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Money, Banking, and the Economy

Instructor: Mark Tomass

Handout # 15
Aggregate Demand and Aggregate Supply Analysis

We will construct an AD/AS framework and use it as a tool to demonstrate why business cycles take place.  We will construct each separately then integrate them into one framework.

Aggregate Demand 


The concept of aggregate demand represents quantities of output demanded at alternative price levels.  

A. The Price Determinant of Aggregate Demand: 


Price levels and quantities of output demanded are inversely related.  This inverse relationship holds only if circumstances other than the price level do not change.  The inverse relationship is reflected in a movement along the same AD curve and it exists for the following reasons: 

1. The interest rate effect: Since AD assumes a fixed money supply, when the price level increases, the demand for money increases to conduct the same level of transactions. As a result, interest rates increase.  The latter causes a decrease in investment spending.  Thus, the quantity demanded of output decreases as we move to the left along the same AD curve.

2. The Wealth effect: An increase in the price level, reduces the purchasing power of existing financial assets, thus reducing the quantity demand of output as we move to the left along the same AD curve.

3. The foreign purchases effect: If the price level in the United States increases, Americans will buy more imported goods and foreigners will buy less American goods as well.  This decreases the quantity demanded of domestically produced output as we move to the left along the same AD curve.

4. The foreign exchange effect: An increase in the price level, given a fixed supply of money, increases the rate of interest because of the higher demand for money to conduct the same level of transactions.  The higher rate of interest increases the demand for the $U.S. because foreigners would like to deposit their savings in dollar denominated accounts or financial instruments.  The higher exchange rate of the dollar decreases exports because they become more expensive to foreigners and reduces the quantity of output demanded as we move to the left along the same AD curve.

B. The Non-Price Determinants of Aggregate Demand: 


If the price level does not change but other circumstances do change, the aggregate demand curve shifts to the left or to the right.  If the change causes a higher demand then the AD curve shifts to the right indicating a new and higher level of output demanded at each alternative price level.  The opposite will be true if the change causes a reduction in the level of aggregate demand.  The following are possible changes in circumstances that will shift the AD curve:


1. Consumer spending: Consumption, in turn, is a function of



a. Real wealth



b. Expectations



c. Consumer indebtedness



d. Taxes


2. Investment Spending: Investment, in turn, is a function of 



a. Interest rates



b. Profit expectations



c. Business taxes



d. New technologies that create new markets and spheres of 




investment opportunities



e. Degree of excess capacity


3. Government Spending: An increase in government spending, given 

constant taxes and interest rates, increases aggregate demand.

4. Net Export Spending: An increase in foreign demand for domestic goods and an increase in domestic demand for domestic goods is caused by the combined effect of:



a. an increase in national incomes abroad and



b. a decrease in the vlaue of the dollar


5. Money Supply: Changes in the money supply cause changes in 


aggregate demand through changes in interest returns on financial 

assets.  For example, when the Federal Reserve System increases the 

money supply (as we will discuss later), it buys bonds in order to 

inject money reserves into the banking system.  This increases the 

price of bonds and reduces the yield on bonds.  As a result people 

switch to buying other assets including real assets, thus increasing 

aggregate demand.

Aggregate Supply

The concept of aggregate supply represents quantities of output produced and supplied at alternative price levels.  

A. The Price Determinant of Aggregate Supply: 


The relationship between the price level and the quantity of output supplied depends on how close to the level of full-employment the economy is operating. Price levels and quantities of output supplied are positively related when the prevailing level of output is near the level of full employment.  This positive relationship holds only if circumstances other than the price level do not change.  The positive relationship is reflected in a movement along the same AS curve and it exists for the following reasons: 


1. The profit motive: Higher prices give producers an incentive to 
increase production and supply more to the market in order to generate 
more profits.


2. The cost of production: Higher levels of production implies higher 
cost for labor and raw materials because firms are competing to acquire 
more of limited resources.


However, when the economy achieves the level of full-employment, more output is not possible.  Therefore, higher prices beyond the level of full-employment are not associated with higher quantities supplied.  This makes the aggregate supply curve vertical.  Conversely, at low levels of output where a high level of excess capacity and idle resources exist, an increase in the level of output is not associated with higher level of prices.  This makes the aggregate supply curve at low levels of output horizontal.

B. The Non-Price Determinants of Aggregate Supply:


If the price level does not change but other circumstances do change, the aggregate supply curve shifts to the left or to the right.  If the change causes a higher supply then the AS curve shifts to the right indicating a new and higher level of output supplied at each alternative price level.  The opposite will be true if the change causes a reduction in the level of aggregate supply.  The following are possible changes in circumstances that will shift the AS curve:

1. Input Prices:


a. The availability of domestic resources


b. Prices of imported resources (exchange rates)


c. Market Power

2. Productivity: an improvement in productivity means that firms can produce 
more output given the same amount of inputs or that they can produce the 
same level of output with less inputs.  In both cases the ratio of 
Output/Input increases at every alternative price level. 

3. Business Taxes or Subsidies: Higher business taxes, other circumstances 
are equal, increase the cost of production at all alternative prices while the 
opposite is true for subsidies.

4. Legal and Institutional Constraints:


a. Regulations: More regulations increase the cost of production.


b. Unionism: A unionized labor force increases the cost of production.

5. The Expected Price Level:


Expectations of higher prices decreases the supply of goods at all 
alternative prices and vice versa.

