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Purpose	of	presenta-on	
� Why	do	we	need	to	resurrect	the	zombie	AS/AD	
model?	

� The	popularity	of	AS/AD	model	and	the	unpopularity	
of	DSGE	model	and	other	models	in	teaching	
macroeconomics.	

� This	presentation	will	show	that	the	AS/AD	model	can	
be	a	useful	and	consistent	tool	for	policy	analysis.	

� The	arguments	and	controversies	about	the	AS/AD	
model	reflect	misunderstanding	in	macroeconomics.	
Clearing	up	these	misunderstandings	is	vital	for	the	
development	of	the	subject.	

	
	



Difficul-es	in	deriving	AS/AD	
� Aggregation	of	demand/supply	of	different	goods	
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Figure 1: market demand aggregation 



Difficul-es	in	deriving	AS/AD	
� The	other	things	being	equal	condition.		
� To	derive	a	demand	curve	at	the	micro	level,	we	
assume	fixed	or	exogenous	income.		

� At	the	macro	level,	nominal	income	is	affected	by	
money	supply	while	real	income	is	endogenized	by	
aggregate	supply	and	aggregate	demand.		

� As	a	result,	we	cannot	derive	an	AD	comparable	to	the	
demand	curve	at	the	micro	level.	This	is	called	micro-
macro	inconsistency.	

	
	



Arguments	and	cri-cism	
� Barro	(1994)	thought	that	the	AS/AD	model	is	
unsatisfactory	and	thus	should	be	abandoned	as	a	
teaching	tool.		

� His	arguments	were:	the	AD	curve	derived	from	the	IS/
LM	model	was	valid	only	when	there	was	an	excess	
supply	in	the	goods	market;		

�  the	AS	curve	derived	from	the	labour	market	was	
implausible	as	it	required	that	the	equilibrium	in	the	
goods	market	be	accompanied	by	chronic	excess	
supply	in	the	labour	market;		

	
	



Arguments	and	cri-cism	
� Colander	(1995)	argued	that	the	AD	curve	derived	from	
the	Keynesian	multiplier	model	included	the	
interaction	between	supply	and	demand	manifested	
by	the	multiplier	effects	while	the	derivation	of	a	
demand	curve	in	microeconomics	required	the	
condition	of	‘other	things	being	equal’.		

� He	provides	three	possible	solutions	for	the	AS/AD	
model:	(1)	continuing	to	act	as	a	rough	and	dirty	policy	
tool,	(2)	vanishing	due	to	its	serious	limitations,	or	(3)	
being	upgraded	to	a	rigorous	model	through	giving	a	
special	definition	for	the	AS	and	AD	curves.	

	
	



Arguments	and	cri-cism	
� Patinkin	(1965),	who	regarded	the	AD	curve	as	an	
equilibrium	curve	because	it	is	derived	from	the	
equilibrium	points	in	the	IS/LM	model.	

�  interdependency	between	demand	curve	and	supply	
curve	put	forward	by	Rowan	(1975),	Corden	(1978)，	
Field	and	Hart	(1990)		and	Moseley	(2010).			

�  It	is	claimed	that	the	AD	curve	as	both	aggregate	
demand	and	aggregate	supply	curves.	The	AD	curve	as	
an	aggregate	supply	curve	conflicts	with	the	AS	curve	
derived	from	the	labour	market,	production	cost,	or	
sticky	price.		

	
	



Consistency	of	the	AS/AD	model	
�  Supply	is	a	necessary	condition	to	reveal	demand.		Any	
point	on	any	demand	curve	is	an	equilibrium	point.	
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Figure 2: different supply curves to reveal demand 



Consistency	of	the	AS/AD	model	
�  Supply	is	a	necessary	condition	to	reveal	demand.	The	
claim	that	the	AD	curve	as	both	aggregate	demand	and	
aggregate	supply	curves	is	misinterpretation.			

� Although	the	AD	curve	is	derived	from	the	
equilibrium	points	in	the	IS/LM	model,	it	is	not	an	
equilibrium	curve	because	there	is	no	price	system	in	
the	IS/LM	model.	The	shift	of	LM	to	reveal	demand	is	
similar	to	the	effect	of	shift	of	supply	to	derive	
demand	curve	at	the	micro	level.	
	



Consistency	of	the	AS/AD	model	
� With	a	carefully	defined	income	and	price,	the	
condition	of	other	things	being	equal	can	be	held	at	
macro	level.	

� Based	on	current	definition,	nominal	income/price	
are	related	to	money	supply	while	real	income	means	
quantity	of	output.	They	are	all	endogenous	and	cause	
micro-macro	inconsistency.	

� There	is	one	missing	definition	–	exogenous	money	
income	/	price,		the	monetary	income/price	when	the	
amount	of	money	supply	is	unchanged	or	when	the	
gold	standard	is	in	place.	This	income	is	equivalent	to	
fixed	income	at	micro	level.	
	



Consistency	of	the	AS/AD	model	
� The	macro	aggregation	problem	can	be	solved	by	
imposing	restriction.	
	



Direct	aggrega-on	approach	(1)	
�  Strictly	follow	the	condition	of	other	things	being	
equal	

	
the	derivation	of	a	demand	curve	requires	the	income	
level	and	the	prices	of	other	goods	remain	the	same.	This	
means,	for	a	demand	curve	of	one	commodity,	the	
demand	for	other	commodities	should	remains	at	the	
initial	points.	Following	this	requirement,	the	aggregation	
is	simply	a	shift	of	chosen	demand	curve	to	the	right	
based	on	the	aggregation	of	initial	points.	The	obtained	
AD	curve	have	the	same	slope	of	the	chosen	demand	
curve	and	thus	is	downward	sloping.	



Direct	aggrega-on	approach	(2)	
� Applying	multiple-stage	budgeting	
	
this	application	assumes	that	household	make	
consumption	choice	by	allocating	specific	budget	to	a	
group	of	goods.	If	I1	is	allocated	to	goods	1	and	2,	we	have	
I1=p1d1	+	p2d2.	demand	curves	give	that	d1=f(p1),	d2=f(p2).	
We	have	4	variables	and	3	equations.	For	a	given	value	for	
demand	(e.g.	d1),	we	ca	determine	the	other	variables	and	
thus	aggregation	can	be	done	and	the	aggregate	price	and	
quantity	demanded	(1st	stage	aggregate)	can	be	obtained.	

For	3-good	case,	we	can	apply	budgeting	to	the	aggregate	
good	and	the	new	good	and	obtain	the	2nd	stage	aggregate.	



Direct	aggrega-on	approach	(2)	
� Applying	multiple-stage	budgeting	
the	obtained	AD	is	downward	sloping	too.	Total	budget	is	
fixed	so	the	total	nominal	value	of	goods	is	the	same	for	all	
cases.	Is	the	aggregate	price	is	low,	the	aggregate	quantity	
must	be	high.	



Direct	aggrega-on	approach	(3)	
� Using	the	concept	of	composite	goods	
Purely	from	demand	side,	higher	demand	will	lead	to	
higher	price.	If	there	is	no	shift	in	consumer	taste,	
the	price	of	all	goods	should	move	in	a	similar	way.	

	
the	composite	good	is	the	combined	goods	of	close	
substitutes,	e.g.	food	(including	all	types	of	edible).	In	
viewing	most	goods	are	substitutes,	it	can	be	assumed	that	
the	prices	of	different	goods	change	in	the	same	way.	Put	
it	differently,	there	is	a	fixed	price	ratios	between	different	
types	of	goods.			

obtained	AD	is	most	likely	downward	sloping	too.		



Direct	aggrega-on	approach	(4)	
� Using	a	general	equilibrium	model	
	
use	production	possibility	frontier	(PPF)	and	indifference	
curve	(IC)	to	obtain	an	optimal	production	and	
consumption	point,	which	gives	information	about	d1,	d2,	
p1	and	p2.	using	this	information,	we	can	obtain	an	
aggregate	point.	If	condition	changes,	we	can	obtain	a	new	
optimal	point	and	thus	can	construct	another	aggregate	
point.	

	
obtained	AD	may	not	be	downward	sloping	due	to	various	
changing	conditions.		



Direct	aggrega-on	approach	(5)	
�  	The	AS	curve	can	be	derived	based	on	the	
assumption	of		the	fixed	product	price	ratio,	which	is	
plausible	because	production	costs	are	determined	
by		shared	labour	and	capital	market.		



Direct	aggrega-on	approach	(5)	
�  Short/long	run	AS	obtained	from	industrial	supply	
curves		



AS/AD	analysis	
� Problems	with	old	AS/AD	analysis	
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Figure 11: the effect of a negative demand shock  



AS/AD	analysis	
� Economic	dynamics	
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Figure 12: economic dynamics between short and long runs 



AS/AD	analysis	
� Business	cycles	and	economic	growth	
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Figure 13: cyclic growth of a non-innovative economy 



AS/AD	analysis	
� Expansionary	fiscal	policy	
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Figure 15: the effect of an expansionary fiscal policy 



AS/AD	analysis	
� Expansionary	monetary	policy	
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Figure 16: the effect of an expansionary monetary policy 
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AS/AD	analysis	
� A	negative	supply	shock	
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Figure 17: the effect of a negative supply-side shock 




