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recession: a period of declining real incomes and rising unemployment
depression: a severe recession.
THREE KEY FACTS ABOUT ECONOMIC FLUCTUATIONS

Fact 1: Economic Fluctuations are Irregular and Unpredictable

Fluctuations in the economy are often called the business cycle

Fact 2: Most Macroeconomic Quantities Fluctuate Together

Macroeconomic variables that measures some type of income, spending  or production fluctuate closely together
Fact 3: As Output Falls, Unemployment rises

When firms choose to produce a smaller quantity of goods and services, they lay off workers, expanding the pool of the unemployed.

model of aggregate demand and aggregate supply: the model that most economists use to explain short-run fluctuations in economic activity its long-run trend

aggregate demand curve: a curve that shows the quantity of goods and services that households, firms, and the government want to buy at each price

aggregate supply curve: a curve that shows the quantity of goods and services that firm chooses to produce and sell at each price level

1) THE AGGREGATE DEMAND CURVE

C+I+G+NX each of these four components contributes to the aggregate demand for goods and services

C= consumption   I= Investment  G= Government Expenditures  NX= Net Exports =Exports-Imports

a) The downward slope of the aggregate demand curve:

(i)The Price Level and Consumption: The Wealth Effect

A decrease in the price level makes consumers wealthier, which in turn encourages them to spend more. The increase in consumer spending means a larger quantity of goods and services demanded
Remember: The nominal value of money is fixed, but is real value is not.

(ii)The Price Level and Investment: The Interest-Rate Effect

A lower price level reduces the interest rate, encourages greater spending on investment goods, and thereby increases the quantity of goods and services demanded.

(iii)The Price Level and Net Exports: The Exchange Rate Effect

When a fall in the U.S price level causes U.S. interest rates to fall, the real exchange depreciates, and this depreciation stimulates U.S. net exports and thereby increases the quantity of goods and services demanded.

Summary: three distinct but related reasons why a fall in the price level increase the quantity of goods and services demanded:

(1) Consumers are wealthier, which stimulates the demand for consumption goods

(2) Interest rate falls, which stimulates the demand for investment goods

(3) The exchange rate depreciates, which stimulates the demand for net exports

For all these three reasons, the aggregate-demand curve slopes downward

b) Why the Aggregate-Demand Curve Might Shift

i) Shifts Arising from Consumption Any event that changes how much people want to consume at a given price level shifts the aggregate-demand curve. Example: Consumers  expectations, the level of taxation.

ii) Shifts Arising from Investment Any event that changes how much firms want to invest at a given price level also shifts the aggregate-demand curve.  Example: Firms expectations, Tax Policy, Monetary Policy.

iii) Shifts Arising from Government Purchases The most direct way that policymakers shift the aggregate demand curve is through government purchases. Example: Any purchase by the government like new weapons purchases, the building of new highways.

iv) Shifts Arising from Net Exports Any event that changes net exports for a given price level also shifts aggregate demand. Example: If a trading country with the U.S. experiences a recession, it buys fewer goods from the U.S. economy. Also because movements of the exchange rate. An appreciation of the dollar would make U.S. goods more expensive compared to foreign goods, which would depress net exports. Conversely a depreciation of the dollar would stimulate net exports.

2) THE AGGREGATE-SUPPLY CURVE
The total quantity of goods and services that firms produce and sell at any given price level. The aggregate-demand curve, shows a relationship that depends crucially on the time horizon being examined.

In the long run, the aggregate-supply curve is vertical, whereas in the short-run, the aggregate-supply curve is upward slopping.
a) Long-run Aggregate Supply Curve

i) Why the Aggregate-Supply Curve is Vertical in the Long Run

In the long run, an economy’s production of goods and services (its real GDP) depends on its suppliers of labor, capital, and natural resources and on the available technology used to turn these factors of production into goods and services. The quantity supplied is the same regardless of what the price level happens to be. Just an application of the classical dichotomy and monetary neutrality. This implies that the quantity of output( a real variable) does not depend on the level of prices (a nominal variable).

They supply of specific goods and services depends on relative prices – the prices of those goods and services compared to other prices in the economy. By contrast, the economys overall production of goods and services is limited by its labor, capital, natural resources, and technology. 

Thus when, all prices in the economy rise together, there is no change in the overall quantity of goods and services supplied.

ii) Why the Long-run Aggregate-Supply Curve Might Shift

The position of the long-run aggregate-supply curve shows the quantity of goods and services predicted by classical macroeconomic theory. This level of production is sometimes called potential output or full-employment output. We call it the natural rate of output because it shows what the economy produces when unemployment is at its natural, or normal rate.

The natural rate of output is the level of production toward which the economy gravitates in the long run. 

(1) Shifts Arising from Labor Any event that changes labor supply or the natural rate of unemployment. Example: Migration from abroad of workers. A substantial increase in the natural rate of unemployment.

(2) Shifts Arising from Capital  Any event that changes physical and human capital. Example: An increase in the number of machines or in the number of college degrees.

(3) Shifts Arising from Natural Resources An economy’s production depends on its natural resources, including its land, minerals and weather . Or its importing of natural resources Example:  Mineral deposits, the weather. Importing of Oil  

(4) Shifts Arising from Technological Knowledge  Any event that changes technological progress. Example: Technological breakthroughs.

Short-run fluctuations in output and the price level should be viewed as deviations form the continuing long-run trends.

b) Short-run Aggregate Supply Curve

i) Why the Aggregate-Supply Curve Slopes Upward in the Short-Run
The quantity of output supplied deviates from its long-run or “natural”, level when the price level deviates from the price level that people expect to prevail.

(1) Sticky-Wage Theory Short-run aggregate-supply curve slopes upward because nominal wages are slow to adjust, or are “sticky” in the short-run. To some extent, the slow adjustment of nominal wages is attributable to long-term contracts between workers and firms that fix nominal wages. Because wages do not adjust immediately to the price level, a lower price level makes employment and production less profitable, so firms reduce the quantity of goods and services they supply.
(2) Sticky-Price Theory Short-run aggregate-supply curve slopes upward because the prices of some goods and services  are slow to adjust, or are “sticky” in the short-run. To some extent, the slow adjustment the prices of some goods and services because they are costs to adjusting prices menu costs. is attributable to long-term contracts between workers and firms that fix nominal wages. Because not all prices adjust instantly to changing conditions, an unexpected fall in the price level leaves some firms with higher-than-desired prices, and these higher-than-desired prices depress sales and induce firms to reduce the quantity of goods and services they produce.

(3) The Misperception Theory Changes in the overall price level can temporarily mislead suppliers about what is happening in the individual markets in which they sell their output. They mistakenly believe that their relative prices have fallen. Example: workers may notice a fall in their nominal wages before they notice a fall in the prices of the goods they buy. They may infer that the reward to working is temporarily low and respond by reducing the quantity of labor they supply. A lower price level causes misperceptions about relative prices, and these misperceptions induce suppliers to respond to the lower price level by decreasing the quantity of goods and services supplied.
Summary: Three alternative explanations for the upward slope of the short-run aggregate supply-curve:

(1)sticky wages

(2)sticky prices

(3)misperceptions

The three theories suggest that output deviates from its natural rate when the price level deviates from the price level that people expected.

Quantity of output Supplied  =     Natural rate of
output
+    a  ( Actual price level – Expected price level )
ii) Why the Short Run Aggregate-Supply Curve may Shift?   
An increase in the expected price level reduces the quantity of goods and services supplied and shifts the aggregate supply curve to the left. A decrease in the expected price level raises the quantity of goods and services supplied and shifts the short-run aggregate-supply curve to the right.

In the short-run, expectations are fixed, and the economy finds itself at the intersection of the aggregate-demand curve and the short-run aggregate supply curve. 

In the long-run, expectations adjust, and the short-run aggregate-supply curve shifts. This shift ensures the economy eventually finds itself at the intersection of the aggregate-demand curve and long-run aggregate-supply curve.

TWO CAUSES OF ECONOMIC FLUCTUATIONS

(i)In the short-run, shifts in aggregate demand cause fluctuations in the economy’s output of goods and services

(ii) In the long-run, shifts in aggregate demand affect the overall price level but do not affect output.
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