CHAPTER 12- Aggregate Demand (AD) & Aggregate Supply (AS)
· AD: total or overall demand at difference price levels
· A schedule or curve that shows the amounts of real output (= real GDP) that domestic and foreign buyers desire to purchase at each possible price level
· Decreasing Curve
· At high price, there is low demand
· At low price, there is high demand
· Why AD slopes downwards?
· Real balances effect
· When price falls, the purchasing power of existing financial balances rises which can increase spending
· A higher price level reduces the purchasing power of the public's accumulated saving balances
· Example: A household might buy a new car or a plasma TV if the purchasing power of its financial asset balances is, say, $50,000. But if inflation erodes the purchasing power of its asset balances to $30,000, the family may defer its purchase
· Interest-Rate effect
· A decline in price means lower interest rates which can increase spending
· A higher price level increases the demand for money
· So, given a fixed supply of money, an increase in money demand will drive up the price paid for its use
· The price of money is the interest rate
· By increasing the demand for money and consequently the interest rate, a higher price level reduces the amount of real output demanded
· Foreign Trade effect
· When price falls, domestic prices will fall relative to foreign prices
· This will tend to increase spending on domestic exports and decrease imports
· When the Canadian price level rises relative to foreign price levels, foreigners buy fewer Canadian goods and Canadians buy more foreign goods


· Determinants of AD
· Changes in Consumer Spending, Investment Spending, Government Spending and Net Exports Spending
· An increase in aggregate demand a rightward shift of the AD curve
· A decrease in aggregate demand  a leftward shift of the AD curve
· Changes in Consumer Spending 
· (Spending increases AD shifts right, Spending decreases AD shifts left)
· Consumer wealth
· Increase in consumer spending—the so-called wealth effect—shifts the aggregate demand curve to the right
· Consumer expectations
· Changes in expectations changes spending
· Household borrowing
· Increase their consumption spending by borrowing.
· Personal taxes
· Tax cuts shift the aggregate demand curve to the right
· Tax increases reduce consumption spending and shift the curve to the left
· Changes in Investment Spending
· (A decline in investment spending shift the AD curve to the left)
· (Increase in investment spending will shift it to the right)
· Real Interest Rates
· Expected Returns
· Expectations about future business conditions
· Technology
· Degree of excess capacity
· Business taxes
· Changes in Government Spending
· An increase in government purchases will shift the AD curve to the right
· Provided tax collections and interest rates do not change as a result
· For example, more computers for government agencies
· A reduction in government spending will shift the AD curve to the left
· For example, fewer transportation projects)
· Changes in Net Export Spending (unrelated to the price level)
· A rise in net exports shifts the AD curve to the right, and vice versa
· National income abroad
· Exchange rates
· Dollar depreciation: encourages domestic exports, discourages imports 
· Dollar appreciation: discourages domestic exports, encourages imports
AGGREGATE Supply (AS)
AS: Overall Availability at different price Levels
· A schedule or curve showing the relationship between the price level of output and the amount of real domestic output that firms in the economy produce
· This relationship varies depending on three time horizons:
· The Immediate Short Run
· Both input prices and output prices remain fixed
· The aggregate supply curve is horizontal at the current price level 
· With output prices fixed, firms collectively supply the level of output that is demanded at those prices
· The Short Run
· The short run begins after the immediate short run ends
· The short run is:
· A period of time during which output prices are flexible but input prices are either totally fixed or highly inflexible (“sticky”)
· The upward-sloping aggregate supply curve AS indicates a direct (or positive) relationship between the price level and the amount of real output that firms will offer for sale
· The lag between changes in product prices and input prices makes it profitable for firms to increase output when the price level rises
· Similarly, when the price level declines, firms reduce the quantity of output produced
· The AS curve is relatively flat to the left of the full-employment level of output
· Reason: The relative abundance of idle inputs means that firms can increase output without substantial increases in production costs
· The AS curve is relatively steep to the right of the full-employment level of output
· Reason: Shortages of inputs will require substantially higher prices to induce firms to produce
· The Long Run
· For the economy as a whole, the long run is the time horizon over which all output and input prices are fully flexible
· It begins after the short run ends
· Price-level changes do not affect firms’ profits and thus they create no incentive for firms to alter their output.
· In the long-run, the AS curve is vertical at the economy’s full-employment level of output
· Input prices adjust to changes in the price level → no incentive for firms to change their output
· Determinants of Short-Run Aggregate Supply
· PER-UNIT PRODUCTION COSTS DECLINE THE AS CURVE SHIFTS TO THE RIGHT
· PER-UNIT PRODUCTION COSTS RISESHIFTS THE AS CURVE TO THE LEFT
· 1. Change in input prices
· Domestic resource price
· Price of imported resources
· 2. Change in productivity
· Productivity = real output/input
· Production cost per unit = total input cost/units of output
· Changes in productivity → changes in per-unit production cost
· Productivity rises → unit production cost falls
· AS curve shifts to the right  
· 3. Change in legal-institutional environment
· Business taxes and subsidies
· Government regulation
· An increase in short-run aggregate supply is shown as a rightward shift of the curve
· A decrease is shown as a leftward shift of the curve
EQUILIBRIUM AND CHANGES IN EQUILIBRIUM
· Equilibrium occurs at the price level that equalizes the amount of real output demanded and supplied



INCREASES IN AD
· Increases in AD cause demand-pull inflation
· The price level is being pulled up by the increase in aggregate demand
· Aggregate demand rises → real output increases → upward pressure on prices (especially when the economy operates at or above the full-employment level of output)
· The multiplier effect weakens the further right the AD curve moves along the AS curve
· More of the increase in spending is absorbed into price increases rather than generating greater real output
· Inflationary gap
· The amount by which equilibrium GDP exceeds potential GDP
· An inflationary gap is also referred to as a positive GDP gap
DECREASES IN AD: RECESSION AND CYCLICAL UNEMPLOYMENT
· Deflation, a decline in the price level, is a rarity in the Canadian economy 
· Real output takes the full brunt of the decline in AD because product prices are “sticky” in the short run
· Fear Of Price Wars
· Menu Costs
· 
· Wage Contracts
· Morale, Effort, & Productivity
· Minimum Wage
DECREASES IN AS: COST-PUSH INFLATION
· Effects of a leftward shift in AS are doubly bad because:
· output decreases
· price level increases
· When aggregate supply shifts from AS1 to AS2, the economy moves from a to b. The price level rises from P1 to P2 and real output declines from GDPf to GDP2
INCREASES IN AS: FULL EMPLOYMENT WITH PRICE-LEVEL STABILITY
· Increases in AD should normally lead to inflation
· In the late 1990s, productivity growth has shifted the long-run AS curve to the right
· Economy slowed down in 2001 due to a substantial fall in investment spending
· During 2002-2006 the economy rebounded but followed by the recession of 2008-2009.
The Relationship Of The Aggregate Demand Curve To The Aggregate Expenditures Model
· A change in the price level alters the location of the aggregate expenditures schedule through the real-balances, interest-rate, and foreign-trade effects
· The aggregate demand curve can be derived from the aggregate expenditures model by:
· Allowing the price level to change and observing the effect on the aggregate expenditures schedule and thus on equilibrium GDP
Aggregate Demand Shifts and the Aggregate Expenditures Model
· With the price level held constant
· Increases in consumption, investment, government, and net export expenditures shift the aggregate expenditures schedule upward and the aggregate demand curve to the right
· Decreases in these spending components produce the opposite effects
SHIFT OF AD CURVE = Initial Change in Spending × Multiplier
CHAPTER 13
· Fiscal policy is one of the main stabilization policy tools of the government
· Fiscal policy → changes in government spending and/or taxes
DISCRETIONARY FISCAL POLICIES
· Discretionary (or “active”) fiscal policy refers to the deliberate change of taxes and expenditures by the government to promote full employment, price stability, and economic growth
· Objective: To alter real domestic output, control inflation and stimulate economic growth
· “Discretionary” means that the changes in fiscal policy are at the option of the government
· Discretionary fiscal policy changes are initiated by the Parliament
· Changes in fiscal policy that are not directly resulting from parliamentary action are referred to as nondiscretionary (or “passive” or “automatic”) 
EXPANSIONARY FISCAL POLICIES
· Used when a recession occurs
· Designed to expand real GDP by increasing aggregate demand
· Options: 
· Increased government spending
· Tax reductions
· Combined government spending increases and tax reductions
· If the government’s budget was initially balanced, then expansionary fiscal policy creates a budget deficit
CONTRACTIONARY FISCAL POLICIES
· Used to combat demand-pull inflation
· Designed to reduce aggregate demand and slow or halt demand–pull inflation
· Options: 
· Decreased government spending
· Increased taxes
· Combined government spending decreases and tax increases
POLICY OPTIONS (G OR T?)
· To expand the size of government
· If recession, then increase government spending
· If inflation, then increase taxes
· To reduce the size of government
· If recession, then decrease taxes
· If inflation, then decrease government spending
BUILT IN STABILITY
· Net tax revenues vary directly with GDP
· Taxes rise when GDP rises, and vice versa
· Transfer payments fall when GDP rises, and vice versa
· Leads to automatic stabilization over the business cycle.
· Automatic or Built-in Stabilizers:
· A structure of taxation and spending that:
· Increases the budget deficit (reduces the budget surplus) during recession
· Increases the budget surplus (reduces the budget deficit) during inflation 
· Economic Importance of Stabilizers:
· The stabilizers will automatically restrain economic expansion and cushion economic contraction.
· Higher taxes reduce spending and aggregate demand
· Reductions in spending are desirable when the economy is developing inflationary pressures, whereas increases in spending are desirable when the economy is in a slump
· Tax Progressivity
· The size of built-in stability depends on:
· Tax Progressivity
·  Progressive
·  Proportional
·  Regressive
· The more progressive the tax system, the greater the economy’s built-in stability
EVALUATING FISCAL POLICIES
· To evaluate the fiscal policy stance, we must:
· Adjust deficits and surpluses to eliminate automatic changes in tax revenues
· Compare the size of adjusted budget deficits and surpluses to potential GDP
The cyclically adjusted budget 
· Shows what the budget balance would be if the economy were operating at full employment
· Used to adjust actual federal budget deficits and surpluses to account for the changes in tax revenues that happen automatically whenever GDP changes
Problems of Timing:
· Recognition lag
· The time between the beginning of recession or inflation and the certainty that it is actually happening
· This lag arises because the economy does not move smoothly through the business cycle
· Administration Lag 
· The wheels of democratic government turn slowly
· Operational Lag
· A lag also occurs between the time fiscal action is taken and the time that action affects output, employment, or the price level


· Crowding Out Effect
· A rise in interest rates and a resulting decrease in planned investment caused by the federal government's increased borrowing in the money market

· Budget Surplus
· Annual amount by which government revenues exceed government expenditures
· Budget Deficit
· Annual amount by which government expenditures exceed taxes
· Public Debt
· Accumulation of all past deficits  and surpluses
Fiscal Policies
· Contractionary
· Increased Taxation, Decreased government spending -Deficit budget
· Used to combat demand-pull inflation
· Designed to reduce aggregate demand and slow or halt demand–pull inflation
· Expansionary
· Increase government spending, decrease taxes Surplus budget
· Discretionary
· [bookmark: _GoBack]Tax cuts during recession and reductions in government spending during inflation
Monetary Policies
· Expansionary For Recession
· Increase money supply in the economy
· Contractionary For Inflation
· Decrease money supply
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Tools of Monetary Policy:

Tools MSS Increases (Easy) (for MSS Decreases (Tight) (for
recession)
Bank rate Decrease Increase
CRR Decrease Increase
Open Market Operations Buy Bonds Sell Bonds.
Deposit Switching To Banks From Banks
Moral Suasion Encourage Discourage





