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In The Short Run And The economy’s fluctuations, understanding how different
factors influence economic output and price levels is crucial for
policymakers, economists, and students alike. The Aggregate Demand and
Aggregate Supply (AD-AS) model serves as a foundational framework in
macroeconomics, providing insights into the dynamic interactions that
determine overall economic activity. This article explores how various shocks
and policies affect the economy in the short run and the long run, using the
AD-AS model as a visual and analytical tool.

Understanding the Aggregate Demand and
Aggregate Supply Model

What Is the AD-AS Model?

The AD-AS model depicts the total quantity of goods and services that
households, businesses, government, and foreign buyers are willing and able
to purchase at various price levels. It consists of two main curves:

- Aggregate Demand (AD): Represents the total spending on goods and services
in the economy at different price levels.

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

The intersection of the AD and AS curves determines the equilibrium level of
real GDP and the general price level.

Key Components of the Model

- Price Level (P): The average level of prices for goods and services.

- Real GDP (Y): The total output of goods and services, adjusted for
inflation.

- Shifts in Curves: Caused by various economic factors, policies, or shocks,
leading to changes in output and prices.



Short-Run Dynamics in the AD-AS Model

Short-Run Aggregate Supply (SRAS)

In the short run, the SRAS curve is typically upward-sloping, indicating that
as the price level increases, firms are willing to produce more due to higher
profitability. However, this relationship is affected by factors like wages,
raw material prices, and productivity.

Shifts in Aggregate Demand

Changes in aggregate demand can be triggered by:

- Fiscal Policy: Government spending and taxation.

- Monetary Policy: Interest rates and money supply.

- Consumer Confidence: Expectations about the economy.

- Investment Levels: Business spending on capital goods.
- Exports and Imports: Foreign demand.

Impact of a Shift in AD (e.g., an increase):

- Graphically: The AD curve shifts to the right.

- Economically: Leads to higher output (real GDP) and higher price levels
(inflation).

- Short-Run Effect: Increased employment and production, but potential
inflationary pressures.

Impact of a Decrease in AD:

- Graphically: The AD curve shifts to the left.

- Economically: Results in lower output and lower price levels, possibly
leading to recession.

Shifts in Short-Run Aggregate Supply

Factors influencing SRAS include:

- Input Prices: Wages and raw material costs.

- Supply Shocks: Natural disasters or geopolitical events.

- Expectations of Inflation: If firms expect higher future prices, they may
adjust current supply.

Increase in SRAS (shift to the right):
- Causes: Improvements in productivity, lower input costs.
- Effect: Lower price levels and higher output in the short run.

Decrease in SRAS (shift to the left):
- Causes: Rising input prices, supply disruptions.
- Effect: Higher prices and lower output, potentially causing stagflation.



Illustrating Short-Run Impacts Using the AD-AS
Model

Scenario 1: Aggregate Demand Shock (Demand-Pull
Inflation)

Suppose consumer confidence improves, leading to increased consumption and
investment, shifting AD rightward.

Graphical Representation:
- The AD curve shifts from AD1 to AD2.
- The new equilibrium moves from (Y1, P1l) to (Y2, P2).

Economic Outcomes:

- Increased real GDP and higher price levels.

- Short-term boost in employment.

- Potential inflationary pressures if the economy overheats.

Scenario 2: Supply Shock (Cost-Push Inflation)

Imagine a sudden increase in o0il prices raises production costs for many
firms, shifting SRAS leftward.

Graphical Representation:
- SRAS shifts from SRAS1 to SRAS2.
- Equilibrium moves from (Y1, Pl) to (Y2, P2).

Economic Outcomes:

- Higher prices (inflation).

- Lower output and higher unemployment.

- Possible stagflation—a combination of stagnation and inflation.

Scenario 3: Policy Interventions

- Expansionary Monetary Policy: Lower interest rates increase AD, shifting it
right, stimulating growth.

- Contractionary Fiscal Policy: Higher taxes or reduced government spending
decrease AD, shifting it left, cooling down an overheated economy.

- Supply-Side Policies: Tax cuts or deregulation can shift SRAS right,
increasing output without inflation.



Long-Run Adjustments and the AD-AS Model

Long-Run Aggregate Supply (LRAS)

The LRAS curve is vertical, representing the economy’s potential output,
determined by factors like technology, resources, and institutions. In the
long run, output is unaffected by the price level.

Impact of Long-Run Shocks

- Technological Progress: Shifts LRAS right, increasing potential output.

- Resource Depletion: Shifts LRAS left, reducing potential output.

- Policy Reforms: Improving productivity or resource availability can shift
LRAS outward.

Adjustment Process

- Short-run deviations from potential output are corrected over time through
price and wage adjustments.

- Persistent shocks may lead to a new long-term equilibrium with different
potential output levels.

Practical Applications of the AD-AS Model

e Analyzing Inflation and Unemployment: The Phillips Curve complements the
AD-AS model in understanding the trade-off between inflation and
unemployment in the short run.

e Policy Evaluation: Governments and central banks use the model to
forecast the effects of fiscal and monetary policies.

e Understanding Business Cycles: Fluctuations in AD and AS help explain
expansions, recessions, stagflation, and recoveries.

Conclusion

The Aggregate Demand and Aggregate Supply model is a vital framework for
illustrating how various shocks and policies influence the economy in the
short run and long run. Understanding the shifts in AD and AS curves allows
policymakers and economists to predict potential outcomes, manage inflation,



promote growth, and stabilize the economy. Whether faced with demand-pull
inflation, cost-push inflation, or long-term structural changes, the AD-AS
model provides a clear, visual way to analyze the complex interactions that
drive economic performance.

By mastering this model, stakeholders can better interpret economic data,
craft effective policies, and anticipate future economic trends, ensuring
more informed decision-making in an ever-changing economic landscape.

Frequently Asked Questions

What is the Aggregate Demand and Aggregate Supply
(AD-AS) model used for?

The AD-AS model is used to analyze overall economic fluctuations,
illustrating how changes in aggregate demand and supply influence real GDP,
price levels, and economic output in the short run and long run.

How does an increase in aggregate demand affect the
economy in the short run?

An increase in aggregate demand shifts the AD curve rightward, leading to
higher output and price levels in the short run, potentially causing economic
expansion and inflation.

What is the impact of a decrease in aggregate supply
on the economy in the short run?

A decrease in aggregate supply shifts the AS curve leftward, resulting in
higher prices (cost-push inflation) and lower output, which can lead to
stagflation in the short run.

How does the AD-AS model explain stagflation during
a supply shock?

A negative supply shock reduces aggregate supply, shifting the AS curve
leftward, raising prices and decreasing output, which explains
stagflation—simultaneous inflation and unemployment.

What happens in the AD-AS model during an economic
recession?

During a recession, aggregate demand decreases, shifting the AD curve
leftward, leading to lower output and prices in the short run, possibly
causing unemployment to rise.



How does monetary policy influence the AD-AS model
in the short run?

Expansionary monetary policy increases aggregate demand by lowering interest
rates, shifting the AD curve rightward, which can boost output and prices in
the short run.

What is the role of supply-side policies in shifting
the aggregate supply curve?

Supply-side policies, such as deregulation or technological advancements,
increase aggregate supply, shifting the AS curve rightward, leading to higher
output and lower prices in the long run.

How can supply shocks cause economic instability
according to the AD-AS model?

Supply shocks, like oil price spikes, can shift the AS curve abruptly
leftward, causing higher prices and lower output in the short run,
potentially leading to stagflation and economic instability.

What are the limitations of using the AD-AS model to
predict real-world economic outcomes?

The AD-AS model simplifies complex economic dynamics, assuming ceteris
paribus, and may not account for expectations, policy responses, or external
shocks, limiting its predictive accuracy.

Additional Resources

Use The Aggregate Demand And Aggregate Supply Model To Illustrate The Impact
In The Short Run And The Long Run

Understanding the dynamics of an economy is essential for policymakers,
economists, businesses, and consumers alike. One of the most powerful tools
in macroeconomics for analyzing these dynamics is the Aggregate Demand and
Aggregate Supply (AD-AS) model. This model provides a comprehensive framework
to understand how various factors influence overall economic activity,
particularly in the short run and long run. By examining shifts in aggregate
demand and supply, we can better understand phenomena such as inflation,
unemployment, economic growth, and recession.

In this article, we will delve into the fundamentals of the AD-AS model,
explore how it illustrates different economic scenarios, and analyze the
implications of various shocks and policies over different time horizons.



Understanding the Aggregate Demand and
Aggregate Supply Model

Before we explore the impacts in the short and long run, it’'s important to
grasp the core concepts of the AD-AS model.

What is Aggregate Demand?

Aggregate demand (AD) represents the total quantity of goods and services
that households, businesses, government, and foreign buyers are willing and
able to purchase at various price levels, within a specific period. It
reflects the overall spending in the economy.

Key components driving AD:

- Consumption expenditure (C)

- Investment spending (I)

- Government purchases (G)

- Net exports (exports minus imports, NX)

Downward slope of AD curve:
- The AD curve slopes downward because, as the price level falls, real
purchasing power increases, leading to higher consumption and investment.

What is Aggregate Supply?

Aggregate supply (AS) represents the total quantity of goods and services
that producers in an economy are willing and able to supply at various price
levels.

Types of aggregate supply:

- Short-Run Aggregate Supply (SRAS): Upward-sloping curve, since some input
prices (like wages) are sticky in the short run.

- Long-Run Aggregate Supply (LRAS): Vertical at the economy’s potential
output (full employment level), since in the long run, input prices are
flexible and the economy is at its maximum sustainable capacity.

Factors influencing AS:

- Changes in resource prices (wages, raw materials)
- Technological advancements

- Productivity levels

- Regulatory environment



The Short-Run AD-AS Model: Dynamics and Impacts

In the short run, the economy’s output can deviate from its potential level
due to shocks or policy interventions. The SRAS curve’s upward slope means
that changes in aggregate demand or supply can have significant effects on
output and the price level.

Shifts in Aggregate Demand

When factors such as consumer confidence, fiscal policy, or global economic
conditions change, the AD curve shifts.

Examples of AD shifts:

- Increase in AD: Due to tax cuts, increased government spending, or
optimistic consumer sentiment. This shifts the AD curve rightward.

- Decrease in AD: Because of higher taxes, reduced government spending, or
recession abroad, shifting AD leftward.

Impacts of AD shifts:

- Rightward shift: Higher output and higher price levels (potential
inflation).

- Leftward shift: Lower output and lower price levels (potential recession).

Illustration:
- An increase in consumer confidence boosts spending, shifting AD right.
- Conversely, a financial crisis reduces spending, shifting AD left.

Shifts in Short-Run Aggregate Supply

Changes in production costs or input prices influence SRAS.

Examples of SRAS shifts:

- Increase in SRAS: Technological improvements or a decline in input prices
shift SRAS rightward.

- Decrease in SRAS: An increase in wages or raw material costs shifts SRAS
leftward.

Impacts of SRAS shifts:

- Rightward shift: Lower prices and higher output, alleviating inflationary
pressure.

- Leftward shift: Higher prices (cost-push inflation) and lower output,
risking stagflation.

Scenario:
- A sudden spike in oil prices raises production costs, shifting SRAS left,
leading to inflation and output decline.



Equilibrium in the Short Run

The intersection of the AD and SRAS curves determines the short-run
equilibrium point, which indicates the current output (real GDP) and price
level.

Possible outcomes:

- Demand-pull inflation: When AD shifts right faster than SRAS, prices rise
and output increases temporarily.

- Recession: When AD shifts left or SRAS shifts left, leading to lower output
and potentially falling prices.

Policy implications:
- Governments and central banks may attempt to shift AD or SRAS to stabilize
the economy, but these interventions can have varied short-term effects.

The Long-Run Perspective: Adjustments and
Equilibrium

While the short-run fluctuations are vital, understanding the long-term
behavior of the economy provides insights into sustainable growth and
stability.

Long-Run Aggregate Supply (LRAS)

The LRAS curve is vertical, representing the economy’s maximum sustainable
output, determined by factors like technology, resource endowments, and
institutional structures.

Key points:

- In the long run, prices and wages are flexible.

- The economy tends to return to its potential output regardless of short-
term shocks.

Adjustments Over Time

In the long run, the economy self-corrects from deviations caused by shocks.

- Recessionary gap: When actual output is below potential, wages and prices



tend to fall, shifting SRAS rightward over time, restoring full employment.
- Inflationary gap: When actual output exceeds potential, wages and input
prices tend to rise, shifting SRAS leftward and bringing the economy back to
equilibrium.

Policy tools in the long run:

- Supply-side policies (e.g., improving productivity, reducing regulation)
can shift LRAS outward, promoting growth.

- Demand management policies primarily influence short-run stabilization.

IlTlustrating Long-Run Equilibrium

The long-run equilibrium occurs where the AD curve intersects the LRAS and
the long-run aggregate supply curve, with the SRAS passing through this
point.

Implications:

- Price level is determined by aggregate demand.

- Qutput is at potential, ensuring sustainable growth.

- Deviations in the short run are temporary, with adjustments over time.

Real-World Applications and Policy
Considerations

The AD-AS model isn’t just theoretical; it provides valuable insights into
real-world economic issues.

Responding to Recessions

- Demand-side policies: Fiscal stimulus (increase G or cut taxes) aims to
shift AD rightward.

- Short-term success: Can boost output and employment.

- Risks: Potential inflation if demand outpaces supply.

Managing Inflation

- Supply-side policies: Reduce costs or increase productivity to shift SRAS
outward.

- Monetary policy: Raising interest rates can reduce AD, curbing inflation.



Dealing with Supply Shocks

- 0il price spikes or natural disasters can cause SRAS to shift left, leading
to stagflation.

- Policymakers must balance inflation control with economic growth
objectives.

Globalization and External Factors

- International trade impacts net exports, influencing AD.
- Global shocks can ripple through the AD-AS framework, affecting domestic
economies.

Conclusion

The Aggregate Demand and Aggregate Supply model serves as a vital analytical
tool for understanding the complex interplay of economic forces in both the
short run and the long run. Short-term fluctuations in output and prices
often result from shifts in demand or supply, which can be influenced by
fiscal and monetary policies, technological changes, or external shocks. Over
time, the economy tends to self-correct, returning to its potential output
through adjustments in wages, prices, and productivity.

Policymakers rely on these insights to craft strategies that promote stable
growth, curb inflation, and mitigate the effects of economic downturns.
Meanwhile, businesses and consumers benefit from understanding these
dynamics, enabling better decision-making in an ever-changing economic
landscape.

As economies become increasingly interconnected and faced with new
challenges—from climate change to technological disruption—the AD-AS model
remains a fundamental framework for analyzing and navigating the complex
terrain of macroeconomic policy and economic health.
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