AS ch 13
Three Models of Aggregate Supply 
The Sticky-Price Model 

The firm’s desired price p depends on two macroeconomic variables: 
· The overall level of prices P. A higher price level implies that the firm’s costs are higher. Hence, the higher the overall price level, the more the firm would like to charge for its product.  
· The level of aggregate income Y. A higher level of income raises the demand for the firm’s product. Because marginal cost increases at higher levels of production, the greater the demand, the higher the firm’s desired price.  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The parameter a (+ve) measures how much the firm’s desired price responds to the level of aggregate output  
· Now assume that there are two types of firms:
[image: ]Firms with sticky prices set prices according to  
· e: represents the expected value of a variable. 
· Let’s assume that these firms expect output to be at its natural rate, so that the last term is zero
  [image: ] Then these firms set the price  
That is, firms with sticky prices set their prices based on what they expect other firms to charge.  
We can use the pricing rules of the two groups of firms to derive the aggregate supply equation 
· We find the overall price level in the economy, which is the weighted average of the prices set by the two groups. 
· If s is the fraction of firms with sticky prices and 1 s the fraction with flexible prices, then the overall price level is 
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The price of the flexible-price firms weighted by their fraction
The price of the sticky-price firms weighted by their fraction in the economy





Now subtract (1 s)P from both sides of this equation and then divide both sides by s to solve for the overall price level 
[image: ]The effect of output on the price level depends on the proportion of firms with flexible prices
High expected price level leads to a high actual price level P




· If we rearrange the formula, we get: 
[image: ][image: ] 
where 

SUMMARY:
· If the price level is higher than the expected price level, output exceeds its natural rate.
· If the price level is lower than the expected price level, output falls short of its natural rate. 
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How Shifts in Aggregate Demand
Lead to Short-Run Fluctuations Here

the economy begins in a long-run
equilibrium, point A. When aggregate
demand increases unexpectedy, the price
levelrises from P to P,. Because the
price level P is above the expected price
level PS, output rises temporarily above
the natural rate, as the economy moves
along the short-run aggregate supply
curve from point A to point B. In the long,
run, the expected price level rises to PS5,
causing the short-run aggregate supply
curve to shift upward. The economy
retuns to a new long-run equilbrium,
point C, where output is back at its
natural rate.
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