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AS Model. Starting with an understanding of the economic context, the 1973 oil crisis was a
pivotal event that dramatically impacted global economies, especially the United States and other
industrialized nations. To thoroughly analyze this crisis, economists often utilize the Aggregate
Demand-Aggregate Supply (AD-AS) model, which illustrates the overall economic activity and price
levels within an economy. This article delves into the causes, effects, and policy responses to the
1973 oil crisis through the lens of the AD-AS framework, providing a comprehensive understanding
of this significant historical event.

Understanding the AD-AS Model: A Brief Overview

Before analyzing the 1973 oil crisis, it’s essential to understand the fundamentals of the AD-AS
model.

Components of the AD-AS Model

The AD-AS model consists of two primary curves:

e Aggregate Demand (AD): Represents the total quantity of goods and services demanded
across all levels of price within an economy at a given time.

e Aggregate Supply (AS): Represents the total quantity of goods and services producers are
willing and able to supply at various price levels.

The interaction between these curves determines the equilibrium level of output (real GDP) and the
overall price level, which reflects inflation or deflation.

Short-Run vs. Long-Run Equilibrium

- Short-Run Equilibrium: Occurs where the AD and short-run AS curves intersect, which can be
influenced by temporary shocks.

- Long-Run Equilibrium: Achieved when the aggregate supply is at its potential level, and the
economy operates at its natural rate of output.

Understanding these concepts allows us to analyze how external shocks, like an oil crisis, influence
macroeconomic variables.



The 1973 0il Crisis: Causes and Context

The crisis was triggered by a combination of geopolitical tensions, economic policies, and supply
restrictions.

Background and Causes

¢ Yom Kippur War: In October 1973, Egypt and Syria launched a surprise attack against Israel.
In response, Arab members of OPEC (Organization of Petroleum Exporting Countries)
proclaimed an oil embargo targeting nations supporting Israel, notably the United States and
its allies.

¢ Oil Embargo: The embargo led to a significant reduction in oil exports to affected countries,
causing a sharp decline in oil supply globally.

e Price Hikes: OPEC members increased oil prices dramatically, leading to inflationary
pressures and economic instability.

¢ Economic Dependencies: Many industrial economies heavily relied on imported oil, making
them vulnerable to supply disruptions.

The combined effect of reduced supply and increased prices created a severe external shock to the
global economy.

Analyzing the Oil Crisis Using the AD-AS Model

Applying the AD-AS framework helps us understand the economic implications of the oil crisis.

Initial Impact: Supply Shock and Its Effect on the Economy

- The sudden reduction in oil supply caused a leftward shift of the short-run aggregate supply (SRAS)
curve. Since oil is a key input in production, higher costs of energy and raw materials increased
production costs across industries.

- The shift resulted in a stagflationary environment, characterized by rising prices (inflation) and
declining output (recession).

Diagram Explanation:

- The original equilibrium is at point EO, with output YO and price level PO.

- The leftward shift of SRAS to SRAS1 results in a new equilibrium at E1, with higher price level P1
and lower output Y1.

Short-Run OQutcomes

- Higher Inflation: Due to increased production costs, firms raised prices.



- Economic Contraction: Reduced output and higher unemployment occurred as firms scaled back
production.

- Stagflation: The simultaneous occurrence of stagnation and inflation challenged traditional
Keynesian policies, which typically addressed inflation and recession separately.

Demand Response and Policy Implications

- In response to rising prices, consumer confidence declined, leading to a decrease in aggregate
demand (shift of AD leftward).
- Policymakers faced a dilemma: stimulate demand to recover output or curb inflation.

Long-Run Effects and Adjustments

Over time, economies adapted to the shocks induced by the crisis.

Shift of the Long-Run Aggregate Supply (LRAS)

- Persistent high oil prices led to cost-push inflation expectations, causing a leftward shift of the
LRAS curve.

- Structural changes, such as increased energy efficiency and alternative energy investments,
gradually shifted the LRAS curve outward, restoring potential output.

Policy Responses and Their Effects

Governments and central banks employed various policies:

e Monetary Policy: Some adopted tight monetary policies to control inflation, which sometimes
exacerbated recessionary pressures.

e Fiscal Policy: Governments attempted stimulus measures, though with limited success during
the initial phases of the crisis.

e Supply-Side Policies: Emphasis on reducing dependence on imported oil through energy
conservation and alternative sources.

Outcome:
- These measures helped stabilize prices in the long run.
- The crisis prompted a diversification of energy sources and increased energy efficiency.

Broader Economic Lessons from the 1973 Qil Crisis

The crisis underscored key lessons relevant to modern economies:

e Vulnerability to External Shocks: Heavy reliance on imported resources can destabilize



economies.

e Importance of Supply-Side Policies: Investing in energy independence and technological
innovation can mitigate future shocks.

e Complexity of Policy Trade-offs: Combating inflation may conflict with stimulating growth,
especially during supply shocks.

Conclusion: The Significance of the AD-AS Model in
Analyzing the Crisis

Using the AD-AS model to analyze the 1973 oil crisis provides a clear visualization of how external
shocks impact macroeconomic variables. The initial supply shock caused stagflation, challenging
traditional policy responses. Over time, structural adjustments and policy interventions helped
economies recover and adapt to new realities. This historical episode emphasizes the importance of
diversification, strategic reserves, and resilient economic policies to withstand future crises.

In summary, the 1973 oil crisis exemplifies how external shocks can disrupt the equilibrium of an
economy, leading to inflation and recession, and highlights the vital role of proactive policy
measures and structural reforms. The AD-AS framework remains an essential tool for understanding
such complex macroeconomic phenomena and guiding appropriate responses.

Frequently Asked Questions

What were the main causes of the 1973 Oil Crisis, and how did
they impact the Aggregate Demand (AD) in the AD-AS model?

The main causes included the OPEC oil embargo, political tensions in the Middle East, and rising oil
prices. These factors led to a decrease in aggregate supply, but initially, the crisis also caused a shift
in aggregate demand due to increased costs and inflation expectations, affecting overall economic
output.

How does the AD-AS model explain the stagflation experienced
during the 1973 Oil Crisis?

Stagflation, characterized by stagnant economic growth and high inflation, can be explained by a
leftward shift in the Short-Run Aggregate Supply (SRAS) curve due to increased production costs
from higher oil prices. Simultaneously, aggregate demand may remain unchanged or increase,
leading to inflation alongside unemployment.

In the context of the AD-AS model, what policy measures could



the government or central bank implement to counteract the
effects of the 1973 Oil Crisis?

Policies could include monetary easing to boost aggregate demand, fiscal measures like increased
government spending, or supply-side policies to improve productivity. However, during an oil crisis,
supply-side policies targeting energy efficiency and alternative sources are particularly important to
address supply shocks.

How did the 1973 Qil Crisis influence long-term economic
policies according to the AD-AS framework?

It prompted governments to consider energy diversification, strategic oil reserves, and policies
promoting energy efficiency. The AD-AS model shows that addressing supply shocks involves both
short-term demand management and long-term supply-side improvements to stabilize prices and
output.

What role did inflation expectations play in the AD-AS analysis
of the 1973 0il Crisis?

Inflation expectations increased as firms and consumers anticipated higher prices due to rising oil
costs, leading to a shift in the AD curve upward and a wage-price spiral. This contributed to
persistent inflation and made economic recovery more challenging in the AD-AS framework.

Can the AD-AS model explain the recovery phase after the
1973 0il Crisis? If so, how?

Yes, the model illustrates that policy measures reducing inflation and restoring supply-side stability
can shift the SRAS curve rightward, leading to increased output and lower inflation. Over time,
technological improvements and energy policies helped shift the SRAS back, aiding economic
recovery.

What are the limitations of using the AD-AS model to analyze
the 1973 Oil Crisis?

The AD-AS model simplifies complex economic dynamics and may not fully capture factors such as
inflation inertia, expectations, external shocks, or policy lags. It also assumes ceteris paribus, which
can be unrealistic during a multifaceted crisis like the oil embargo.
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The 1973 Qil Crisis stands as one of the most significant economic shocks of the 20th century,
profoundly impacting global economies and triggering widespread inflation, recession, and shifts in
energy policies. To understand this complex event, economists often turn to the Aggregate Demand-
Aggregate Supply (AD-AS) model, a fundamental framework that elucidates the interactions between
total spending, production, and price levels within an economy. This article aims to provide an in-
depth analysis of the 1973 Oil Crisis through the lens of the AD-AS model, exploring the underlying
causes, the immediate effects, and the longer-term economic implications.

Background and Context of the 1973 Oil Crisis
The Geopolitical and Economic Landscape

In the early 1970s, the global economy was characterized by rapid growth, especially in Western
countries, fueled by post-World War II reconstruction, technological advancements, and expansion of
consumer markets. Oil had become a critical input for industry, transportation, and domestic energy
consumption, with the Middle East emerging as a dominant supplier.

However, this period also saw rising tensions in the Middle East, particularly involving Israel, Egypt,
Syria, and the broader Arab nations. These tensions culminated in the Yom Kippur War of October
1973, during which Arab oil-producing countries decided to leverage their energy resources as a
political weapon.

The OPEC Embargo

The Organization of Arab Petroleum Exporting Countries (OAPEC), a subset of OPEC members,
imposed an oil embargo against nations supporting Israel, notably the United States, the
Netherlands, and others. This embargo sharply reduced oil supplies, causing global oil prices to
skyrocket—from around $3 per barrel before the crisis to nearly $12 by the end of 1974.

Immediate Economic Consequences

The sudden surge in oil prices triggered inflation, reduced consumer and business spending, and led
to a slowdown in economic growth across major economies, especially the United States, which was
heavily reliant on imported oil. The crisis marked the beginning of the stagflation era—simultaneous
inflation and stagnation—that challenged traditional Keynesian economic theories.

The AD-AS Model: A Framework for Understanding the Crisis
Overview of the Model

The AD-AS model depicts the relationship between aggregate demand (AD), aggregate supply (AS),
the price level, and real output (GDP). It provides a useful lens for analyzing economic shocks, such
as the 1973 Oil Crisis, by illustrating how shifts in demand and supply influence overall economic
equilibrium.

- Aggregate Demand (AD): The total quantity of goods and services demanded across the economy at
various price levels, influenced by factors like consumer spending, investment, government



expenditure, and net exports.

- Aggregate Supply (AS): The total output firms are willing and able to produce at different price
levels, divided into:

- Short-Run Aggregate Supply (SRAS): Upward sloping, sensitive to price changes.

- Long-Run Aggregate Supply (LRAS): Vertical at the economy’s potential output.

Applying the Model to the 1973 Qil Crisis

The oil shock primarily impacted aggregate supply, shifting the SRAS curve leftward. The increase
in oil prices raised production costs across industries, leading to a reduction in supply at any given
price level, which results in higher prices and lower output—an inflationary recession.

Analyzing the Impact of the 1973 Oil Shock Using the AD-AS Framework
Initial Equilibrium

Before the crisis, the economy was operating near its potential output (full employment), with the
AD and SRAS curves intersecting at a point corresponding to a stable price level and high output.

The Supply Shock: Leftward Shift of the SRAS Curve

The sudden increase in oil prices caused a negative supply shock, which can be represented as a
leftward shift of the SRAS curve from SRASo to SRAS1. This shift signifies higher production costs,
prompting firms to reduce output at each price level.

Impacts:

- Higher Price Level (P): The new equilibrium moves from point Eo to E1, with a higher overall price
level.

- Lower Real Output (Y): The economy experiences a contraction, moving away from full employment
toward a recessionary gap.

The Role of Aggregate Demand

In the initial aftermath, aggregate demand (AD) remained relatively stable because consumer
confidence was affected by inflation expectations and uncertainty, but no immediate shift occurred.
However, over time, some components of AD also shifted:

- Decreased Consumer Spending: Rising prices eroded purchasing power, leading to reduced
consumption.

- Reduced Investment: Uncertainty and higher costs discouraged investment.

- Government Policy Response: Some governments attempted to stimulate demand through fiscal
policies, which could shift AD rightward, complicating the analysis.

Short-Run Equilibrium Post-Shock

The economy stabilizes at a new equilibrium characterized by:

- Higher Price Level (stagflation): Inflationary pressures due to increased costs.



- Lower Output and Employment: Recessionary conditions resulting from reduced supply.

This situation exemplifies stagflation, a unique challenge where inflation and unemployment rise
simultaneously, contradicting traditional Phillips Curve predictions.

Deeper Insights: The Dynamics of the 1973 Qil Crisis

The Phillips Curve and Stagflation

The AD-AS analysis highlights why stagflation was particularly problematic during the crisis:

- Traditional Keynesian policies aimed at boosting AD to reduce unemployment risked further
inflation.

- Conversely, measures to curb inflation, such as reducing demand, could exacerbate unemployment.
Policy Responses and Their Limitations

Governments and central banks faced dilemmas:

- Monetary Policy: Raising interest rates to combat inflation risked deepening recession.

- Fiscal Policy: Increasing government spending could stimulate demand but might fuel inflation
further.

Structural Changes and Long-Run Adjustments

The crisis prompted structural shifts:

- Energy Policies: Accelerated efforts towards energy conservation and alternative sources.

- Supply-Side Reforms: Focused on increasing domestic energy production and improving efficiency.
- Global Rebalancing: Shift in economic power and energy dependence dynamics.

Long-Term Effects on the Economy

The 1973 Qil Crisis had lasting impacts:

- Persistent inflationary pressures.

- Changes in monetary policy frameworks, emphasizing inflation targeting.

- The emergence of supply-side economics.
- Greater emphasis on energy security and diversification.

Broader Implications and Lessons from the 1973 Oil Crisis
The Limitations of Aggregate Demand Management

The crisis demonstrated that demand-side policies alone might be insufficient to address supply
shocks, emphasizing the importance of supply-side policies.



The Need for Diversification and Energy Independence

Economies reliant on imported oil faced vulnerabilities, underscoring the importance of
diversification, technological innovation, and strategic reserves.

The Role of Geopolitics in Economic Stability

The crisis underscored how geopolitical conflicts could have profound economic consequences,
influencing energy prices and global stability.

The Evolution of Economic Policy Frameworks

The experience led to a reevaluation of macroeconomic policy tools, integrating considerations of
supply shocks and inflation expectations.

Conclusion

The 1973 Oil Crisis, analyzed through the AD-AS model, vividly illustrates how a supply shock can
destabilize an economy, leading to stagflation—a phenomenon that challenged conventional
economic theories. The leftward shift of the SRAS curve due to soaring oil prices resulted in higher
prices and reduced output, forcing policymakers into complex dilemmas. The crisis underscored the
interconnectedness of geopolitics, energy policy, and macroeconomic stability.

Furthermore, it highlighted the necessity of a balanced policy approach that considers both demand
and supply factors and the importance of structural reforms. The lessons learned from this pivotal
event continue to influence economic policy and energy strategies today, emphasizing resilience,
diversification, and adaptive policymaking in an interconnected world.

By applying the AD-AS model to the 1973 Oil Crisis, economists gain valuable insights into the
mechanics of supply shocks and their profound impact on macroeconomic stability, reinforcing the
importance of proactive, multifaceted responses to global economic disruptions.
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