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In macroeconomic analysis, the assumption of flexible prices and full adjustment toward
equilibrium is often used to understand the long-run behavior of an economy. However, in
many real-world situations, prices are sticky or fixed in the short run due to menu costs,
contractual obligations, or slow information dissemination. When the price level remains
fixed in the short term, the economy is unable to reach the full general equilibrium,
leading to a divergence between short-run and long-run outcomes. This scenario has
profound implications for aggregate supply and demand, employment, output, and policy
effectiveness. In this article, we explore the theoretical underpinnings of such a situation,
its effects on economic variables, and the policy considerations that arise when the
economy is temporarily held away from equilibrium due to fixed prices.

Understanding the Concept of Fixed Price Levels
in the Short Run

Definition of Price Stickiness

Price stickiness, or price rigidity, refers to the situation where prices do not adjust
immediately to changes in economic conditions. This phenomenon can stem from:

- Menu costs: expenses incurred in changing prices (e.g., printing new menus or catalogs).
- Contractual commitments: wages and prices often fixed for a period.

- Coordination failure among firms and consumers.

- Information lags: delays in recognizing or responding to shocks.

Implications of Fixed Price Levels

When the price level is fixed in the short run:

- The real value of money balances remains constant.

- Firms and consumers cannot adjust their prices instantaneously.

- The economy's output and employment become more sensitive to changes in demand and
supply conditions.

- The economy may experience deviations from its natural level of output and employment.



The Short-Run Aggregate Supply and Demand
Framework

Aggregate Demand (AD)

Aggregate demand reflects the total quantity of goods and services demanded at a given
price level. When prices are fixed:

- AD shifts are primarily driven by changes in fiscal policy, monetary policy, or external
shocks.

- Since the price level cannot change, shifts in AD affect the output level directly.

Aggregate Supply (AS) in the Short Run

In the short run, the aggregate supply curve can be considered upward-sloping:

- When prices are fixed, the short-run AS may be vertical or horizontal depending on the
model.

- With fixed prices, firms’ output decisions are influenced mainly by input prices,
productivity, and demand conditions rather than price adjustments.

Effects of Fixed Price Level on Economic
Variables

Output and Employment

- When prices are fixed, an increase in aggregate demand leads to an increase in output
and employment because firms respond to higher demand by producing more.

- Conversely, a decrease in demand results in lower output and employment, possibly
causing unemployment to rise above its natural rate.

Real Balances and Wealth Effects

- Since the nominal price level is fixed, the real value of monetary balances remains
unchanged.

- Changes in demand do not affect the real money balances, thus limiting the wealth effect
that would normally influence consumption.

Inflation and Price Adjustment

- The inability of prices to adjust prevents inflation from responding to shocks.
- Persistent deviations from equilibrium can generate real economic imbalances.



Deviations from General Equilibrium and Their
Consequences

Unemployment and Output Gaps

- Fixed prices can cause the economy to operate below or above its natural level of output.
- During a demand shock, unemployment can deviate from its natural rate because wages
and prices are slow to adjust.

Potential for Demand-Pull and Cost-Push Inflation

- Although prices are fixed short-term, sustained shifts in demand can lead to demand-pull
inflation once prices become flexible.
- Cost-push factors, such as rising input costs, may not be reflected immediately in prices,
leading to temporary disequilibrium.

Market Disequilibrium and Resource Allocation

- Fixed prices can lead to shortages or surpluses.

- For example, if demand exceeds supply at the fixed price, shortages occur, incentivizing
price adjustments in the long run.

- Conversely, if supply exceeds demand, surpluses develop.

Policy Implications When Prices Are Fixed

Monetary Policy

- Central banks’ traditional tools (e.g., interest rate adjustments) may be less effective
when prices are sticky.

- Fiscal policy becomes more potent in influencing output and employment in the short
run.

Fiscal Policy

- Expansionary fiscal policy (e.g., increased government spending or tax cuts) can boost
demand and output.
- Conversely, contractionary policies can dampen overheating situations.

Impacts on Inflation Targeting and Expectations

- Fixed prices hinder the ability of central banks to control inflation directly.
- Expectations of future price changes can influence current behavior, complicating policy



effectiveness.

Transition to the Long-Run Equilibrium

Price Flexibility and Adjustment

- Over time, prices tend to become flexible due to menu costs, contractual renegotiations,
or new information.

- As prices adjust, the economy moves toward the general equilibrium where supply equals
demand at a new price level.

Restoring Full Employment and Output

- Price adjustments help eliminate output gaps.
- Wages and prices eventually align with market conditions, restoring natural levels of
employment and output.

Role of Expectations and Adaptive Behavior

- Expectations about future prices influence current wage and price setting.
- Adaptive expectations can either accelerate or delay the return to equilibrium.

Real-World Examples and Empirical Evidence

Sticky Prices in Practice

- Many labor markets exhibit wage stickiness due to long-term contracts.
- Menu costs and regulation often keep prices fixed in sectors like healthcare, education,
and public utilities.

Recessionary and Inflationary Gaps

- During recessions, wages and prices tend to be sticky downward, prolonging
unemployment.
- During booms, upward price rigidity can prevent overheating.

Impact of Shocks in a Fixed-Price Environment

- Supply shocks (e.g., oil price spikes) can cause real output and employment to deviate
significantly from their natural levels.
- Policy responses become crucial in stabilizing the economy when prices are sticky.



Conclusion: The Significance of Price Flexibility

The assumption of fixed prices in the short run highlights the importance of price
flexibility for the smooth functioning of markets and the economy’s ability to reach
equilibrium efficiently. When prices are sticky, the economy can experience prolonged
periods of disequilibrium, with persistent unemployment, output gaps, and inflationary
pressures. Recognizing the role of price rigidity is vital for policymakers aiming to
stabilize the economy, especially during shocks. Ultimately, the transition from short-run
disequilibrium to long-run equilibrium hinges on the gradual adjustment of prices, wages,
and expectations, underscoring the dynamic and interconnected nature of macroeconomic
processes.

Frequently Asked Questions

What does it mean when the price level is fixed in the
short run?

It means that prices of goods and services do not change in the short term, preventing the
economy from reaching general equilibrium through price adjustments.

How does a fixed price level affect aggregate supply and
demand?

With prices fixed, aggregate supply and demand shifts primarily influence output and
employment levels rather than prices, potentially leading to disequilibrium in the market.

Why can't the economy reach general equilibrium in the
short run if the price level is fixed?

Because prices are rigid and do not adjust to balance supply and demand, the economy
may experience persistent shortages or surpluses, preventing the attainment of
equilibrium.

What are the implications of a fixed price level for
monetary policy effectiveness in the short run?

Fixed prices can limit the effectiveness of monetary policy, as changes in money supply
may not influence price levels directly, but can still impact output and employment.

How does the assumption of a fixed price level influence
the interpretation of short-run macroeconomic models?

It simplifies the analysis by focusing on real variables like output and employment, but
may overlook price adjustments that occur over a longer period.



In what scenarios might the price level remain fixed in
the short run?

Price rigidity can occur due to menu costs, wage contracts, price stickiness, or regulatory
constraints that prevent immediate price changes.

What role does sticky wages play when the price level is
fixed in the short run?

Sticky wages prevent wages from adjusting quickly to economic changes, which can
contribute to unemployment or output fluctuations when the price level is fixed.

How does a fixed price level impact the adjustment
process to economic shocks?

With fixed prices, real variables like output and employment adjust more than prices,
leading to potential short-term disequilibrium and slower recovery from shocks.

Additional Resources
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Introduction: Understanding the Fixed Price Level
Assumption

In macroeconomic analysis, many models assume that prices are flexible and can adjust to
clear markets, ultimately leading the economy toward a general equilibrium. However, in
the short run, it is often assumed that the price level is fixed, meaning that nominal prices
do not change immediately in response to shifts in supply and demand. This key
assumption drastically alters the dynamics of the economy, as it prevents the immediate
adjustment of the overall price level and leads to deviations from full equilibrium.

The fixed price level assumption is particularly relevant in analyzing short-term economic
fluctuations, such as recessions or booms, where nominal rigidity plays a significant role.
Recognizing this assumption’s implications helps economists and policymakers understand
why certain economic variables can deviate from their long-term equilibrium levels and
how monetary or fiscal policies can influence economic outcomes in the short run.



What Does It Mean for the Price Level to Be
Fixed?

Definition and Basic Concept

- The price level refers to the average of all prices in the economy, often measured by
indices such as the Consumer Price Index (CPI) or the GDP deflator.

- When the price level is fixed, it implies that nominal prices of goods, services, wages, and
other prices do not adjust immediately to changes in supply or demand.

- This assumption is most applicable in the short run, where contracts, menu costs, and
other frictions prevent prices from adjusting instantly.

Implications of Fixed Price Level

- Real variables such as real GDP, employment, and real wages become the primary
channels through which shocks are absorbed.

- Nominal variables like the nominal wage rate or the nominal interest rate may be sticky,
but the overall price level remains unchanged.

- The economy cannot reach the general equilibrium — where all markets clear
simultaneously — because prices do not adjust to restore balance.

Short-Run Deviations from Full Equilibrium

Market Disequilibrium and Its Causes

- When the price level is fixed, supply and demand shocks lead to short-term
disequilibrium.

- For example, an increase in demand with fixed prices results in excess demand
(shortage), leading to upward pressure on prices in a flexible-price setting. But with fixed
prices, this adjustment cannot occur immediately.

- Conversely, supply shocks that shift the supply curve may cause excess supply or
demand at the prevailing fixed price, leading to unemployment or unsold inventories.

Impact on Key Markets

- Labor Market: Wages are often sticky downward; thus, unemployment can rise without
wages adjusting downward.



- Goods Market: Changes in demand or supply affect quantities traded but not prices,
leading to surpluses or shortages.

- Money Market: With fixed prices, nominal interest rates may play a more prominent role
in balancing the economy, but the overall price level remains unchanged in the short term.

Consequences for Output and Employment

- Output fluctuations: Since prices cannot adjust, real variables like output and
employment are the main adjustment mechanisms.

- Unemployment: Disequilibrium can cause involuntary unemployment if firms cut back
production but wages remain sticky.

- Capacity utilization: Firms might operate below capacity if demand falls, or above
capacity temporarily during booms, with prices unable to adjust immediately.

The Role of Aggregate Demand and Aggregate
Supply in the Fixed Price Context

Aggregate Demand (AD)

- Represents the total quantity of goods and services demanded at a fixed price level.

- In the short run with fixed prices, shifts in AD directly affect the real output and
employment levels, since prices are held constant.

- Factors that shift AD include fiscal policy (government spending, taxes), monetary policy
(interest rates, money supply), and expectations.

Aggregate Supply (AS)

- In the short run with fixed prices, the Short-Run Aggregate Supply (SRAS) curve
becomes nearly vertical or perfectly inelastic in terms of prices.

- Since prices are fixed, the SRAS curve indicates the quantity supplied at that fixed price,
which can respond to changes in demand or supply shocks.

Interaction Between AD and AS at Fixed Prices

- The intersection of AD and SRAS determines the short-run equilibrium output.

- Because prices are fixed, shifts in AD or supply lead to changes in output and
employment rather than prices.

- The economy may operate above or below full employment depending on shifts in AD or



supply shocks, leading to either inflationary or recessionary gaps.

Implications for Macroeconomic Variables

Output and Employment

- Since prices do not adjust immediately, the economy's real output can deviate
significantly from its natural or full-employment level.

- A demand shock (positive or negative) can cause output to fluctuate, leading to short-
term unemployment or overutilization of resources.

Wages and Prices

- Wages tend to be sticky downward, especially in the short run, causing real wages to
adjust only slowly.

- Nominal wages may be fixed in contracts, leading to real wage adjustments that
influence employment.

- Prices of goods and services remain constant, which may cause distorted relative prices
and misallocation of resources.

Interest Rates and Monetary Policy

- With a fixed price level, nominal interest rates become more influential in affecting real
interest rates.

- Central banks can influence economic activity by adjusting nominal interest rates, which
impact investment and consumption.

Modeling the Economy Under Fixed Price Level
Assumption

IS-LM Framework

- The IS curve shows combinations of interest rates and output where the goods market is
in equilibrium.



- The LM curve reflects equilibrium in the money market.

- When prices are fixed, shifts in the IS or LM curve lead to changes in output and interest
rates, but not in the price level.

- Policy analysis becomes more straightforward, as monetary and fiscal policies can
influence real variables directly.

AD-AS Model

- The AD curve slopes downward; shifts cause changes in output at the fixed price level.
- The SRAS curve is vertical or nearly so at the fixed price level.

- The intersection point determines the short-run equilibrium output, which can be above
or below the natural level depending on shocks.

Dynamic Considerations

- Over time, wages and prices tend to become sticky only in the short run; eventually,
prices will adjust, restoring equilibrium.

- The fixed price assumption is thus a short-term approximation; long-term models allow
for price flexibility.

Policy Implications of Fixed Price Level
Assumption

Monetary Policy

- Central banks can influence real activity by adjusting nominal interest rates.
- Since prices are fixed, monetary policy can have more immediate effects on output and
employment rather than on inflation.

Fiscal Policy

- Changes in government spending or taxation directly shift the AD curve.
- The effectiveness of fiscal policy is magnified in the short run because prices do not
offset demand changes through inflation.



Limitations and Risks

- Persistent disequilibrium can lead to unemployment or inflationary pressures once prices
become flexible.

- Relying solely on demand management may cause long-term distortions if prices remain
fixed for too long.

- In reality, prices are rarely perfectly sticky, and models with fixed prices serve primarily
as short-term approximations.

Real-World Examples and Empirical Evidence

- Wage stickiness: Wage contracts often fix wages for periods, causing short-term
unemployment during downturns.

- Menu costs: Firms incur costs to change prices, leading to nominal rigidity.

- Price controls: Government-imposed price caps or floors can keep prices fixed below or
above equilibrium levels temporarily.

- Hyperinflation or Deflation: In extreme cases, prices can be rigid or fixed due to
monetary crises, leading to severe short-term disequilibrium.

Empirical studies suggest that prices tend to be sticky downward and upward, making the
fixed price assumption a reasonable approximation in analyzing short-run fluctuations.

Conclusion: The Significance of Fixed Price Level
in Short-Run Economics

The assumption that the price level is fixed in the short run provides a crucial lens through
which to understand short-term macroeconomic fluctuations. It emphasizes the role of real
variables—output, employment, and real wages—in adjusting to shocks when prices are
slow to respond. This framework clarifies why economies can experience unemployment,
excess demand, or excess supply without immediate price adjustments.

Understanding this assumption helps policymakers craft effective short-term stabilization
policies. Monetary and fiscal tools become more potent in influencing real activity, since
prices do not offset changes instantaneously. Additionally, this perspective underscores
the importance of recognizing nominal rigidities in real-world economies, which can
prevent the economy from reaching a general equilibrium swiftly.

While the fixed price level assumption simplifies analysis and captures essential short-run
dynamics, it also highlights the importance of the eventual process of price adjustment.
Over the medium to long term, prices tend to become flexible, guiding the economy back
toward full employment and equilibrium. Recognizing the limitations and scope of this



assumption allows economists
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