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Understanding macroeconomic models is fundamental for analyzing economic
fluctuations, policymaking, and long-term growth. Among the most essential diagrams in
macroeconomics are the Aggregate Demand/Aggregate Supply (AD-AS) model and the
Phillips Curve. These diagrams provide visual insights into how different economic
variables interact, how the economy responds to shocks, and the trade-offs policymakers
face. Properly labelled diagrams not only clarify these relationships but also enhance
comprehension for students, educators, and policymakers alike. This article aims to
illustrate well-labelled AD-AS and Phillips Curve diagrams, explaining their components,
shifts, and implications for the economy.

---

Understanding the Aggregate Demand/Aggregate
Supply (AD-AS) Model

The AD-AS model is a foundational tool in macroeconomics used to analyze overall
economic activity, inflation, and output levels. It captures the relationship between the
total quantity of goods and services demanded (aggregate demand) and the total quantity
supplied (aggregate supply) at various price levels.

Components of the AD-AS Diagram

A well-labelled AD-AS diagram comprises:
- Vertical axis: Price level (usually represented by a price index or CPI)
- Horizontal axis: Real GDP or output (measured in units such as billions of dollars)
- Aggregate demand curve (AD): Downward sloping
- Short-Run Aggregate Supply curve (SRAS): Upward sloping
- Long-Run Aggregate Supply curve (LRAS): Vertical at the economy's potential output
- Equilibrium point (E): Intersection of AD, SRAS, and LRAS

---



Labelled Diagram Explanation

1. Aggregate Demand (AD) Curve:

- Downward sloping because, as the price level decreases, the quantity of goods and
services demanded increases.
- Factors shifting AD include consumer confidence, fiscal policy (taxes and government
spending), monetary policy, and global economic conditions.

2. Short-Run Aggregate Supply (SRAS):

- Upward sloping due to nominal wage rigidities and sticky prices.
- Shoots upward because, at higher price levels, producers are willing to supply more.
- Shifts caused by changes in input prices, productivity, and expectations of inflation.

3. Long-Run Aggregate Supply (LRAS):

- Vertical line representing the economy's potential output or full-employment output.
- Shifts occur due to changes in factors like technological progress, capital stock, or labor
force.

4. Equilibrium (E):

- The point where AD intersects SRAS and LRAS, indicating the current price level and
output.
- Movements along the curves represent short-term fluctuations.

---

Illustrating Economic Fluctuations with AD-AS
Diagrams

- Economic expansion: Rightward shift of AD or SRAS leads to higher output and possibly
higher price levels.
- Recession: Leftward shift of AD or SRAS results in lower output and price levels.
- Inflationary gap: When equilibrium output exceeds potential output, leading to upward
pressure on prices.
- Stagflation: Simultaneous increase in inflation and unemployment, often caused by
leftward shifts in SRAS.

---

The Phillips Curve: Connecting Inflation and



Unemployment

The Phillips Curve illustrates the inverse relationship between inflation and
unemployment, highlighting trade-offs faced by policymakers.

Components of the Phillips Curve

- Vertical axis: Inflation rate
- Horizontal axis: Unemployment rate
- Short-Run Phillips Curve (SRPC): Downward sloping curve indicating the inverse
relationship
- Long-Run Phillips Curve (LRPC): Vertical at the natural rate of unemployment, reflecting
no trade-off

---

Labelled Phillips Curve Diagram Explanation

1. Short-Run Phillips Curve (SRPC):

- Downward sloping because when unemployment is low, inflation tends to rise, and vice
versa.
- Movement along SRPC occurs due to changes in aggregate demand.

2. Long-Run Phillips Curve (LRPC):

- Vertical at the natural rate of unemployment, indicating that in the long run, inflation
expectations adjust, and there’s no trade-off.
- Shifts in the LRPC can occur if the natural rate of unemployment changes due to
structural factors.

3. Policy Implications:

- Expansionary policies can reduce unemployment temporarily but may lead to higher
inflation.
- Contractionary policies can curb inflation but increase unemployment.

---

Illustrating the Diagrams: Step-by-Step Guide

Creating well-labelled diagrams involves clarity and precision to effectively communicate
macroeconomic concepts.



Steps to Draw the AD-AS Diagram

1. Draw the axes: Vertical axis labeled "Price Level" and Horizontal axis labeled "Real
GDP."
2. Plot LRAS: Draw a vertical line at the potential output level.
3. Plot SRAS: Upward sloping curve intersecting LRAS at equilibrium.
4. Plot AD: Downward sloping curve intersecting SRAS.
5. Label the equilibrium point (E): Where all three curves intersect.
6. Indicate shifts: Use arrows to show shifts in AD or SRAS.

Steps to Draw the Phillips Curve Diagram

1. Draw the axes: Vertical axis labeled "Inflation Rate" and Horizontal axis labeled
"Unemployment Rate."
2. Plot the Short-Run Phillips Curve (SRPC): Downward sloping curve.
3. Plot the Long-Run Phillips Curve (LRPC): Vertical line at the natural rate of
unemployment.
4. Label the curves: SRPC and LRPC distinctly.
5. Show movements: Use arrows along SRPC to depict policy effects.

---

Significance of Well-Labelled Diagrams in
Economics

Accurate and clear labels are crucial for:
- Enhancing understanding of complex relationships.
- Communicating analysis effectively.
- Avoiding misconceptions about economic dynamics.
- Supporting policy analysis and decision-making.

---

Conclusion

Well-labelled diagrams like the AD-AS and Phillips Curve are indispensable tools in
macroeconomic analysis. They visually represent the complex interactions between
inflation, unemployment, and output, providing valuable insights into economic
fluctuations and policy trade-offs. Mastering how to draw and interpret these diagrams
enables economists, students, and policymakers to better understand macroeconomic
phenomena and make informed decisions. Whether analyzing short-term shocks or long-
term growth, these diagrams serve as foundational pillars of macroeconomic education
and policy formulation.



---
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Frequently Asked Questions

What does the intersection of the aggregate demand
and aggregate supply curves represent in the AD-AS
diagram?
The intersection represents the equilibrium level of real output (GDP) and the general
price level in the economy, indicating where aggregate demand equals aggregate supply.

How does a shift in aggregate demand affect the
Phillips curve in the short run?
A rightward shift in aggregate demand can lead to higher output and lower
unemployment, which, in the short run, can result in higher inflation, causing the Phillips
curve to move along its existing curve or shift outward.

What does the Phillips curve illustrate about the
relationship between inflation and unemployment?
The Phillips curve shows an inverse relationship between inflation and unemployment,
suggesting that lower unemployment can be associated with higher inflation and vice
versa in the short run.

How can an increase in aggregate supply be depicted in
the AD-AS diagram, and what is its impact on the
Phillips curve?
An increase in aggregate supply shifts the AS curve to the right, leading to lower price
levels and potentially reducing inflation, which may shift the Phillips curve downward or to
the right, indicating lower inflation at any unemployment rate.



What does a leftward shift of the aggregate demand
curve imply in the AD-AS diagram, and how might it
affect the Phillips curve?
A leftward shift of AD indicates a decrease in demand, leading to lower output and higher
unemployment, which can be associated with lower inflation, potentially shifting the
Phillips curve downward or to the right.

In the context of the AD-AS and Phillips curve diagrams,
what is meant by 'stagflation'?
Stagflation refers to the simultaneous occurrence of stagnation (high unemployment and
low growth) and inflation, often illustrated by a leftward shift of the AS curve in the AD-AS
diagram while the Phillips curve shows high unemployment with rising inflation.

Why are the AD-AS and Phillips curve diagrams
important for understanding macroeconomic policy
effects?
They help illustrate how fiscal and monetary policies can influence output, inflation, and
unemployment, showing trade-offs and potential outcomes of policy interventions in
different economic scenarios.

Additional Resources
Aggregate-demand/Aggregate-supply & Phillips Curve Diagrams: An Expert Guide to
Macroeconomic Models

Understanding the complex dynamics of an economy requires more than just surface-level
knowledge. Key macroeconomic frameworks like the Aggregate Demand/Aggregate
Supply (AD-AS) model and the Phillips Curve serve as foundational tools for economists,
policymakers, and students alike. These diagrams encapsulate crucial relationships—such
as inflation, unemployment, and economic output—offering vital insights into how
economies function and respond to shocks. This article provides a comprehensive, well-
labelled exploration of these diagrams, illustrating how they are constructed, interpreted,
and applied in real-world analysis.

---

Introduction to Macroeconomic Diagrams

Before delving into the specifics, it’s essential to understand the role of these diagrams in
macroeconomics:



- AD-AS Model: Shows the relationship between the total quantity of goods and services
demanded and supplied at different price levels, helping explain inflation, recession, and
growth.

- Phillips Curve: Depicts the inverse relationship between inflation and unemployment,
illustrating trade-offs faced by policymakers.

Both models are interconnected, providing a holistic view of macroeconomic stability and
policy implications.

---

Aggregate Demand and Aggregate Supply (AD-AS)
Diagram

Fundamental Structure and Components

The AD-AS diagram is a graph with two axes:

- Vertical axis: Price Level (often measured by the Consumer Price Index or CPI)
- Horizontal axis: Real GDP or Output (Y)

Key curves:

- Aggregate Demand (AD): Downward-sloping curve
- Aggregate Supply (AS): Upward-sloping curve in the short run; vertical in the long run
(Long-Run Aggregate Supply, LRAS)

---

Labelling and Construction of the Diagram

Step 1: Draw the axes

- Vertical axis labeled Price Level (P)
- Horizontal axis labeled Real GDP (Y)

Step 2: Draw the Long-Run Aggregate Supply (LRAS)

- A vertical line at the economy's potential output (Y) indicating full employment output,
unaffected by price levels in the long run.

Step 3: Draw the Short-Run Aggregate Supply (SRAS)



- An upward-sloping curve, reflecting that as prices increase, producers are willing to
supply more in the short term.

Step 4: Draw the Aggregate Demand (AD)

- A downward-sloping curve, showing that higher price levels reduce the quantity of goods
and services demanded.

Step 5: Identify equilibrium

- The intersection point between AD and SRAS determines the short-run equilibrium with
corresponding Price Level (P) and output (Y).
- The intersection of AD and LRAS indicates the long-run equilibrium where actual output
equals potential output.

---

Interpreting Shifts and Policy Implications

- AD shifts right: Increased consumer confidence, fiscal expansion, or monetary easing can
push demand higher, leading to higher output and price levels.

- SRAS shifts: Supply shocks (like oil price increases) shift SRAS left, causing inflation and
output contraction (stagflation).

- LRAS shifts: Technological advancement or increased resources shift LRAS right,
indicating economic growth.

Policy implications:

- To combat inflation, policymakers might reduce AD (monetary tightening).
- To stimulate growth, they might increase AD or improve supply-side factors.

---

Graphical Representation of the AD-AS Model

Below is a detailed, well-labelled diagram:

```
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|
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| |
| |
| SRAS ----|-----
| |



| / \
| / \
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| / \
| / \
| / \
| / \
| / \
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|------------/-----------------------------\-------------- Real GDP (Y)
Y Y1 Y2
```

- The initial equilibrium is at the intersection of AD, SRAS, and LRAS.
- Shifts in AD or SRAS cause movement along or shifts of the curves, indicating different
macroeconomic scenarios.

---

The Phillips Curve: Linking Inflation and
Unemployment

Understanding the Phillips Curve

The Phillips Curve illustrates the inverse relationship between inflation and
unemployment:

- When unemployment is low, inflation tends to be higher.
- When unemployment is high, inflation tends to be lower.

This relationship is crucial for policymakers balancing inflation control and employment
objectives.

---

Constructing and Labelling the Phillips Curve Diagram

Step 1: Draw axes

- Vertical axis: Inflation Rate (%)



- Horizontal axis: Unemployment Rate (%)

Step 2: Plot the downward-sloping Phillips Curve (Short-Run)

- Each point on the curve shows a specific trade-off between inflation and unemployment
in the short run.

Step 3: Long-Run Phillips Curve (LRPC)

- Usually depicted as a vertical line at the Natural Rate of Unemployment (U), indicating
that in the long run, no trade-off exists.

---

Interpreting the Phillips Curve

- Short-Run Trade-off: Policymakers can choose a point on the downward-sloping curve to
temporarily lower unemployment at the cost of higher inflation or vice versa.

- Long-Run Perspective: The vertical LRPC suggests that attempting to maintain
unemployment below U leads to accelerating inflation without sustainable gains in
employment.

---

Diagrammatic Illustration of the Phillips Curve

Below is a detailed, labelled diagram:

```
Inflation Rate (%)
|
| Short-Run Phillips Curve (SRPC)
| /
| /
| /
| /
| /
| /
| /
| /
| /
| /________________________
| U Unemployment Rate (%)
```

- The SRPC slopes downward, showing the inverse relationship.



- The LRPC is a vertical line at U, indicating the natural rate of unemployment.

---

Real-World Applications and Limitations

Applications:

- Policy formulation: Understanding how inflation and unemployment interact assists
governments in designing monetary and fiscal policies.
- Forecasting: Shifts in AD or AS, or movements along the Phillips Curve, help predict
inflationary pressures and unemployment levels.

Limitations:

- The Phillips Curve relationship has weakened over time, especially in the long run, due to
factors like inflation expectations.
- Supply shocks can cause both inflation and unemployment to rise simultaneously
(stagflation), challenging the traditional trade-off.

---

Integrating the Models for a Holistic View

While each diagram offers unique insights, their combined interpretation provides a
comprehensive view:

- AD-AS explains fluctuations in output and inflation due to demand and supply shocks.
- Phillips Curve illustrates the short-term trade-offs between inflation and unemployment.

Understanding their interplay is essential for effective macroeconomic management.

---

Conclusion

The well-labelled AD-AS and Phillips Curve diagrams are indispensable tools in
macroeconomic analysis. They distill complex economic relationships into visual forms
that clarify the effects of policy changes, shocks, and long-term trends. Mastery of these
diagrams enhances one's ability to interpret economic conditions and contribute to
informed policymaking.

By meticulously constructing and analysing these models, economists and students can
better grasp the nuanced dance between inflation, unemployment, and economic output,



paving the way for more sustainable and balanced growth strategies.

---

In summary:

- The AD-AS diagram elucidates the overall price level and output in response to demand
and supply factors.
- The Phillips Curve demonstrates the short-term trade-off between inflation and
unemployment.
- Both tools serve to predict and interpret macroeconomic phenomena, informing policy
decisions and economic forecasts.

Mastery of these diagrams equips you with a powerful lens to understand the intricacies of
macroeconomic dynamics—an essential skill for anyone serious about economics.
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