Understanding macroeconomic equilibrium
The previous lesson on aggregate demand and aggregate supply have focused on the theories underlying these models.
[image: Macroeconomic Equilibrium]
The purpose of this lesson is to explain how they work together, and further analyse the differences between the short run and the long run equilibrium. While the concept of "equilibrium" in itself is highly theoretical, there are very real political and economic implications associated with it. Inflation, unemployment and economic growth are all intimately connected with where the economy is performing in relation to the macroeconomic equilibrium.
Macroeconomic equilibrium in the short run
The short run macroeconomic equilibrium is the point of intersection of the AD and SRAS curves. As stated in the previous lesson on aggregate supply, this represents the point when the output in the economy is exactly equal to the demand by the population in the economy. Because aggregate supply meets aggregate demand, there is neither upward nor downward pressure on the level of prices, i.e. there is neither inflationary nor deflationary pressure. The level of prices thus remains stable at the short run equilibrium.
Macroeconomic equilibrium in the long run
The long run macroeconomic equilibrium is slightly more complicated for two reasons: firstly, illustrating long run equilibrium involves a combination of the long run and the short run, and secondly, the illustration depends on the shape of the LRAS curve. It is therefore useful to look at the neo-classical and the Keynesian LRAS curves in turn.
The neo-classical perspective
The neo-classicals argue that the LRAS curve is vertical and that it indicates the level of full employment. This is a consequence of the fact that the prices of all factors of production are completely mobile, and that the market hence will auto-adjust back to full employment.
The long run macroeconomic equilibrium is marked by the intersection of AD and LRAS. Any changes in AD, as seen in the diagram below, will thus affect the price level only. There is no effect on the level of real GDP.
[image: Neo-classical LRAS]
You might be curious as to the role of SRAS in relation to the neo-classicals LRAS curve? In fact, it is the interaction between AD and SRAS that explains why the price level increases or decreases without any change in real GDP in the long run! Imagine this situation: the economy is operating at the level of full employment, i.e. at macroeconomic equilibrium. However, because of government expansionary policy, aggregate demand shifts to the right. This creates aninflationary gap, i.e. a situation where there is an upward pressure on prices. This is illustrated in the diagram below.
[image: Neo-classical LRAS]
The new short-run equilibrium exists to the right of the long-run macroeconomic equilibrium. In other words, the economy is operating beyond full employment. Because the supply of labour is limited, firms will have to compete for workers in order to be able to produce a sufficient output to meet the high demand. The result is that wages increase; that is, the cost of the labour increases. Consequently, there will be a leftward shift in the SRAS curve as seen in the diagram below.
[image: Neo-classical LRAS]
Thus, as the AD curve shifts to the right, the SRAS curve shifts to the left as wages increase. This causes a new long-run equilibrium at the same level of real GDP, but at a higher price level. In other words, we do not produce more, but prices have increased.
The reasoning behind a deflationary gap is very similar. As AD falls, unemployment will rise and the price of labour (wages) falls. The result is a rightward shift of the SRAS curve and, consequently, a new equilibrium at the same level of real GDP, but at a lower price level.
Shifts of the neo-classical LRAS curve
Now, if the market always adjusts back to a macroeconomic equilibrium at the LRAS curve, is it ever possible to achieve a level of higher real GDP in the long run? The answer is obviously yes, and neo-classicals argue that the only way in which this can be done is through policies looking to shift the LRAS curve, so called supply-side policies.
 
Important
Supply-side policies are policies aimed at improving the quantity and quality of the factors of production.
Supply-side policies are usually divided into interventionist and market-based policies. Interventionist policies are a collective name for all things that the government may do to improve the factors of production, i.e. improvement by government intervention. For example, by providing education to children, the government can improve the workforce of tomorrow, thereby constantly improving the quality of labour. Furthermore, the government may improve infrastructure by building roads, providing high-speed Internet access etc., thereby improving the quality of the capital (factor of production).
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Market-based policies on the other hand are aimed at minimising government intervention and thereby allowing markets to operate more freely. Examples of market-based, supply-side policies include levying lower taxes on income, providing the population with an incentive to work harder, restricting trade union power, abolishing minimum wage legislation, reducing unemployment benefits and facilitating laws relating to the establishment and running of firms. Traditionally, interventionist supply-side policies have often been preferred by more left-wing parties, like the American Democrats, while right-wing parties, like the Republicans or the British Conservatives, often propagate in favour of a more market-based approach.
 
Examiner Tip
“As president, Reagan implemented sweeping new political and economic initiatives. His supply-side economic policies, dubbed "Reaganomics," advocated reducing tax rates to spur economic growth, controlling the money supply to reduce inflation, deregulation of the economy, and reducing government spending” – Wikipedia on Ronald Reagan
The Keynesian perspective
Keynesians, as opposed to neo-classicals, argue that wages are sticky-downwards. In other words, the price of the labour factor of production is not completely mobile. The result is a macroeconomic equivalent of market failure: the labour market fails to adjust and hence there is potential for real unemployment also in the long run. This is represented by the horizontal section of the Keynesian LRAS curve.
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The diagram above illustrates long-run macroeconomic equilibrium from a Keynesian perspective. When the AD curve is located in the horizontal section, at Y2,P2, there is a deflationary gap. Any increase in AD beyond Y2,P2 on the other hand will result in an inflationary gap, resulting in a higher level of prices while the level of real GDP remains constant. As you can see from the diagram, it is not necessary to use shifts in SRAS to explain changes in the long-run macroeconomic equilibrium from a Keynesian perspective. One explanation for this is that the Keynesian LRAS curve in itself can be said to be a mixture between a long run curve and a short run curve, as it assumes that wages are, to an extent, fixed.
Demand-side policies
[image: Social democracy]
As mentioned in the previous lesson outlining the principles behind the different LRAS curves, Keynesians argue that the government should engage in policies to increase AD if the economy is operating at a level below full employment. These policies are collectively known as demand-side policies to distinguish them from the supply-side policies mentioned above.
 
Important
Demand-side policies are all the policies aimed at influencing aggregate demand.
Remember that AD has four components, private consumption, investments by firms, government spending, and the net export effect. Increasing or decreasing any of these will affect AD as a whole. The method originally preferred by Keynes was that of increasing government spending, thereby increasing AD. For example, this could be done by undertaking big projects to build roads. It is very possible however that the same effect could be achieved by lowering income taxes, thereby raising real incomes and increasing consumption by private consumers in the economy. This is particularly effective in economies where consumers have a high tendency to consume: in many Asian countries, the savings ratio is much higher than in Western countries, and lowering taxes in such an economy would hence merely result in a leakage.
 
What you should know
· The macroeconomic equilibrium is the point at which the economy operates at full capacity, while there is neither downward nor upward pressure on the general level of prices.
· Neo-classicals argue that expansionary policy by the government to raise aggregate demand will cause inflation.
· Keynesians argue that expansionary policy by the government to raise aggregate demand is necessary while the economy is in recession in order to combat unemployment. Such policies do not result in inflation while the economy is operating on the horizontal section of the LRAS curve.
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