investment or autonomous consumption (d0, a up).


iv.
Increase in exogenous (nominal) money supply (MS up).


v.
Decrease in autonomous (for given Y and r) liquidity preference (c0 down). 


2.
YD shifts left if:


i.
Decrease in government spending (G down).

ii.
Increase in autonomous taxes (T up).


iii.
Decrease in autonomous investment or autonomous consumption (d0, a down).


iv.
Decrease in exogenous (nominal) money supply (MS down).


v.
Increase in autonomous (for given Y and r) liquidity preference (c0 up). 

3.
Consider expansionary fiscal policy (G up or T down).

i.
Expansionary fiscal policy will shift the IS curve to the right.


ii.
Now, at original price level, P0, the level of aggregate demand has increased; thus the YD curve shifts right.


iii.
There is now excess demand for aggregate output.  To induce the increase in the level of aggregate supply, there must be upward movement in the price level.  The increasing price simultaneously shifts right labor demand, increases employment, and increases aggregate production along the AS curve.


iv.
The increasing price also decreases real money balance causing the LM curve to shift left.  The LM curve shifting left due to the price change causes movement along the new YD curve.


v.
Final result: P up, Y up, N up, r up

4.
Consider contractionary monetary policy (M down).

i.
Contractionary monetary policy will shift the LM curve to the left.


ii.
Now, at original price level, P0, the level of aggregate demand has decreased; thus the YD curve shifts left.


iii.
There is now excess supply for aggregate output, and there is downward movement in the price level.  The decreasing price simultaneously shifts left labor demand, decreases employment, and decreases aggregate production along the AS curve.


iv.
The decreasing price also increases real money balance causing the LM curve to shift right.  The LM curve shifting left due to the price change causes movement along the new YD curve.


v.
Final result: P down, Y down, N down, r up
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YS shifts
1.
YS shifts right if:


i.
There is an increase in the capital stock (K up).


ii.
There is an increase in technical ability. 


iii.
There is an increase in labor supply (or other inputs)
2.
YS shifts left if:


i.
There is a decrease in the capital stock (K down).


ii.
There is a decrease in technical ability.


iii.
There is a decrease in labor supply (or other inputs, for instance, an oil shock)
3.
Consider an increase in capital stock.


i.
demand for labor right for given price level.


ii.
thus, YS to right (level of aggregate supply up for every price level).


iii.
excess supply drives down price.


iv.
lower price offsets some of shift in labor demand and shifts LM right.  Thus movement along new YS and YS.


































