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9.18: Flexible Prices and Graphing in the Neoclassical Model

Learning Objectives
Analyze the role of flexible prices in the neoclassical model
Describe and show how the AD-AS curve fluctuates according to the neoclassical model

The Role of Flexible Prices

How does the macroeconomy adjust back to its level of potential GDP in the long run? What if aggregate demand increases or
decreases? The neoclassical view of how the macroeconomy adjusts is based on the insight that even if wages and prices are
“sticky”, or slow to change, in the short run, they are flexible over time. To understand this better, let’s follow the connections from
the short-run to the long-run macroeconomic equilibrium.

The aggregate demand and aggregate supply diagram shown in the interactive graph below (Figure 1) shows two aggregate supply
curves. The original upward sloping aggregate supply curve (AS ) is a short-run or Keynesian AS curve. The vertical aggregate
supply curve (ASn) is the long-run or neoclassical AS curve, which is located at potential GDP. The original aggregate demand
curve, labeled AD , is drawn so that the original equilibrium occurs at point E , at which point the economy is producing at its
potential GDP.

Now, imagine that some economic event boosts aggregate demand: perhaps a surge of export sales or a rise in business confidence
that leads to more investment, perhaps a policy decision like higher government spending, or perhaps a tax cut that leads to
additional aggregate demand. The short-run Keynesian analysis is that the rise in aggregate demand will shift the aggregate demand
curve out to the right, from AD  to AD , leading to a new equilibrium at point E  with higher output, lower unemployment, and
pressure for an inflationary rise in the price level.

An interactive or media element has been excluded from this version of the text. You can view it online here:
http://pb.libretexts.org/mlum/?p=407

 
Figure 1 (Interactive Graph). The Rebound to Potential GDP after AD Increases.

In the long-run neoclassical analysis, however, the chain of economic events is just beginning. As economic output rises above
potential GDP, the level of unemployment falls. The economy is now above full employment and there is a shortage of labor. Eager
employers are trying to bid workers away from other companies and to encourage their current workers to exert more effort and to
put in longer hours. This high demand for labor will drive up wages. Most workers have their salaries reviewed only once or twice
a year, and so it will take time before the higher wages filter through the economy. As wages do rise, it will mean a leftward shift in
the short-run Keynesian aggregate supply curve back to AS , because the price of a major input to production has increased. The
economy moves to a new equilibrium (E ). The new equilibrium has the same level of real GDP as did the original equilibrium
(E ), but there has been an inflationary increase in the price level.

Try It

https://assessments.lumenlearning.co...sessments/7550

This description of the short-run shift from E  to E  and the long-run shift from E  to E  is a step-by-step way of making a simple
point: the economy cannot sustain production above its potential GDP in the long run. An economy may produce above its level of
potential GDP in the short run, under pressure from a surge in aggregate demand. Over the long run, however, that surge in
aggregate demand ends up as an increase in the price level, not as a rise in output.

The rebound of the economy back to potential GDP also works in response to a shift to the left in aggregate demand. The
interactive graph below (Figure 2) again starts with two aggregate supply curves, with AS  showing the original upward sloping
short-run Keynesian AS curve and ASn showing the vertical long-run neoclassical aggregate supply curve. A decrease in aggregate
demand—for example, because of a decline in consumer confidence that leads to less consumption and more saving—causes the
original aggregate demand curve AD  to shift back to AD . The shift from the original equilibrium (E ) to the new equilibrium (E )
results in a decline in output. The economy is now below full employment and there is a surplus of labor. As output falls below
potential GDP, unemployment rises. While a lower price level (i.e., deflation) is rare in the United States, it does happen from time
to time during very weak periods of economic activity. For practical purposes, we might consider a lower price level in the AD–AS

0

0 0

0 1 1

1

2

0

0 1 1 2

0

0 1 0 1

https://libretexts.org/
https://biz.libretexts.org/@go/page/47422?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Macroeconomics_(Lumen)/09%3A_Keynesian_and_Neoclassical_Economics/9.18%3A_Flexible_Prices_and_Graphing_in_the_Neoclassical_Model
http://pb.libretexts.org/mlum/?p=407#pb-interactive-content
https://assessments.lumenlearning.com/assessments/7550


9.18.2 https://biz.libretexts.org/@go/page/47422

model as indicative of disinflation, which is a decline in the rate of inflation. Thus, the long-run aggregate supply curve ASn, which
is vertical at the level of potential GDP, ultimately determines the real GDP of this economy.

An interactive or media element has been excluded from this version of the text. You can view it online here:
http://pb.libretexts.org/mlum/?p=407

 
Figure 2 (Interactive Graph). A Rebound Back to Potential GDP from a Shift to the Left in Aggregate Demand.

Again, from the neoclassical perspective, this short-run scenario is only the beginning of the chain of events. The higher level of
unemployment means more workers looking for jobs. As a result, employers can hold down on pay increases—or perhaps even
replace some of their higher-paid workers with unemployed people willing to accept a lower wage. As wages stagnate or fall, this
decline in the price of a key input means that the short-run Keynesian aggregate supply curve shifts to the right from its original
(AS  to AS ). The overall impact in the long run, as the macroeconomic equilibrium shifts from E  to E  to E , is that the level of
output returns to potential GDP, where it started. There is, however, downward pressure on the price level. Thus, in the neoclassical
view, changes in aggregate demand can have a short-run impact on output and on unemployment—but only a short-run impact. In
the long run, when wages and prices are flexible, potential GDP and aggregate supply determine the size of real GDP.

Try It

https://assessments.lumenlearning.co...sessments/7551

Watch It

This video uses the AD-AS model to present the neoclassical perspective of the effects of changes in aggregate demand on real
GDP and employment. On the graph, you can see that a decrease in aggregate demand leads to a recession. Over time, though,
wages will fall, shifting aggregate supply to the right, bringing prices down as well. This process continues until equilibrium
returns to the LRAS line, with full employment. Similarly, an increase in aggregate demand leads to an inflationary gap, causing
wages to increase over time until the aggregate supply curve shifts to the left, raising prices and returning equilibrium to LRAS and
full employment.

In both cases, aggregate demand changes have no long run effect on real GDP or employment, but only on wages and prices. This
is what neoclassicals believe. 

 

An interactive or media element has been excluded from this version of the text. You can view it online here:
http://pb.libretexts.org/mlum/?p=407
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