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Aggregate supply 
 
A ggregate supply is the total supply of goods and services in the econom y. It is m easured 
in pounds and is the equivalent of real national incom e, or output. 
 
In the short run aggregate supply is upw ard sloping as firm s feel they can increase output 
and so profit at a higher price. In reality this just causes inflation. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
A t a low  output (up to N Y1) the supply curve is perfectly elastic. This is because the 
econom y is producing far inside its PPC. At this level there is an excess supply of labour 
(due to high unem ploym ent of resources at an equilibrium  up to N Y1) so all firm s can 
increase supply w ithout raising the price as there is little extra cost involved in them  doing 
so. 
 
Betw een N Y1 and N Y2 businesses m ust pay increasingly m ore for resources as they becom e 
increasingly harder to obtain as the econom y gets nearer to full capacity. Firm s have to pay 
higher prices to obtain resources as they becom e m ore scarce and this increase in cost is 
passed on to the consum er, causing inflation both cost push and dem and pull inflation. A s 
the econom y’s output increases nearer to full capacity the negative output gap im proves. 
 
W hen the econom y reaches N Y2 there is only a natural rate of unem ploym ent w ithin the 
econom y. The econom y is w orking at its full capacity so any shift of the m arket equilibrium  
outw ard w ill cause only dem and pull inflation. A t price level P1 the econom y is producing 
on its PPC, at price levels above P1, such as P2, the econom y is overheating. 
 
 
 
 
 
 
 
 
 
 
 
A n increase of real output in an econom y can be seen on a PPC as a shift outw ards. This 
can also be show n as a shift outw ards of the aggregate supply curve. W hereas a shift in 
aggregate dem and is caused by a change in C, I, G or net exports a shift in supply is caused 
by a change in either the quality of quantity of resources available in an econom y. 
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C A t N Y2 the econom y is 
operating at full capacity, 
on its PPC. 



Gareth Jones – http://cyro.cs-territories.com / 

 

 Q uality Q uantity 

Land Fertilisers or conservation. D iscovery of new  natural resources or 
reclam ation. 

Labour Training and education. Im m igrant labour, increasing the 
pension age, low ering the 
com pulsory schooling age or part 
tim e and the unem ployed w orking. 

Capital Research and developm ent. Investm ent. 

Enterprise Initiatives. Training. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The m acroeconom ic objectives of the governm ent are: 
 

• Low  and stable inflation. 

• Low  unem ploym ent. 

• Sustainable econom ic grow th, 

• Equilibrium  in the balance of paym ents. 
 
H ow ever, to achieve all of these objectives is im possible so the governm ent m ust m ake 
tradeoffs betw een objectives. Targeting unem ploym ent is likely to cause a rise in inflation 
as the aggregate supply curve show s; increasingly scarce resources cause firm s costs to 
increase and so inflation. 
 
Econom ic grow th w ill bring about a rise in national incom e, and as m ost of the U K’s luxury 
goods are im ported this is likely to cause a w orsening deficit on the balance of paym ents. 
There is also a trade off betw een the balance of paym ents equilibrium  and inflation as a 
depreciating exchange rate m akes exports m ost com petitive in foreign m arkets so the 
balance of paym ents w ill w ork tow ard an equilibrium  level. H ow ever a depreciating 
exchange rate w ill also cause im ports to becom e m ore expensive and so inflation in the U K 
econom y. 
 
To m anage these changes in supply the governm ent has four key tools: 
 

• Fiscal policy – the use of governm ent expenditure and taxation to influence the 
level of econom ic activity. 

• M onetary policy. 

• Supply-side policy. 
o Exchange rate policy. 
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Fiscal policy 
 
Fiscal policy is the use of governm ent expenditure and taxation to influence the level of 
econom ic activity. 
 
Suppose the U K has a 15%  rate of unem ploym ent. The U K governm ent decides to 
im plem ent an expansionary fiscal policy. This m ay involve: 
 

• D ecrease in the rate of direct taxes such as incom e tax (causing an increase in C). 

• Increase personal allow ances (causing an increase in C). 

• D ecrease corporation tax (causing an increase in I). 

• Low er indirect tax rates (such as VAT), although this is not as effective as low ering 
direct tax rates (causing an increase in C). 

• Increase governm ent discretionary spending (an increase in G). 
 
This low ers disincentives to w ork, so is likely to reduce unem ploym ent in the econom y. 
This w ill shift the dem and curve outw ard from  A D 1 to AD 2 and an increase in the price level 
in the econom y from  P1 to P2. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
There is an increase in real national incom e w hich causes an increase in output so there is a 
decrease in unem ploym ent. H ow ever the price level increases as resources are becom ing 
scarcer. 
 
Im plem enting an expansionary fiscal policy is not a good idea w hen: 
 

• N ear or at full em ploym ent as there w ill be proportionally large inflation com pared 
to the change in national incom e as A D  is inelastic. 

• H ow  increased discretional spending is increased. 

• W hat the governm ent spends the m oney on. 
o Governm ent spending on transfer paym ents causes a disincentive to w ork. 

A S w ill be affected and w ill not shift outw ards at the norm al rate. H igh 
levels of voluntary unem ploym ent could cause AS to shift to the left in the 
LR. 

 
Governm ent discretional spending has tw o parts, capital spending on assets that w ill be 
used again and again and current spending on consum ables. In the shirt run both w ill 
increase the G com ponent of A D , yet in the long run only capital spending w ill increase A S. 
 
H om ew ork: Com plete grid about applying fiscal policies in the long and short run to the 
four econom ic problem s and any problem s associated w ith applying those policies. 
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