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relative prices
• Phillips (1958) found relation an em pirical relationship between

unem ploym ent and inflation in the UK – the Phillips curve.

• Original interpretation:

• There is a trade-off between inflation and unem ploym ent
where prices are judged relative to the existing price level.

• Problem : after sustained inflation, the em pirical relationship
broke down.

• New interpretation:

• There is a trade-off between unem ploym ent and unexpected
inflation.
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• The level of output given by
any point on the AD curve is
such that if that level of
output is produced, planned
expenditure at the given
relative price will exactly
equal actual expenditure and
the dem and for m oney will
equal the supply of m oney.



why does the AD curve slope down?
• Three reasons why the aggregate dem and curve slopes

downwards:

• The first is the Real Balance Effect.  W hen prices rise
unexpectedly, the real value of assets whose prices are fixed in
nom inal term s (such as som e governm ent bonds, m oney, and
gold) falls.  This leads to less consum er spending.

• The second is the real exchange rate.  W hen prices rise
unexpectedly, the real exchange rate appreciates (if the nom inal
exchange rate is fixed).  This leads to an deterioration in the
prim ary current account.

• The third is the Keynes effect.  W hen prices rise unexpectedly,
people need m ore m oney for day to day transactions and so try
to switch their m oney balances from  bonds and shares.  This
raises the interest rate and hence reduces interest-sensitive
spending, such as investm ent.



long-run aggregate supply
• The labour m arket is in equilibrium  when inflation is stable.

• At the equilibrium  unem ploym ent rate, there will be both
voluntary unem ploym ent (workers who do not wish to work at
the current real wage) and involuntary unem ploym ent (workers
who would like to work but cannot find jobs at the current real
wage).

• In the long-run, the econom y should return to its equilibrium
rate of output, ‘m oney is neutral’.

• However, according to Keynes, ‘..in the long-run, we are all
dead’.



shifts in aggregate supply
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• Long-run aggregate supply is
determ ined by:

• productivity;

• the capital stock;

• supply and dem and for
labour;

• and real input prices

LRAS2



is LRAS stable?
• Lots of evidence that equilibrium  unem ploym ent and natural

output are useful concepts.

• W e can estim ate the NAIRU from  statistical m odels.

• However, three com plications:

• the NAIRU shifts over tim e and is hard to estim ate precisely;

• even when unem ploym ent is above the NAIRU, very rapid
rises in dem and could still lead to increased inflation;

• if unem ploym ent is high for a very long tim e, the NAIRU
m ay rise due to ‘hysteresis’.



short-run aggregate supply
• In the short-run, there is no reason to expect actual output to

equal its equilibrium  rate.

• Here are four reasons why output can deviate from  its
equilibrium  rate:

• sticky-wages;

• worker-m isperception;

• im perfect inform ation;

• sticky-prices.

• All of these lead to a ‘surprise-supply’ function, where

output =equilibrium  output + b(prices – expected prices)

• Therefore output deviates from  its equilibrium  level by the
extent to which prices deviate from  their expected level.



the sticky-wage m odel
• ‘I hold that in m odern conditions, wages in this country are, for

various reasons, so rigid over short periods that it is
im practicable to adjust them … ’ J.M .Keynes

• In m any industries, especially unionized ones, nom inal wages are
set by long-term  contracts.  Social norm s, efficiency wages and
im plicit contracts m ay also be im portant.

• W hen the nom inal wage is fixed, an unexpected fall in prices
raises the real wage, m aking labour m ore expensive.

• Higher real wages induce firm s to reduce em ploym ent;

• Reduced em ploym ent leads to reduced output;

• W hen contracts are renegotiated, workers accept lower nom inal
wages to return their real wages to their original level, so
em ploym ent rises.



the worker-m isperception m odel
• W orkers m ay suffer from  ‘m oney illusion’.

• This m eans that while firm s know the price level with certainty,
workers tem porarily m istake nom inal changes in wages for real
changes.

• If prices rise unexpectedly, firm s offer higher nom inal wages but
workers m istake these higher nom inal offers for higher real
wages, and so offer m ore labour.

• At every real wage, workers supply m ore labour because they
think the real wage is higher than it actually is.

• Eventually workers realise that real wages haven’t risen, so their
expectations correct them selves and labour supply returns to its
previous level.



the im perfect inform ation m odel
• Consider an econom y consisting of m any self-em ployed people,

each producing a single good, but consum ing m any goods.

• In this econom y, a yeom an farm er can m onitor the price of
wheat and so knows of any price change im m ediately.  But she
cannot m onitor other prices as easily, so she only notices price-
changes after one tim e-period has passed.

• How does the farm er react if wheat prices rise unexpectedly?

• One possibility is that all prices have risen, and so she shouldn’t
work any harder.

• Another possibility is that only the price of wheat has risen (and
so its relative price has risen), so she should work harder.

• In practice, any change could be a com bination of an aggregate
price change and a relative price change.



the sticky-price m odel
• It m ay also be the case that firm s cannot adjust their prices

im m ediately either, since they m ay have long-term  contracts or
there m ay be costs to changing prices (‘m enu costs’).

• If aggregate dem and falls and a firm ’s price is ‘stuck’, it will
reduce its output, its dem and for labour will shift inwards, and
output will fall.

• Notice that sticky-prices have an external effect since if som e
firm s do not adjust their prices in response to a shock, there is
less incentive for other firm s to do so.



taxonom y of aggregate supply m odels
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m odel: workers
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• The econom y is in
equilibrium  when aggregate
supply equals aggregate
dem and – there is no
tendency for inflation to rise
or fall.

• The short-run aggregate
dem and curve is drawn for a
particular level of inflation
expectations.
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ASAD in disequilibrium
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• In the short-run, the
econom y can be in
disequilibrium  with the
wrong level of inflation
expectations.

• Here, an unexpected fall in
aggregate dem and
tem porarily decreases output
below its equilibrium  level.

• Once inflation expectations
adapt, the econom y returns
to equilibrium .
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shocks to the econom y
• W hy m ight the econom y get ‘shocked’ away from  equilibrium ?

• Aggregate dem and shocks

• an investm ent boom

• an im prudent governm ent spending spree

• a surge in the exchange rate

• a slum p in foreign m arkets

• a boom  in the housing m arket

• a slum p in share prices

• Aggregate supply shocks

• a sudden rise in oil prices

• the invention and diffusion of a new technology



the Phillips Curve

• Just as the short-run aggregate supply curve is drawn for a
particular level of inflation expectations, we can draw a short-
run Phillips curve which depicts the trade-off between
unem ploym ent and unexpected inflation.
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inflation adjustm ent

• For a given rate of expected inflation, the econom y can sustain
lower unem ploym ent at the cost of rising inflation.  In the long-
run, there is no trade-off.
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sum m ary
• Equilibrium  in the econom y is determ ined by the interaction of

aggregate dem and (the goods and m oney m arket) and aggregate
supply (the labour m arket).

• In the  long-run, a country’s capacity to produce goods and
services determ ines the standard of living of its citizens.

• In the short-run, aggregate dem and influences the am ount of
goods and services the a country produces.

• In the long-run, the rate of m oney growth determ ines the rate of
inflation but does not affect the rate of unem ploym ent.

• In the short-run, policym akers face a trade-off between
unem ploym ent and unexpected changes in the price level.



syndicate topics
• W hat determ ines the slope of the aggregate dem and curve?

• W hat determ ines the slope of the short-run aggregate supply
curve?

• How would an oil shock affect the econom y?  Does it m atter
whether a country is a net exporter or im porter?

• Should policym akers try to stabilize the econom y?

• How costly is inflation, and how costly is reducing inflation?

• Can the econom y get ‘stuck’ away from  equilibrium ?

• M ight there be m ore than one equilibrium  for the econom y?
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