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Aggregate D & S 

Aggregate Demand: AD 

Demand for all goods and 

services in the entire 

economy. 

Aggregate Supply: AS 

Supply for the entire 

economy.   

Text page 217-218 

• Very elastic at low levels. No 

competition for (eg) workers. 

• Very inelastic at high output 

levels. Resources 

exhausted. Bidding up 

occurs. 
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Equilibrium Output and Price Level 

 Figure 10.5, page 219.  good note page 218 

Three Equilibriums: 

 AD1.  Full Employment. 

 AD2.  Recessionary Gap.   

 High unemployment. 

 Low inflation. 

 Low GDP. 

 AD3. Inflationary Gap. 

 High employment. 

 High inflation. 

 High GDP.  

 Scarce resources results in producers ‘bidding up’ input prices to high levels. 

p219 

Text page  

219 
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Changes in AD 

 GDP = C + I + G + (X-M) 
 Consumption + Investment + Gov’t spending + (Exports - Imports) 

 Changes to any of these will impact GDP. 

 Consumer income can go towards: 
1. Consumption. (60% of GDP) 

2. Taxes. 

3. Savings. 

4. Spent on imports ($ leave Country). 
 Consumption is what is left after #2,3,4 above. 

 Investment and Government spending 

 Also impact GDP.  

 Now review Figure 10.6 on page 221 to see the shift. 

 

Text page 220+ 
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Changes in Aggregate Demand con’t 

Changes in export demand (foreign trade) 
 Three factors influence demand for Canadian-

produced exports: 
1.Domestic (Canadian) rate of inflation. 
 As our inflation rises, products are more costly and less attractive to 

other countries.  Export demand falls. 

2.Relative levels of income in other countries. 
 As their incomes rise, they demand more of our products.  Exports 

rise. 

3.Value of Canadian dollar. 
 As the value of our dollars rises, our products are more expensive to 

other countries. Exports from Canada fall as demand falls.  
 

 Can you think of the reverse situation for the above 3? 
 Speaking of exports… 

Text page 221  
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11,000 containers 
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Changes in Aggregate Supply 
 Three reasons for a shift in AS: 

1. Change in price of inputs. Figure 10.7a, pg 222 

 Land, labour or capital. 

 Higher prices mean firms produce less at each 
price level. 

 At elastic portion of curve: 

 AS curve shifts upward and left. 

 At inelastic portion of curve: 

 No change.  It doesn’t matter what price I can 
get as a supplier, I only have so much 
product…. 

2. Changes in amount of inputs available. Figure 

10.7b 

 More Inputs = new resources, more capital, 
more workers, max capacity increases. 

 More input means that the PPF is pushed out. 

 More available resources reduces competition 
for them, pushing down costs/prices. 

 Elastic portion shifts down due to 
decreased input prices. 

 Inelastic (vertical) portion shifts right due 
to increased capacity 

Text page 222 
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3. More efficiency means same effect as #2 above. 

Inelastic portion of curve 

doesn’t move.  Yes, prices are 

higher.  Same amount of 

inputs are still available.  Max 

GDP is still possible. 

Increased 

capacity of 

the economy. 



The Business Cycle and AS & D 

Text page 223 
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Business Cycle 

Note features of Expansion vs Contraction. 
Page 224, figure 10.8 

Why does it peak out? 
Demand for durable goods (eg car) are ‘done’. 

Major event like a stock market crash. 

Change (decrease) in Government spending. 

 Interest rate rise makes demand fall. 

Producers can’t meet peak demand feeding inflation 
which reduces demand. 

Reverse for recession. 

Depression = prolonged recession with very high 
unemployment and very low output levels. 

Text page 223-225  
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A different way of looking a things:  

Leakages and Injections 

Text page 226 

Oh man, I 

forgot to sign 

up for 

Economics 

@ KCI! 
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Leakages and Injections:  L&I 

 Another explanation of the business cycle: 
 Leakage:  Any use of income that cause money to be 

taken out of the economy: 
1. Taxes. 

2. Savings. 

3. Imports. 

 Injections………put into the economy: 
4. Government spending. 

5. Investment. 

6. Exports. 

 Relationship among the above 6 determine overall 
shrinkage or growth.   

 Equilibrium is where L = I 
 Page 227.  Bathtub analogy.  (No plug!) 

Text page 226+ 

12 



Fiscal Policy 

Should Government get involved? 

No.  Let the market figure it out. Milton Friedman 

Yes.  John Maynard Keynes. 1883-1946 

Text page 227 

Capitalism is the astounding 

belief that the most wickedest 

of men will do the most 

wickedest of things for the 

greatest good of everyone.  

In the long run we are all dead.  

Successful investing is anticipating 

the anticipations of others.  

The biggest problem is not to 

let people accept new ideas, 

but to let them forget the old 

ones.  

There is no harm in being 

sometimes wrong- especially if 

one is promptly found out.  

Education: the inculcation of 

the incomprehensible into the 

indifferent by the incompetent.  

It is generally agreed that 

casinos should, in the public 

interest, be inaccessible and 

expensive. And perhaps the 

same is true of Stock 

Exchanges. 

 
Lydia Lopokova, 

Keyne’s wife from 

1925, he called her 

“my bubbling brook of 

surprises”. 
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Keynes 

AD can be managed.  Smooth out the swings. 

Government policy can effect: 

 leakages… 

 Taxes, savings, and imports. 

 Injections… 

 Investment spending, government 

spending, and exports. 

Text page 227+  
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Basics of Fiscal Policy 

Discretionary fiscal policy:   
Goal = influence AD. 

Government adjusts its own spending and 
influences private spending via tax policy. 

Expansionary policy during 
Recession: 
Goal:   stimulate growth, lower 

unemployment. 
 Tax cut.  Hopefully consumers will spend vs save! 

 Increased Government spending. Direct effect. 
 Figure 10.13.  No inflation if below full employment. 

Contractionary policy during high 
inflation = Opposite of expansion. 

 Text page 230+ 
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Tools of Fiscal Policy 
Government Spending: 
Health, welfare, culture, 

education. 

 Infrastructure: 
 Roads, hospitals, schools, 

communications systems 

 Spending here adds to the 
infrastructure/stock of capital 
goods.   

 PPF expands. 

Changes in Taxation: 
 Change personal or corporate 

rates.  See next slide. 

 Alter tax exemptions/credits 

 Tax incentives 

Text page 231 
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Automatic Stabilizers 
Employment Insurance and Welfare. 

 Both slow the hurt on AD. 

 

 

Text page 

232  

• Progressive tax system. 
• As incomes rise, marginal tax rates rise (and therefore leakages rise too) 
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Please 

work out 

the tax for 

someone 

making 

$75,000.00 
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Government Budget 

Options 

Deficit budget: 
 Spends more than it 

collects in tax.  Must 
borrow. 

Surplus budget: 
 Extra! 

Balanced: 
 Equal out and in. 

 

1. Deficit. 
 Shortfall this year. 

2. Debt. 
 Total of all the yearly 

deficits. 
 These charts improve text page 236-237 

Text page 233 

20 



Government Budget approaches 

Annually balanced. 

Cyclically balanced.  Keynes. 

Goal.  No inflation or unemployment, stable 

income. 

Structural deficit. 

Mismanagement. 

Hard to cut spending before an election! 

Full employment budget. 

Goal:  Non inflationary, full-employment 

level of output. 

Text page 235-237. 
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Drawbacks and Limitations of Fiscal Policy. 
1. Time lag: 

 Recognition. 

 Decision. 

 Implementation. 

 Impact. 

2. Difficulty changing policy. 
 Contracts 

 Election timing. 

3. Levels of Gov’t 
 Mun/Prov/Fed = complexity. 

4. Regional issues hurt national 
implementation. 

5. Debt size.  Can’t afford programs. 

6. Gov’t borrowing reduces business 
ability to borrow. 

7. Deficits redistribute income. 

8. Debt owed by future generations. 

Text page 237, 239 
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Pg The Business Cycle and Fiscal Policy: Questions. 

223 Q1. Aggregate demand. 

Q3. Canadian dollar decreases. 

Q4. Aggregate supply compared to PPC. 

226 Q5. Media plays a role in influencing the business cycle. 

240 Q2. Debt vs deficit. 

Q3. Structural deficit. 

Q4. Automatic stabilizers. 

242 Q1,2,3.  Take your time.  Concentrate.  Review the chapter. 

242 Q6. Review a Federal Budget. 

Text page 242 
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