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Aggregate Demand and
Aggregate Suppy

Chapter Objectives
Students will learn in this chapter:
• How the aggregate demand curve illustrates the relationship between the aggregate
price level and the quantity of aggregate output demanded in the economy.
• How the aggregate supply curve illustrates the relationship between the aggregate
price level and the quantity of aggregate output supplied in the economy.
• Why the aggregate supply curve is different in the short run as compared to the
long run.
• How the AS–AD model is used to analyze economic fluctuations.
• How monetary policy and fiscal policy can be used to try to stabilize the economy
in the short run.

Chapter Outline
Opening Example: The events leading up to the recession of 1979–1982 are compared
to the factors which led to the Great Depression. The important distinction is made that
the recession of 1979–1982 was largely due to supply shocks affecting the production
and price of oil, while the Great Depression was caused by a loss of business and consumer confidence, exacerbated by a banking crisis.

I. Aggregate Demand
A. Definition: The aggregate demand (AD) curve shows the relationship
between the aggregate price level and the quantity of aggregate output demanded by households, businesses, the government, and the rest of the world.
B. The aggregate demand (AD) curve is negatively sloped since the aggregate price
level is inversely related to the quantity of aggregate output demanded. This is
shown in Figure 12-1 (Figure 28-1) in the text.
C. Definition: The wealth effect of a change in the aggregate price level is the
effect on consumer spending caused by the effect of a change in the aggregate
price level on the purchasing power of consumers’ assets.
D. Definition: The interest rate effect of a change in the aggregate price level
is the effect on investment spending and consumer spending caused by the
effect of a change in the aggregate price level on the purchasing power of consumers’ and firms’ money holdings.
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E. There are two reason for the negative slope of the aggregate demand curve:
• The wealth effect of a change in the aggregate price level—a higher aggregate price level reduces the purchasing power of households’ wealth and
reduces consumer spending.
• The interest rate effect of a change in the aggregate price level—a higher
aggregate price level reduces the purchasing power of households’ and
firms’ money holdings, leading to a rise in interest rates and a fall in
investment spending.
F. The AD curve and the income expenditure model
1. Drop the assumption that the price level is fixed
G. Shifts of the Aggregate Demand Curve
1. An increase in aggregate demand means that the quantity of aggregate
output demanded increases at any given aggregate price level.
2. An increase in aggregate demand is shown by the rightward shift of the
aggregate demand curve, as illustrated in panel (a) in Figure 12-4 (Figure
28-4) in the text.
3. Aggregate demand increases when:
• Consumers and firms have optimistic expectations regarding the future
• Households’ wealth rises, due to reasons other than a decrease in the
aggregate price level
• Firms increase investment spending on physical capital
4. A decrease in aggregate demand means that the quantity of aggregate output demanded decreases at any given aggregate price level.
5. A decrease in aggregate demand is shown by the leftward shift of the
aggregate demand curve, as illustrated in panel (b) in Figure 12-4 (Figure
28-4) in the text.
6. Aggregate demand decreases when:
• Consumers and firms have pessimistic expectations regarding the
future
• Households’ wealth decreases, for reasons other than an increase in
the aggregate price level
• Firms reduce investment spending on physical capital
H. Government Policies and Aggregate Demand
1. Fiscal policy affects aggregate demand directly through government purchases, and indirectly through changes in taxes or government transfers.
2. Monetary policy affects aggregate demand indirectly through changes in
the interest rate.
3. Expansionary fiscal policies and expansionary monetary policies cause
aggregate demand to increase, or shift to the right.
4. Contractionary fiscal policies and contractionary monetary policies cause
aggregate demand to decrease, or shift to the left.

II. Aggregate Supply
A. Definition: The aggregate supply curve shows the relationship between the
aggregate price level and the quantity of aggregate output supplied.
B. The Short-Run Aggregate Supply Curve
1. Definition: The nominal wage is the dollar amount of the wage paid.
2. Nominal wages are assumed to be “sticky” or inflexible due to the fact
that they are determined by either labor contracts or informal wage agree-
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ments that businesses are reluctant to change in response to short-run
economic fluctuations.
3. Definition: The short-run aggregate supply (SRAS) curve shows the
relationship between the aggregate price level and the quantity of aggregate output supplied that exists in the short run, the period when many
production costs can be taken as fixed.
4. The short-run aggregate supply curve is positively sloped indicating that
as the aggregate price level increases, the quantity of aggregate output
supplied increases in the short run, as illustrated in Figure 12-5 (Figure
28-5) in the text.
5. The reason the short-run aggregate supply curve is positively sloped is
that, as the aggregate price level increases and wages remain sticky, it
becomes more profitable for firms to supply more output.
6. During the Great Depression, the economy moved down the short-run
aggregate supply curve, with deflation causing the quantity of aggregate
output supplied to decrease.
C. Shifts of the Short-Run Aggregate Supply Curve
1. Short-run aggregate supply increases when producers increase the quantity of aggregate output they are willing to supply at any given price level.
2. Short-run aggregate supply increases when:
• Commodity prices fall
• Nominal wages fall
• Any other factors change that decrease firms’ costs of production
• Productivity rises
3. An increase in short-run aggregate supply is demonstrated by a rightward
shift of the short-run aggregate supply curve.
4. Short-run aggregate supply decreases when producers decrease the
quantity of aggregate output they are willing to supply at any given price
level.
5. Short-run aggregate supply decreases when:
• Commodity prices rise
• Nominal wages rise
• Any other factors change that increase firms’ costs of production
• Productivity falls
6. A decrease in short-run aggregate supply is demonstrated by a leftward
shift of the short-run aggregate supply curve.
D. The Long-Run Aggregate Supply Curve
1. Definition: The long-run aggregate supply (LRAS) curve shows the relationship between the aggregate price level and the quantity of aggregate
output supplied that would exist if all prices, including nominal wages,
were fully flexible.
2. The long-run aggregate supply curve, LRAS, is vertical because changes in
the aggregate price level have no effect on aggregate output in the long
run.
3. Definition: Potential output is the level of real GDP the economy would
produce if all prices, including nominal wages, were fully flexible.
4. The long-run aggregate supply curve is vertical at the level of potential
output, as shown in Figure 12-7 (Figure 28-7) in the text.
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5. U.S. potential output has risen over time due to increases in physical and
human capital, and technological progress.
6. An increase in long-run aggregate supply is shown by a rightward shift of
the long-run aggregate supply curve.
7. A decrease in long-run aggregate supply is shown by a leftward shift of
the long-run aggregate supply curve.
E. From the Short Run to the Long Run
1. At any point in time, the economy is either operating on a short-run
aggregate supply curve or on the long-run aggregate supply curve.
2. It is possible for the economy to be operating on both a short-run aggregate supply curve and the long-run aggregate supply curve simultaneously
by being at that level of output where the short-run aggregate supply
curve and the long-run aggregate supply curve intersect.
3. If actual aggregate output exceeds potential aggregate output, nominal
wages will eventually rise in response to low unemployment, and aggregate output will fall, represented by a leftward shift of the short-run
aggregate supply curve. This adjustment process is shown in panel (a) in
Figure 12-9 (Figure 28-9) in the text.
(a) Leftward Shift of the Short-run
Aggregate Supply Curve

Aggregate
price
level

LRAS
SRAS2
A1

P1

YP

Y1

SRAS1

A rise in
nominal
wages
shifts SRAS
leftward.

Real GDP

4. If potential aggregate output exceeds actual aggregate output, nominal
wages will eventually fall in response to high unemployment, and aggregate output will rise, represented by a rightward shift of the short-run
aggregate supply curve. This adjustment process is shown in panel (b) in
Figure 12-9 (Figure 28-9) in the text.
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(b) Rightward Shift of the Short-run
Aggregate Supply Curve
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SRAS2

A fall in
nominal
wages
shifts SRAS
rightward.

A1
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Real GDP

III. The AS–AD Model
A. Definition: The AS–AD model uses the aggregate supply curve and the aggregate demand curve together to analyze economic fluctuations.
B. Short-Run Macroeconomic Equilibrium
1. Definition: The economy is in short-run macroeconomic equilibrium
when the quantity of aggregate output supplied is equal to the quantity
demanded. This is illustrated in Figure 12-11 (Figure 28-11) in the text.
2. Definition: The short-run equilibrium aggregate price level is the
aggregate price level in the short-run macroeconomic equilibrium.
3. Definition: Short-run equilibrium aggregate output is the quantity of
aggregate output produced in the short-run macroeconomic equilibrium.
C. Shifts of Aggregate Demand: Short-Run Effects
1. Definition: An event that shifts the aggregate demand curve is a demand
shock.
2. A negative demand shock, such as the collapse of business or consumer
confidence, shifts the aggregate demand curve to the left, resulting in a
decrease in the aggregate price level and a decrease in the equilibrium
level of aggregate output. This is illustrated in panel (a) in Figure 12-12
(Figure 28-12) in the text.
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(a) A Negative Demand Shock

Aggregate
price
level

A negative
demand shock...

SRAS
P1

...leads to a lower
aggregate price
level and lower
aggregate output.

E1

P2

E2
AD1
Y2

AD2
Y1

Real GDP

3. A positive demand shock, such as an increase in consumer spending,
shifts the aggregate demand curve to the right, resulting in an increase in
the aggregate price level and an increase in the equilibrium level of aggregate output. This is illustrated in panel (b) in Figure 12-12 (Figure 28-12)
in the text.
(b) A Positive Demand Shock

Aggregate
price
level

A positive
demand shock...

SRAS
P2

E2

P1

E1

...leads to a higher
aggregate price
level and higher
aggregate output.

AD2
AD1
Y1

Y2

Real GDP

D. Shifts of the SRAS Curve
1. Definition: An event that shifts the short-run aggregate supply curve is a
supply shock.
2. A negative supply shock, which increases firms’ cost of production, shifts
the SRAS curve to the left, resulting in an increase in the equilibrium
aggregate price level and a decrease in the equilibrium level of aggregate
output. This is illustrated in panel (a) in Figure 12-13 (Figure 28-13) in
the text.
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(a) A Negative Supply Shock

Aggregate
price
level

A negative
supply shock...

SRAS2
P2

SRAS1

E2

P1

...leads to lower
aggregate output
and a higher
aggregate price
level.

E1

AD
Real GDP

Y2 Y1

3. A positive supply shock, which decreases firms’ costs of production, shifts
the SRAS curve to the right, resulting in a decrease in the equilibrium
aggregate price level and an increase in the equilibrium level of aggregate
output. This is illustrated in panel (b) in Figure 12-13 (Figure 28-13) in
the text.
(b) A Positive Supply Shock

Aggregate
price
level

A positive
supply shock...

SRAS1
SRAS2

E1
P1
P2

...leads to higher
aggregate output
and a lower
aggregate price
level.

E2

AD
Y1 Y2

Real GDP

4. Definition: Stagflation is the combination of inflation and falling aggregate output.
E. Long-Run Macroeconomic Equilibrium
1. Definition: The economy is in long-run macroeconomic equilibrium
when the point of short-run macroeconomic equilibrium is on the longrun aggregate supply curve. Specifically, long-run macroeconomic equilibrium occurs where the AD, SRAS, and LRAS curves intersect. This is illustrated in Figure 12-14 (Figure 28-14) in the text.
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Aggregate
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AD
YP

Real GDP

Potential
output

2. Definition: There is a recessionary gap when aggregate output is below
potential output. This is illustrated in Figure 12-15 (Figure 28-15) in the
text.
Aggregate
price
level

2. …reduces the aggregate
price level and aggregate
output and leads to higher
unemployment in the short
run…

LRAS

SRAS1
SRAS2

P1
P2

E1

1. An initial negative
demand shock…

3. …until an eventual
fall in nominal wages
in the long run increases
short-run aggregate supply
and moves the economy
AD1 back to potential output.

E2

P3

E3
AD2
Y2

Y1

Potential
output

Real GDP

Recessionary gap

3. Definition: There is an inflationary gap when aggregate output is above
potential output. This is illustrated in Figure 12-16 (Figure 28-16) in the
text.
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Aggregate
price
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demand shock…
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Real GDP
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4. Definition: In the long run, the economy is self-correcting: shocks to
aggregate demand affect aggregate output in the short run but not in the
long run.

V. Macroeconomic Policy
A. Stabilization policy is the use of monetary or fiscal policy to offset demand
shocks.
B. Stabilization policy can lead to a long-term rise in the budget deficit and lower
long-run growth from crowding out.
C. Macroeconomic policies that are used to counteract a fall in aggregate output,
caused by a negative supply shock, will lead to higher inflation, while a policy
that counteracts inflation, caused by a positive supply shock, by reducing
aggregate demand will deepen a recession or depression.

Teaching Tips
Aggregate Demand
Creating Student Interest
Ask students what happens to the purchasing power of their checking accounts when the
average level of prices rises. Explain that from a macroeconomic perspective, an increase
in the aggregate price level diminishes all buyers’ purchasing power. Thus, as the aggregate price level rises, the quantity of aggregate output demanded decreases, as illustrated
by the downward-sloping aggregate demand curve.

Presenting the Material
It is critical that students can translate their understanding of the factors that shift the
aggregate demand curve to representing these concepts graphically. When discussing the
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factors that will shift the AD curve, draw graphs to illustrate these concepts, such as
those shown in Figure 12-4 (Figure 28-4) in the text.

Aggregate Supply
Creating Student Interest
Remind students of the devastation wrought by Hurricanes Katrina and Rita in 2005.
This is a great example of a supply shock. The physical capital that was destroyed by these
hurricanes diminished productive capacity and reduced oil production in this area of the
country, and hence decreased aggregate supply.

Presenting the Material
The short-run adjustment process demonstrated in panels (a) and (b) in Figure 12-9
(Figure 28-9)of the text can be explained in a somewhat less abstract manner by selecting specific values for potential output as well as specific output. By assigning these values within these graphs, students should be able to better understand the effects on
unemployment, nominal wages, and the SRAS curves in these graphs. Specifically, in
panel (a), let YP = $11,000 billion and Y1 = $12,500 billion, and in panel (b), let YP =
$11,000 billion and Y1 = $8,000 billion. Also tell students to assume that the initial
nominal wage is $15 per hour in each scenario.

The AS–AD Model
Creating Student Interest
Remind students that, thus far, aggregate demand and aggregate supply have been discussed in isolation from each other. However, a market is defined by bringing supply and
demand together. Therefore in this section aggregate demand and aggregate supply are
analyzed together.
Explain that, just as the supply and demand model could be used to determine the market price and quantity in a specific market, the aggregate supply and demand model will
allow us to determine the aggregate price level and level of real GDP in the economy as
a whole.

Presenting the Material
It is important for students to first see an initial equilibrium indicated in each graph, followed by the effects of a change in AS or AD on equilibrium aggregate output, and the
aggregate price level. This should be done from the following perspectives:
• Effect of a supply shock on AD, SRAS, equilibrium aggregate output, and equilibrium aggregate price level.
• Effect of a supply shock on AD, LRAS, equilibrium aggregate output, and equilibrium aggregate price level.
• Effect of a demand shock on AD, SRAS, equilibrium aggregate output, and equilibrium aggregate price level.

Macroeconomic Policy
Creating Student Interest
To stimulate discussion, ask students if there would ever be a situation in which policy
makers advocate a tax increase. From an economic perspective, some policy makers
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would push for a tax increase if they felt the funds would be used to pay down the government budget deficit. However, from a political perspective, such a policy may have few
advocates as constituents may reach aversely to a tax hike.

Presenting the Material
It is important for students to understand the difference between demand shocks and
supply shocks and the appropriate policy response to each. They should also understand
that there is both a short-run and a long-run impact of the shocks and/or policy
responses.
Start by presenting a graph illustrating a long-run macroeconomic equilibrium. Illustrate
the effect of an increase in aggregate demand. Note that real GDP increases (economic
growth is considered a good thing), but at the same time the price level increases (and
we would like to have price stability). Now present a new starting long-run macroeconomic equilibrium and illustrate a decrease in aggregate demand. Point out that real
GDP falls while the price level does not increase. The conclusion: when aggregate
demand shifts, we move toward one goal (growth in real GDP or stable prices) but away
from the other. This makes macroeconomic policy difficult. We have more ability to
manipulate aggregate demand than aggregate supply, but even if we shift the aggregate
demand curve through macroeconomic policy we move against one of our goals.
Now do the same presentation showing an increase and then a decrease in aggregate supply. Increasing aggregate supply helps to achieve both of our goals, but remember that
shifting aggregate supply through macroeconomic policy is not easy. Decreasing aggregate supply worsens both price stability and economic growth—showing why stagflation
is such a difficult macroeconomic problem.

Common Student Pitfalls
• The long run and the short run. It’s important to emphasize to students that
the long-run period referred to in this chapter with respect to long-run aggregate
supply is the same period that was analyzed in Chapter 12 in the context of longrun economic growth. Both concepts relate to an extended period during which
the economy’s rate of economic growth will correspond to the rate of growth of
potential output in the economy in the long run.
• Wealth. Students may be confused about why a change in wealth has the potential to cause both a shift of the aggregate demand curve as well as movement along
the aggregate demand curve. Explain that a change in wealth, independent of a
change in the aggregate price level, results in a shift of the aggregate demand
curve. However, movement along the aggregate demand curve will occur when
wealth is changed, due to a change in the aggregate price level. Emphasize that the
source of the change in wealth is an important factor in distinguishing whether
there is movement along, or a shift of, the aggregate demand curve.
• Investment. Students may erroneously think that a change in investment spending (I) shifts the aggregate supply curve. Explain that since I is a component of
aggregate spending or the demand for GDP, a change in I will result in a change in
the demand for GDP, which is shown as a shift in the aggregate demand curve.
• Who controls fiscal policy? Students may overestimate the control the President
has over fiscal policy in the economy. It is important to remind students that
while the President may propose, say a tax cut or an increase in government
spending, such a request must be approved by Congress.
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Case Studies in the Text
Economics in Action
Moving Along the Aggregate Demand Curve, 1979–1980—This EIA uses the situation following the oil crisis in 1979 (described in the chapter’s opening story) to explain the difference between a movement along the aggregate demand curve and a shift of the curve.
Ask students the following questions:
1. How did the oil crisis of 1979 affect consumers’ purchasing power?
(Answer: The oil crisis of 1979 resulted in a sharp increase in the aggregate price level, thereby diminishing consumers’ purchasing power.)
2. What effect did the oil crisis of 1979 have on the aggregate demand
curve? (Answer: The decrease in consumers’ purchasing power arising
from the oil crisis in 1979 led to movement up along the aggregate
demand curve, with the quantity of aggregate output falling as the aggregate price level rose.)
Prices and Output During the Great Depression—This EIA uses historical data (from 1929
to 1942) to illustrate a shift in the short-run aggregate supply curve.
Ask students the following questions:
1. Describe the movement along the economy’s short-run aggregate supply
curve during the period 1929–1933. (Answer: The economy was moving
down along the short-run aggregate supply curve during this period, as
both aggregate output and the aggregate price level fell.)
2. Describe the movement along the economy’s short-run aggregate supply
curve during the period 1933–1937. (Answer: The economy was moving
up along the short-run aggregate supply curve during this period, as both
aggregate output and the aggregate price level rose.)
3. Over the period 1929–1942, how did the short-run aggregate supply curve
shift, and why did it shift? (Answer: Over the period 1929–1942, the
short-run aggregate supply curve shifted to the right due to technological
progress during this time.)
Supply Shocks Versus Demand Shocks in Practice—This EIA makes the case that demand
shocks have caused recessions more frequently than supply shocks.
Ask students the following questions:
1. Is it possible for either supply shocks or demand shocks to cause recessions? (Answer: Both supply shocks and demand shocks are capable of
causing recessions. Historical data suggest that seven of the nine postwar
recessions have been due to demand shocks and two to supply shocks.)
2. How did the Arab–Israeli war of 1973 affect the U.S. economy? (Answer:
The Arab–Israeli war disrupted oil supplies, resulting in a supply shock
that shifted the SRAS curve to the left.)
Is Stabilization Policy Stabilizing?—This EIA asks the question, “Has the economy become
more stable since the government started trying to stabilize it?”
Ask students the following questions:
1. When did the government first begin trying to stabilize the economy?
(Answer: after WW II)
2. Have government attempts to stabilize the economy lead to a more stable
economy? (Answer: a qualified yes)
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3. What evidence indicates stabilization policies have worked? Why is the
answer “qualified”? (Answer: variations in the number unemployed
before and after WWII show more stability. It could have been due to
luck rather than policy)

For Inquiring Minds
What’s Truly Flexible, What’s Truly Sticky?—This FIM discusses the assumptions that
wages are sticky and the aggregate price level is flexible. It presents the conclusion that
even if these assumptions don’t fully hold, the aggregate supply curve will still be
upward-sloping.
Where’s the Deflation?—This FIM points out that since World War II economic fluctuations have taken place in an inflationary economy. This explains why we have seen
reductions in inflation, rather than deflation, accompanying recessions.
Keynes and the Long Run—This FIM introduces Keynes’s famous quote “In the long run
we are all dead.”

Global Comparison
The Supply Shock of 2007–2008—presents data illustrating a global negative supply shock
due to raw material price increases.

Activities
What Is the Effect on AD? (20 minutes)
Pair students and ask them to determine the effect on the short-run aggregate demand
(AD) curve for each of the following scenarios and sketch a graph to illustrate each
answer.
1. A decrease in consumer wealth occurs due to a plunge in stock prices.
(Answer: The AD curve will shift to the left.)
2. Households and businesses have more optimistic expectations regarding
future economic performance. (Answer: The AD curve will shift to the
right.)
3. There are higher levels of investment spending by businesses. (Answer:
The AD curve will shift to the right.)
4. The government cuts taxes for households and businesses. (Answer: The
AD curve will shift to the right.)
5. The Fed decreases the money supply. (Answer: The AD curve will shift to
the left.)

Which Way Does SRAS Shift? (15 minutes)
Ask students to work in pairs to determine the effect on the short-run aggregate supply
(SRAS) curve for each of the following scenarios. Also ask students to demonstrate their
graphical analysis in each case. Remind students to accurately label all lines, points, and
axes when drawing the graphs for these exercises.
1. Labor productivity increases in the macroeconomy. (Answer: The SRAS
curve will shift to the right.)
2. An earthquake destroys a significant amount of infrastructure in the
economy. (Answer: The SRAS curve will shift to the left.)
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3. Technological progress occurs in the economy. (Answer: The SRAS curve
will shift to the right.)

Understanding LRAS (10 minutes)
Pair students and ask them to answer the following thought questions.
1. Why is the LRAS curve vertical? (Answer: The LRAS curve is vertical
because despite any changes in the aggregate price level, aggregate output
cannot change from its fixed level, known as potential output. This is due
to the fact that all prices, including nominal wages, are fully flexible in
the long run.)
2. Can the LRAS curve shift? (Answer: Due to long-run economic growth,
the level of potential output can increase over time, resulting in a rightward shift of the LRAS.)

Shifting AS and AD (20 minutes)
Ask students to work in pairs to complete the following exercises.
1. Draw a short-run AS–AD graph showing the effect of a severe drop in
stock prices that decreases households’ and businesses’ wealth. Indicate
the effect on the equilibrium aggregate price level and equilibrium aggregate output.
2. Draw a short-run AS–AD graph showing the effect of a significant
decrease in the world supply of oil. Indicate the effect on the equilibrium
aggregate price level and equilibrium aggregate output.
3. Draw an AS–AD graph showing a recessionary gap.
4. Draw an AS–AD graph showing an inflationary gap.
Answers:
1. Aggregate

SRAS

price
level

P1

E1
E2

P2

AD1
AD2
Y2

Y1

Real GDP
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AD1
AD2
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4.
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All About Equilibrium (10 minutes)
Ask students to complete the following exercises.
1. Draw a graph illustrating short-run macroeconomic equilibrium.
2. Draw a graph illustrating long-run macroeconomic equilibrium.
Answers:
1.

Aggregate
price
level

SRAS

Short-run
macroeconomic
equilibrium

ESR

P1

AD
Y1

2.

Aggregate
price
level

Real GDP

LRAS
SRAS

ELR

P1

Long-run
macroeconomic
equilibrium

AD

YP

Potential
output

Real GDP

Debating the Usefulness of Macroeconomic Policies (20 minutes)
Divide the class into two groups: one in favor of government intervention in the economy and the other against it. Ask each group to create a list of talking points to defend
their position. Leave sufficient time for students to present their ideas as well as engage
in well-placed counterarguments.

Web Resources
The following websites provide data for U.S. inflation and GDP:
The Bureau of Labor Statistics (inflation): http://www.bls.gov/bls/inflation.htm.
The Bureau of Economic Analysis (GDP): http://www.bea.gov/national/index.htm#gdp.

