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The objectives of this Lecture

Upon completion of this lecture, you should 
understand and be able to answer these key 
questions: 

1. Why does the aggregate demand curve slope 
downward and what makes it shift? 

2. Why does the aggregate supply curve slope 
upward and what makes it shift? 

3. Why is the long run aggregate supply curve 
vertical? 

4. What are the short-run and long-run effects of 
demand increases? 



AD-AS Framework

The AD-AS framework has three parts:

1- Aggregate Demand (AD)

2- Short-Run Aggregate Supply (SRAS)

3- Long Run Aggregate Supply (LRAS)

 We start with a discussion of AD.



1- Aggregate Demand (AD)

Aggregate Demand (AD)- The quantity 

demanded of all goods and services (Real 

GDP) at different price levels.

Aggregate Demand (AD) Curve - A curve 

that shows the quantity demanded of all 

goods and services (Real GDP) at different 

price levels.



The Aggregate Demand Curve (AD)

The aggregate 
demand curve (AD) is 
downward-sloping, 
specifying an inverse 
relationship between 
the price level and the 
quantity demanded of 
Real GDP.



Why Does AD Curve Slope 
Downward?

Because of three (3)
effects:

Real Balance Effect 

Interest Rate Effect 

International Trade 
Effect 



Real Balance Effect

The change in the 
purchasing power 
of money that 
results from a 
change in the price 
level



Interest Rate Effect

Changes in

household

and business

buying as the

interest rate

changes.



International Trade Effect

Price level in the Czech Republic falls

relative to foreign price levels

-> Czech goods relatively less expensive

than foreign goods -> both Czechs and

foreigners buy more Czech goods.

Price level in the Czech Republic rises

relative to foreign price levels

-> Czech goods relatively less expensive

than foreign goods -> both Czechs and

foreigners buy fewer Czech goods.

The change 
in foreign 
sector
spending as

the price level 
changes 



Change in Quantity Demanded

A change in the quantity 
demanded of Real GDP 
is the result of a change 
in the price level.

A change in the quantity 
demanded of Real GDP 
is graphically 
represented as a 
movement from one 
point, A, on AD1 to 
another point, B, on 

AD1.



A change in AD is 
graphically 
represented as a 
shift in the AD 
curve from AD1 to 

AD2

Change in Aggregate Demand



Shifting the Aggregate Demand Curve



Demand-pull 

inflation: rapid 

increases in AD 

outpace the growth 

of AS, causing 

price level 

increases 

(inflation).

Shifting the Aggregate Demand Curve



Factors that Change AD

 Change in consumption (C), investment

(I), government expenditure (G), and net 

export (NX) shifts AD. 

 But the question is what changes C, I, G, 

and NX? 

Fiscal policy and monetary policy



Factors That Change Consumption (C)

1. Wealth

2. Expectations about future prices and 

income

3. Interest rate, and

4. Income taxes



Expectations

An increase in expected future income
increases the amount of consumption goods 
that people plan to buy today and increases 
aggregate demand.

An increase in expected future inflation
increases aggregate demand today because 
people decide to buy more goods and services 
now before their prices rise.

An increase in expected future profit increases
the investment that firms plan to undertake 
today and increases aggregate demand.

Aggregate demand



Factors That Change  Aggregate 
Demand & Consumption/Wealth

Wealth - The value of all assets owned, both

monetary and non- monetary 

Wealth ↑ → C ↑→ AD ↑

Wealth↓ → C ↓→ AD ↓



Factors That Change  Aggregate 
Demand & Consumption/Prices

Expect higher future prices → C↑ → AD↑

Expect lower future prices → C↓ → AD↓



Factors That Change  Aggregate 
Demand & Consumption/Income

Expect lower future income → C↓ → AD↓

Expect higher future income → C ↑ → D↑



Factors That Change  Aggregate Demand & 
Consumption/Interest Rates 

Interest Rate ↑ → C↓ → AD↓

Interest Rate ↓ → C ↑ → AD↑



Factors That Change  Aggregate Demand & 
Consumption/Income Taxes

Income taxes ↑ → C↓  → AD↓ 

Income taxes ↓ → C ↑ → AD↑ 



Factors That Change Investment (I)

1. Interest rate

2. Expectations about future sales, and

3. Business taxes



Factors That Change  Aggregate 
Demand & Investment/ Interest Rates

Interest rates ↑ → I↓  → AD↓ 

Interest rates ↓ → I ↑ → AD↑ 



Factors That Change  Aggregate 
Demand & Investment/ Future Sales

Optimistic about future sales → I ↑ → AD↑ 

Pessimistic about future sales → I↓  → AD↓ 



Factors That Change  Aggregate Demand & 
Investment/ Business Taxes

Business taxes↓ → I↑ → AD↑

Business taxes↑ → I↓  → AD↓



Factors That Change Net Export (NX)

1. Foreign real national income

2. Exchange rate, and

3. Price level of domestic goods and

foreign goods



Factors That Change  Aggregate Demand & 
Net Exports/ Foreign Real National Income

Foreign real national income ↑ → EX↑ → NX↑ →AD↑ 

Foreign real national income ↓ → EX↓ → NX↓ →AD↓



Factors That Change  Aggregate Demand & Net 
Exports/ Exchange Rate

Currency appreciates → EX↓ and IM ↑ → NX↓
→AD↓

Currency depreciates → EX↑ and IM ↓ → NX↑
→AD↑



Factors That Change  Aggregate Demand & Net 
Exports/ Price level

Domestic price level increases → EX↓ and IM ↑ →

NX↓ →AD↓

Domestic price level decreases → EX↑ and IM ↓ →

NX↑ →AD↑



Change in Aggregate Demand



Summary of Factors That Change  AD



2- Short-Run Aggregate Supply Curve 
(SRAS)

Aggregate Supply - The quantity supplied of 
all goods and  services (Real GDP) at different 
price levels.

Short-Run Aggregate Supply Curve (SRAS) - A 
curve that shows the quantity supplied of all 
goods and services (Real GDP) at different 
price levels.



The quantity of real GDP supplied (Y),
depends on:

• The quantity of labor employed

• The quantities of capital and human 
capital and the technologies they embody

• The quantities of land and natural 
resources used

• The amount of entrepreneurial talent 
available

Aggregate supply



Short-Run Aggregate Supply Curve

The short-run 
aggregate supply curve 
(SRAS) is upward-
sloping, specifying a 
direct relationship 
between the price level 
and the quantity 
supplied of Real GDP.



Why Does the SRAS Aggregate Supply 
Curve Slope Upward?

 Wages are “locked in” - inflexible for few years 

due to labor contracts or perhaps because of 

social conventions.

While firms pay nominal wages, they often decide how 
many workers to hire based on real wages.



Sticky Wages and the Real Wage Rate - Workers

The Real wage = Nominal wage / Price level.

Price level ↑→Real wage ↓, 

Price level ↓→Real wage ↑, 

As real wage ↑ more individuals are willing to 

work, and current workers are willing to work 

more at higher real wages than at lower real 

wages and vice versa.

 Real wage↑→ Quantity supplied of labor ↑

 Real wage↓→ Quantity supplied of labor ↓



Sticky Wages and the Real Wage Rate - Firms

Firms will employ more workers the cheaper it is to hire 

them.

Price ↓→ Real wage↑→ Quantity of labor demanded↓

Price ↑→ Real wage↓→ Quantity of labor demanded↑

Thus, if wages are sticky, an increase in the price level 

(which pushes real wages down) will result in an increase in 

quantity of labor demanded and, thus, an increase in output. 

This is what an upward-sloping SRAS curve represents:

 As the price level rises, the quantity supplied of goods 

and services rises. The opposite occurs if price levels fall.



Changes in Aggregate Supply



Factors that shift the Aggregate Supply 
Curve

• deregulation

Good weather

Public policyPublic policy
• waste and 

inefficiency

• supply-side policies
• over-regulation• tax cuts

•Capital deterioration• more capital
• more labor

• higher input prices• lower input prices
• higher wage rates• lower wage rates

Factors That Shift the Aggregate Supply Curve

Shifts to the Left
Decreases in Aggregate Supply

Shifts to the Right
Increases in Aggregate Supply

• technological change

StagnationEconomic growth

Higher costsLower costs

Bad weather, natural 

disasters, 

destruction, wars



Cost-push 

inflation: cost 

increases push AS 

to the left (relative 

to AD), causing 

price level 

increases 

(inflation).

Effects of a Change in Aggregate Supply



Changes in SRAS—Shift in SRAS



Changes in SRAS—A Summary



Short-run Equilibrium

At P1, the quantity supplied of 
Real GDP is greater than the 
quantity demanded. As a result, 
the price level falls and firms 
decrease output. 
At P2, the quantity demanded 
of Real GDP is greater than the 
quantity supplied. As a result, 
the price level rises and firms 
increase output.
Short-run equilibrium occurs at 
point E, where the quantity 
demanded of Real GDP equals the 
(short-run) quantity supplied. 



How a 

Factor 

Affects 

the Price 

Level 

and Real 

GDP in 

the Short 

Run. 



3- Long-Run Aggregate Supply  Curve 
(LRAS )

The LRAS curve is a vertical line 
at the level of Natural Real GDP. 

It represents the level of Real 
GDP the economy produces when 
wages and prices have adjusted to 
their (final) equilibrium levels.

 Natural Real GDP is the Real 
GDP that is  produced at the 
natural unemployment rate. 

 Or, it is the Real GDP which is 
produced when the economy is 
in long-run equilibrium.

 Graphically, long-run equilibrium occurs at 

the intersection of the AD and LRAS curves.



Disequilibrium

When the economy is in neither short-run 
equilibrium nor long-run equilibrium, it is said  
to be in disequilibrium.

 Disequilibrium is the state of the economy as it  
moves from one short-run equilibrium to another 
or from short-run equilibrium to long-run equilibrium.

 In disequilibrium, quantity supplied of Real GDP and 
quantity demanded of Real GDP are not equal.



Three States of the Economy

(1) Real GDP is equal to Natural Real GDP  
(long-run equilibrium).

(2) Real GDP is less than Natural Real GDP
(recessionary gap).

(3) Real GDP is greater than Natural Real 
GDP (inflationary gap).



(1) Long-run Equilibrium

The economy is 
currently operating at a 
Real GDP level of 
Q1,which is equal to QN. 

In other words, the 
economy is producing its 
Natural Real GDP or 
potential output. 

When this condition 
(Q1= QN) exists, the 
economy is said to be in 
long-run equilibrium.



(2) Recessionary (Contractionary) Gap

 The condition where 
the Real GDP the 
economy is producing 
is less than the Natural 
Real GDP and the 
unemployment rate is 
greater than the natural 
unemployment rate.



(2) Recessionary (Contractionary) Gap
(Continued)

The economy is currently 
in short-run equilibrium at a 
Real GDP level of Q1.

QN is Natural Real GDP or 
the potential output of the 
economy.

Notice that Q1< QN. When
this condition (Q1< QN) exists,
the economy is said to be in a 
recessionary gap.



(3) Inflationary (Expansionary) Gap

 The condition where 
the Real GDP the 
economy is producing is 
greater than the Natural 
Real GDP and the 
unemployment rate is less 
than the natural 
unemployment rate.



(3) Inflationary (Expansionary) Gap
(Continued)

The economy is currently 
in short-run equilibrium at a 
Real GDP level of Q1. 

QN is Natural Real GDP or 
the potential output of the 
economy. 

Notice that Q1>QN. When 
this condition (Q1>QN) exists, 
the economy is said to be in an 
inflationary gap.



The Labor Market and 
the Three States of the Economy

The above table summarizes three possible states of the 
economy and the related states of the labor market.



The Self-Regulating Economy

 Some economists believe that the economy is 

self regulating.

 In other words, if the economy is not at the 

natural unemployment rate (or full employment)—

that is, if the economy is not producing Natural

Real GDP—then it can move itself to this position.

 Next few slides, describes how a self-regulating 

economy works.



Self Regulating Economy
Closing the Recessionary (Contractionary) Gap

 The economy is at P1 

and Real GDP of $9 
trillion. 

 Because Real GDP is 
less than Natural Real 
GDP ($10 trillion), the 
economy is in a 
recessionary gap and 
the unemployment rate is 
higher than the natural 
unemployment rate. 



Self Regulating Economy
Closing the Recessionary (Contractionary) Gap

 Wage rates fall, and the 
short-run aggregate supply 
curve shifts from SRAS1 to 
SRAS2.

 As the price level falls, the 
real balance, interest rate, 
and international trade 
effects increase the quantity 
demanded of Real GDP.

 Ultimately, the economy 
moves into long-run 
equilibrium at point 2.



Self Regulating Economy
Closing the Recessionary (Contractionary) Gap

 Recessionary gap        Unemployment rate > 
Natural unemployment rate        Surplus in labor 
market         Wages fall        SRAS curve shifts to the 
right        Economy moves into long run equilibrium.



Self Regulating Economy
Closing the Inflationary (Expansionary) Gap

The economy is at P1 and 
Real GDP of $11 trillion.

Because Real GDP is 
greater than Natural Real 
GDP ($10 trillion), the 
economy is in an 
inflationary gap and the 
unemployment rate is lower 
than the natural 
unemployment rate. 



Self Regulating Economy
Closing the Inflationary (Expansionary) Gap

 Wage rates rise, and the 
short-run aggregate 
supply curve shifts from 
SRAS1 to SRAS2.

 As the price level rises, 
the real balance, interest 
rate, and international 
trade effects decrease the 
quantity demanded of 
Real GDP.

 Ultimately, the economy 
moves into long-run 
equilibrium at point 2.



Self Regulating Economy
Closing the Inflationary (Expansionary) Gap

 Inflationary gap           Unemployment rate < 
Natural unemployment rate        Shortages in labor 
market          Wages rise        SRAS curve shifts to the 
left        Economy moves into long run equilibrium. 



Recessionary gap

Full employment

Inflationary gap



Self Regulating Economy
From Short-run to Long-run

CONCLUSIONS

 If the economy is self-regulating, a decrease in AD can 

lower the price level and Real GDP in the short run, but in 

long run the only effect of a decrease in AD is a lower price 

level.  

 If the economy is self-regulating, an  increase in AD can 

raise the price level and Real GDP in the short run, but in 

long run the only effect of an increase in AD is a rise in the 

price level.  



Changing One Shot Inflation Into Continued 
Infaltion


