L ecture 18: Aggregate Supply
and Aggregate Demand

e Current events (FT 11/10/99)

 Review
— Wage determination
— The natural rate of unemployment (and output)



Wage Determination

e Bargaining and efficiency wages

W = F?F(u,z)

Real wages . Bargaining power Unemployment insurance
Nominal wage setting Fear of unemployment  Hiring rate (reallocation)

Bargaining



Price Determination

* Production function (simple)

Y = N



The “Natural” Rate of
Unemployment

e “Long Run” P=P
 The wage and price setting relationships:

W = Fu,2)
P

P = Ly
W
=>
The natural rate of unemployment

Fuz) = 1

1+ 1



W/P

1 Price setting
1+ 1
Wage setting
U, Unemployment

z, markup



Fromuto Y,

Uu=U-=L-N=1-N=1-Y
L L L

F(l-Yn/L,z) = 1
1+

F1-Y/AL2) = A

N

Productivity: Y =AN



W/P

Wage setting
1 Price setting
1+ 1
Yn %
z, markup

[note: A=1 again]



Aggregate Supply

W = PF(1-Y/L,2)
P = (1+u)W

=>

P = P°(1+ p) F(1-Y/L,2)



P = P°(1+ ) F(1-Y/L,2)

P /AS
Pe /
PTY) = P(t-1) [fornow] =>
AS P(t) = P(t-1) (1+p) F(1-Y(t)/L,2)

Yn Y



Aggregate Demand
1S Y =C(Y-T)+I(Y,) +G
LM: M = Y L(i)

P

, LM [P'>P]




AD:

Y =Y(M/P, G, T)
+ o+ -

AD



Aggregate Demand - Aggregate
Supply

P AS

AD



