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1 2. Draw And Properly Label The AD-AS Graphs Or One Graph To Show
Recessionary And Inflationary Gaps is a fundamental concept in macroeconomics
that helps illustrate the economy’s equilibrium and the deviations from it.
The Aggregate Demand-Aggregate Supply (AD-AS) model provides a visual
representation of how total goods and services produced in an economy (real
GDP) interact with the overall price level. Properly drawing and labeling
these graphs is essential for analyzing economic fluctuations, understanding
recessionary and inflationary gaps, and formulating appropriate policy
responses.

What Is the AD-AS Model?

Definition and Components

The AD-AS model depicts the total demand (AD) for goods and services and
total supply (AS) in an economy at various price levels. The main components
include:

* Aggregate Demand (AD): The total quantity of goods and services demanded
across all levels of price, typically downward sloping due to the wealth
effect, interest rate effect, and exchange rate effect.

e Short-Run Aggregate Supply (SRAS): The total quantity of goods and
services firms are willing and able to produce at different price levels
in the short run, usually upward sloping.

e Long-Run Aggregate Supply (LRAS): The economy's potential output
corresponding to full employment, represented as a vertical line in the
long run.



Significance of the AD-AS Model

This model helps explain economic fluctuations, inflation, unemployment, and
the effects of fiscal and monetary policies. It also illustrates how
gaps—recessionary and inflationary—arise and how policymakers can address
them.

Drawing the AD-AS Graph: Step-by-Step Guide

Step 1: Set Up the Axes

Begin with a graph where:

e The vertical axis represents the price level.

e The horizontal axis represents real GDP or output.

Step 2: Draw the Aggregate Demand (AD) Curve

Plot a downward-sloping curve from left to right, indicating that as the
price level decreases, the quantity of goods and services demanded increases.

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

Plot an upward-sloping curve from left to right, showing that higher price
levels incentivize firms to produce more in the short run.

Step 4: Add the Long-Run Aggregate Supply (LRAS)
Curve

Draw a vertical line at the economy’s potential output level, representing
the full employment level of real GDP in the long run.

Step 5: Label A1l Curves Clearly

e Label the downward-sloping curve as AD.

e Label the upward-sloping curve as SRAS.



e Label the vertical 1line as LRAS.

Understanding Recessionary and Inflationary
Gaps in the AD-AS Model

What Is a Recessionary Gap?

A recessionary gap occurs when the equilibrium output is less than the
economy’s potential output, indicating underemployment and unused resources.
It is represented on the graph as the equilibrium point (where AD intersects
SRAS) lying to the left of LRAS.

What Is an Inflationary Gap?

An inflationary gap exists when the equilibrium output exceeds the potential
output, leading to upward pressure on prices and inflation. On the graph,
this is shown as the equilibrium point 1lying to the right of LRAS.

Drawing and Labeling the Graphs for
Recessionary and Inflationary Gaps

Recessionary Gap Illustration

1. Initial Equilibrium: Draw the AD and SRAS curves intersecting at point
E, which is to the left of LRAS.

2. Identify the Gap: Mark the distance between the current equilibrium
output and potential output along the horizontal axis. This gap is the
recessionary gap.

3. Labelments: Clearly label the equilibrium point as E, and indicate the
potential output with a dashed line extending from LRAS.

Inflationary Gap Illustration

1. Initial Equilibrium: Show the intersection of AD and SRAS to the right



of LRAS.

2. Identify the Gap: Mark the excess output beyond the potential output,
highlighting the inflationary gap.

3. Labelments: Mark the equilibrium point as E and emphasize the potential
output line for clarity.

Combining Both Gaps on a Single Graph

One Graph Showing Both Gaps

For clarity, you can draw a single AD-AS graph illustrating both recessionary
and inflationary gaps by marking two equilibrium points:

e One to the left of LRAS representing the recessionary gap.

e One to the right of LRAS representing the inflationary gap.

Steps to Draw this Combined Graph:

1. Draw the AD, SRAS, and LRAS curves as described previously.
2. Plot two equilibrium points:
o Point E;: Intersection to the left of LRAS for recessionary gap.

o Point E,: Intersection to the right of LRAS for inflationary gap.

3. Label the gaps appropriately and indicate the potential output line.

Analyzing Policy Implications Using the AD-AS
Graphs



Addressing a Recessionary Gap

e Expansionary Fiscal Policy: Increase government spending or cut taxes to
shift AD rightward, closing the gap.

» Expansionary Monetary Policy: Lower interest rates to boost investment
and consumption, shifting AD rightward.

Addressing an Inflationary Gap

e Contractionary Fiscal Policy: Decrease government spending or increase
taxes to shift AD leftward.

e Contractionary Monetary Policy: Raise interest rates to reduce
investment and consumption.

Conclusion

Drawing and properly labeling the AD-AS graphs to illustrate recessionary and
inflationary gaps is crucial for understanding macroeconomic fluctuations. By
accurately representing the gaps, policymakers and economists can better
analyze economic conditions and implement appropriate strategies to stabilize
the economy. Whether using separate graphs or a combined one, clarity in
labeling and understanding the shifts in aggregate demand and supply curves
is fundamental to macroeconomic analysis and effective policy formulation.

Frequently Asked Questions

What is the purpose of drawing AD-AS graphs to
illustrate recessionary and inflationary gaps?

The purpose is to visually demonstrate the economy's output relative to its
potential output, showing periods of underperformance (recessionary gap) or
overheating (inflationary gap) to help analyze economic conditions and policy
responses.

How can one graph be used to show both recessionary



and inflationary gaps?

A single AD-AS graph can illustrate both gaps by shifting the AD curve to the
left for recessionary gaps (below potential output) and to the right for
inflationary gaps (above potential output), with proper labels indicating the

gaps.

What are the key components to properly label on an
AD-AS graph showing gaps?

Key components include the aggregate demand curve (AD), short-run aggregate
supply curve (SRAS), long-run aggregate supply (LRAS), potential output (full
employment level), and the areas representing recessionary and inflationary

gaps.

Why is it important to distinguish between the
short-run and long-run aggregate supply curves when
analyzing gaps?

Because the short-run AS curve can shift due to temporary factors, while the

long-run AS reflects the economy’s potential output; understanding both helps
clarify whether gaps are temporary or persistent.

What policy implications can be derived from the AD-
AS graph showing a recessionary or inflationary gap?

A recessionary gap suggests the need for expansionary policies (like
increased government spending or lower interest rates), while an inflationary
gap indicates the need for contractionary policies to prevent overheating.

What are common mistakes to avoid when drawing and
labeling AD-AS graphs for gaps?

Common mistakes include mislabeling the curves, not clearly indicating the
potential output, failing to show the direction of shifts, and not clearly
marking the gaps between equilibrium and potential output.

How does the AD-AS model help in understanding
economic fluctuations like recessions and booms?

The AD-AS model visually represents shifts in aggregate demand and supply,
allowing analysts to identify when the economy is below or above its
potential output, thereby explaining recessions and inflationary booms.



Additional Resources

Draw and Properly Label the AD-AS Graphs or One Graph to Show Recessionary
and Inflationary Gaps

Understanding the Aggregate Demand-Aggregate Supply (AD-AS) model is
fundamental in macroeconomics, providing insights into overall economic
activity, inflation, unemployment, and policy implications. Properly drawing
and labeling the AD-AS graphs—either as separate diagrams for recessionary
and inflationary gaps or a combined graph illustrating both-is essential for
clarity and effective analysis. This comprehensive review delves into the
nuances of the AD-AS framework, guiding you through the conceptual
foundations, graph construction, labeling conventions, and interpretative
strategies.

Fundamentals of the AD-AS Model

Before delving into the graphical representations, it's crucial to grasp the
core components of the AD-AS model:

- Aggregate Demand (AD): Represents the total quantity of goods and services
demanded across all price levels in an economy at a given time. It slopes
downward, reflecting the inverse relationship between the price level and
real GDP demanded.

- Aggregate Supply (AS): Represents the total output firms are willing to
produce at different price levels. It has two main components:

- Short-Run Aggregate Supply (SRAS): Usually upward sloping, indicating that
higher prices incentivize increased production in the short term.

- Long-Run Aggregate Supply (LRAS): Vertical at the natural level of output
(full employment), reflecting the economy’s maximum sustainable output.

- Equilibrium Point: The intersection of AD and AS indicates the current
price level and real GDP.

- Potential or Full Employment Output: The level of real GDP when the economy
is at natural employment, typically represented by the vertical LRAS curve.

Understanding Recessionary and Inflationary
Gaps

These gaps are crucial for diagnosing macroeconomic issues:



- Recessionary Gap:

- Occurs when actual real GDP is below the potential/output at full
employment.

- Signifies underperformance, usually accompanied by high unemployment.

- Graphically, it is represented by equilibrium where AD intersects SRAS (or
AS) to the left of LRAS.

- Inflationary Gap:

- Occurs when actual real GDP exceeds the potential/output at full
employment.

- Indicates an overheating economy with upward pressure on prices.

- Graphically, it is shown by the equilibrium where AD intersects SRAS (or
AS) to the right of LRAS.

Visualizing these gaps helps policymakers determine whether expansionary or
contractionary measures are needed.

Drawing the Basic AD-AS Graphs

To accurately depict recessionary and inflationary gaps, understanding the
standard AD-AS graph setup is essential:

1. Axes:
Vertical axis: Price level (P)
- Horizontal axis: Real GDP or Output (Y)

2. Curves:

- Draw the vertical LRAS at the economy’s natural level of output.
- Draw the upward-sloping SRAS curve.

- Draw the downward-sloping AD curve.

3. Equilibrium:

- Mark the intersection point of AD and SRAS.
- Identify whether this point is to the left or right of LRAS.

Proper Labeling and Graph Construction for Gaps

Labeling is crucial for clarity. When drawing the graphs:

- Label all curves clearly:
- 'AD' for Aggregate Demand
- 'SRAS' for Short-Run Aggregate Supply



- '"LRAS' for Long-Run Aggregate Supply

- Identify the equilibrium points:
- 'E1l' for initial equilibrium
- Use dashed or dotted lines to project the equilibrium onto axes.

- Indicate potential output:
- Mark the LRAS curve as 'Potential Output (Y)' or 'Full Employment Output'.

- Show the gaps:

- For a recessionary gap, mark the distance between equilibrium and LRAS to
the left.

- For an inflationary gap, mark the distance to the right.

- Add arrows and labels:
- Use arrows to show shifts or movements.
- Clearly label the gap as 'Recessionary Gap' or 'Inflationary Gap'.

Constructing a Graph to Show Both Gaps in One
Diagram

While separate diagrams can help isolate each scenario, combining both in a
single graph offers a comprehensive view:

1. Start with the base:

- Draw the LRAS vertically at the potential output level.

- Draw the initial AD and SRAS curves intersecting at equilibrium EO, with
the intersection exactly on LRAS, indicating full employment.

2. Recessionary Gap Illustration:

- Shift the AD curve leftward ('AD1') to simulate decreased demand.

- The new equilibrium ('E1l') occurs to the left of LRAS, with actual output
below potential.

- Label the gap as 'Recessionary Gap' and measure the horizontal distance
between E1 and the LRAS.

3. Inflationary Gap Illustration:

- Shift the AD curve rightward ('AD2') to simulate increased demand.

- The new equilibrium ('E2') occurs to the right of LRAS, with actual output
exceeding potential.

- Label this as 'Inflationary Gap'.

4. Color coding:
- Use different colors for the initial AD, shifted ADs, and the gaps for
visual clarity.



5. Annotations:

- Clearly annotate the shifts, including causes such as fiscal or monetary
policy changes.

- Indicate the consequences, such as inflationary pressures or unemployment.

Interpreting the Gaps from the Graphs

Once properly drawn and labeled, the graphs serve as powerful visual tools:

- Recessionary Gap:

- Signifies the economy is underperforming.

- Usually accompanied by high unemployment.

- Indicates the need for expansionary policies (e.g., increasing government
spending or decreasing taxes).

- Inflationary Gap:

- Signifies overheating.

- Usually results in inflationary pressures.

- Calls for contractionary policies (e.g., increasing taxes or decreasing
government spending).

- Policy Implications:

- Graphs help in visualizing the effects of policy changes.

- For example, an increase in government spending shifts AD rightward,
closing a recessionary gap.

Advanced Considerations in Drawing AD-AS Graphs

To deepen your understanding, consider these advanced aspects:

- Shifts in SRAS:
- Cost shocks (like o0il price increases) shift SRAS leftward, affecting gaps.
- This can cause stagflation if combined with demand shocks.

- Shifts in LRAS:
- Technological improvements or increases in resources shift LRAS rightward.
- This can help close recessionary gaps without causing inflation.

- Expectations and Adaptive Behavior:
- Expectations of inflation can shift SRAS upward over time.
- These dynamic adjustments should be reflected in more sophisticated models.



- Multiple Gaps and Cycles:
- Economies often experience cycles with alternating gaps.
- Graphs can be used to illustrate these transitions over time.

Common Mistakes to Avoid in Drawing and
Labeling

Accuracy and clarity are key. Watch out for these common errors:

- Incorrect placement of equilibrium:
- Ensure the intersection point accurately reflects the demand and supply
curves.

- Mislabeling curves or axes:
- Always label axes as 'Price Level' and 'Real GDP'.
- Curves should be labeled explicitly.

- Overlapping curves:
- Keep curves distinct; use different colors or line styles.

- Ignoring potential output:
- Always indicate the LRAS curve and potential output for context.

- Forgetting to mark the gaps:
- Clearly show the horizontal distance representing the recessionary or
inflationary gap.

Conclusion: The Importance of Proper Graphing

Mastering the art of drawing and labeling AD-AS graphs is essential for
analyzing macroeconomic phenomena. Whether illustrating recessionary gaps,
inflationary gaps, or both in a single comprehensive diagram, clarity in
presentation enhances understanding and communication. Properly labeled
graphs serve as vital tools for students, policymakers, and economists to
diagnose economic conditions and formulate appropriate responses. By
integrating precise labels, clear annotations, and accurate shifts, your
graphs will not only convey the current state of the economy but also
facilitate deeper insights into the complex dynamics of aggregate demand and

supply.



In summary, creating effective AD-AS graphs involves:

- Accurate axes and curve placement

- Clear labeling of all components

- Proper depiction of equilibrium points

- Visual representation of gaps with appropriate annotations
- Use of combined or separate graphs depending on the context

Through meticulous construction and labeling, these graphs become invaluable
instruments for macroeconomic analysis, helping to illustrate critical
concepts like recessionary and inflationary gaps with clarity and precision.
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