Long Run Aggregate Supply
The long run aggregate supply curve is the most controversial topic you will encounter in IB economics! It is fundamental to our understanding of how the economy works, and what measures will be most efficient in dealing with various problems. For example, the disagreement between Republicans and Democrats over how to deal with the economic crisis in the United States can actually be said to boil down to their different views of the LRAS curve! While Republicans prefer lower taxes, Democrats are more in favour of increasing government spending.
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The fact that the topic is controversial also makes it one of the most interesting subjects to study. As you read this article, do take some time to stop and try to decide which view you agree with and why. It will be very useful to know and understand all the arguments for your exams, and being able to give reasons as to why you think that one view is better than the other in a certain situation may be the different between a 6 and a 7.
The neo-classical LRAS curve
The macroeconomic long run is defined as the period of time during which no price of any factor of production is fixed. Instead, the prices of factors of production are completely mobile and fluctuate according to supply and demand.
Neo-classical economists primarily share one thing: their belief in the market forces. They think that the forces of supply and demand in the long run will ensure that there is perfect allocation of resources.
Example
A construction company is looking to hire workers to construct a new building. They realise however that the wages of construction workers are too high for them to be able to recoup all the labour costs when selling the building. As a result, they decide not to undertake the project, and therefore not to hire any workers. The result is unemployment.
Unemployment means that the supply of labour increases. You will remember from microeconomics that when the supply of a product or service increases, the price falls. Consequently, when there is unemployment, the price of labour falls. When the construction company realises this, they will reconsider the construction of the building, and, now that wages are low, they will hire the workers. Thus, lower wages result in lower unemployment.
In other words, the neo-classicals assume that the market auto-adjusts. A natural consequence is that they view any government intervention to control the market as something inherently evil. Neo-classicals argue that such intervention in the shape of high company taxes, minimum wage legislation etc. merely results in failure of the market to correct itself.
The result of the view that the market always corrects itself is a completely vertical LRAS curve. This can be seen in the diagram below. The explanation for this is very straightforward. Remember that the long run is defined as the period of time when the prices of the factors of production are completely mobile. This means that, as opposed to microeconomic supply and SRAS, the level of output in the economy is entirely independent of the level of prices. A change in the level of prices merely results in a movement along the LRAS. Instead, the neo-classicals argue that what determines the level of potential real GDP in the economy is thequantity and quality of the factors of production. The neo-classical LRAS represents the point of potential output if all of the factors of production were employed. This is known as thelevel of full employment. This is the level of real GDP that the economy will always auto-adjust back to.
 
Examiner Tip
Note! The level of full employment, despite its name, does not mean that there is no unemployment in the country at all. It means that there is only natural unemployment – a concept that you will study in more detail later.
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The Keynesian LRAS curve
The name of the Keynesian LRAS curve is derived from its inventor, John Maynard Keynes. Keynes was a British economist born in Cambridge in 1883, and most famous for his theories on how to help Britain (and the world) escape the Great Depression.
The Keynesian LRAS curve is very different from the neo-classical LRAS. While the neo-classicals assume that the market will always auto-adjust so as to make sure the economy operates at levels of full employment, Keynes rejected this view. Observing the mass unemployment during the Great Depression, he sought to devise an alternative theoretical explanation. Have a look at the chart below.
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The Keynesian LRAS curve has an elastic (horizontal) section, an upward sloping section, and an inelastic (vertical) section similar to the neo-classicist curve. Keynes observed that when the economy is operating at low levels of real GDP, as during the great depression, it is possible to increase aggregate demand without causing an increase in the level of prices. This is because there, at such times, is mass unemployment and thus large numbers of unused factors of production. The fact that there is so much unused capacity means that an increase in output would NOT result in increased costs of production (for example, rather than paying workers higher wages to work overtime, a factory could just employ more people to work during regular hours).
Keynes argued that the best way to increase aggregate demand towards higher levels of real GDP would be to focus on the "government spending" component. By financing, for example, the building of roads and hospitals, the government may, according to Keynes, reduce unemployment while at the same time add value to the country in terms of infrastructure and welfare services. This is to be contrasted with the neo-classicals who are opposed to government intervention since they think that such policies will either cause inflation or distort the market or both.
Keynes thus argues that it is possible to increase AD in an economy without causing inflation while the economy is operating at low levels of real GDP. As the economy is approaching a level of full employment, it will become more difficult to find spare capacity. The result is an upward-sloping LRAS curve, meaning that an increase in AD will increase real GDP, but also cause some inflation (at Y2 in the diagram above). Once the economy is at full employment, the Keynesian LRAS works in exactly the same way as the neo-classical LRAS; any increase in AD beyond point Y3 in the diagram above will result in inflation without an increase in real GDP.
Why are there different views?
The different views as to the shape of the LRAS curve stem from different views of how the economy as a whole actually works. The neo-classicals argue that the prices of the factors of production, most importantly labour, are completely mobile, and hence that the market will always correct itself in the long run: unemployment will lead to a fall in wages, and consequently increased demand for labour. The Keynesian view ultimately rejects this free-market approach. Keynesians argue that, because of government and trade union intervention in the market, most importantly to impose minimum wage legislation, wages are sticky downwards. That is, while wages are quick to rise when there is a shortage of labour, there are strong forces preventing them from falling again when there is unemployment. As a result, the labour market does not auto-correct, and there is potential for mass unemployment. The outcome is that, in periods of low levels of real GDP, it is very possible for the government to rely on policies to increase AD, thereby lowering unemployment without causing inflation.
Which is the better view?
The question of which is the better view is one of the great macroeconomic questions of our time, and much of the controversy is associated with the fact that the two camps seem to be "talking past" each other. That is, the neo-classicals and the Keynesians are referring to different things. Imagine that you and your friend are trying to agree on which is the best novel ever written in the English language. You claim that the answer is John Milton's "Paradise Lost". Your friend disagrees, refusing to accept that “Paradise Lost” is anything but an epic poem. Any efforts to reach an agreement would be futile since you do not share the same premises for the argument. This is exactly what is going on with Keynesians and neo-classicals as they debate the shape of the LRAS curve.
The assumptions stipulated by the neo-classicals, that the prices of the factors of production are completely mobile in the long run and that the market therefore auto-adjusts, cannot lead to any other outcome than a vertical LRAS curve. In fact, the neo-classicals argue that free mobility in the prices of the factors of production is the very definition of the long run. Nevertheless, Keynes has devised his LRAS curve on the assumption that, in fact, the price of labour is NOT completely mobile – it is sticky downwards and, as such, there is the possibility of mass unemployment. Hence, Keynes has a horizontal section of the LRAS curve. From a strictly theoretical perspective, Keynes is wrong as his curve contradicts the definition of the long run.
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However, the simple and straightforward response by Keynesians is that their LRAS curve is a better reflection of reality. There can be mass unemployment, wages are sticky downwards, and the government can increase real GDP by increasing the government spending component of aggregate demand. In fact, with the recent economic crisis, initiated by the collapse of the housing market in the U.S. in 2008, governments around the world have resorted to the Keynesian approach to save jobs. The Obama administration has, for example, launched a rescue package to save the American car industry. In other words, the Keynesian view seems to be the currently accepted approach as being the better reflection of reality despite the fact that it contradicts economic theory.
The debate between Keynesians and neo-classicals can be seen on YouTube (F.A Hayek was a leading neo-classical economist).
 
What you should know
· The macroeconomic long run is the period of time when no prices of any factor of production is fixed.
· The neo-classical LRAS curve is completely vertical and based on the idea that the market will always auto-adjust given the complete flexibility of the prices of the factors of production.
· The Keynesian LRAS curve has three sections; a horizontal section representing the situation when the economy is in a recession, an upward sloping section to illustrate what happens when the economy approaches full capacity, and a vertical section similar to the neo-classical LRAS to show an economy operating at full capacity.
· The shape of the LRAS curve is very important when deciding on the policies to rely on in order to boost the economy.
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