Aggregate Supply
· As opposed to AD, we need to clearly distinguish time period when talking about AS

· Short run defined as time period during which it’s impossible to change prices of factor inputs, esp. labor costs

· Upward sloping because of declining marginal returns on capital and increased labor costs (overtime, etc.)…similar to micro

· Shifts in SRAS due to external supply-side shocks, e.g. oil shock, labor walkout

	Classical view


[image: image5.png]Real Output/
Real Income ()





	Keynesian view
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	· Basic premise: markets are efficient and government should not intervene in economy

· LRAS curve is perfectly inelastic – always at “full employment level” of economy, i.e. full capacity, at PPP frontier

· Output is based entirely on quantity & quality (productivity) of factors of production, not on prices

· If prices increase/decrease, output stays the same in long run
	· Phase 1 (up to Y2)

· Economy running below capacity (inside PPP frontier)

· Producers can raise output without incurring higher costs because there is space capacity and unemployed labor

· LRAS is perfectly elastic

· Phase 2 (Y2 to YFE)

· Economy approaching PPP frontier

· Producers are starting to compete for dwindling supply of capacity/labor; prices get pushed up

· LRAS is upward sloping

· Phase 3 (beyond YFE)

· Economy running at full capacity; at PPP frontier

· No more unused factors; more competition will just big up prices without increasing supply

· LRAS is perfectly inelastic


Unemployment 

	Natural

Unemployment
	Frictional- people who are temporarily between jobs 

Seasonal- people who are laid off/don’t have work to do seasonally (farmers)

Structural- people who are laid off because their skills are no longer useful

	Cyclical- people who are not working because firms do not need their labor due to a lack of demand or a downturn in the business cycle

	Hidden employment
· Underemployed- people who are forced to work part-time and with lower skills/wages
· Discouraged workers who exit the labor force


Inflation- a general increase in prices
Purchasing power- the ability to purchase goods and services
Price index- a measurement that how the average price of a standard group of goods changes over time
Market basket- a representative collection of goods and services
Inflation rate- the percentage rate of change in price level over time
Core inflation rate- excluding the effects and energy prices 
(note: in 1974 and 1980, inflation rate sharply increased but mainly because of the inflation in food and energy markets, which are all temporary. Economists want to study long-term trends and have to set aside those)
Hyperinflation- inflation that is out of control
Causes of inflation
Quantity theory- too much money in the economy causes inflation
Demand-pull theory- demand for goods and services exceeds supplies ( rise of prices for scarce goods
Cost-push theory- producers raise prices in order to meet increased costs ( mainly wages increase
Wage-price spiral- a higher price in commodities forces the businesses to pay more to the employees, which is an increment in the cost of production, which drives the price in commodities to go even higher
Fixed income/sticky wages- income that doesn’t increase even when prices go up
Deflation- a sustained drop in the price level
Consumer Price Index (CPI) 

· Price index - based on basket of goods and services 

· CPI => (Cost current ÷ Cost base ) x 100

· Inflation => (CPI1 – CPI2) ÷ CPI1

· Problems with CPI

1. Substitution effect

2. New products

3. Changes in quality over time
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Gini coefficient = area / 0.5  or  area * 2

The larger the area, the larger the Gini Coefficient, the greater the inequality, the smaller the equality
The smaller the area, the smaller the Gini Coefficient, the smaller the inequality, the greater the equality
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