
GDP and Price Level in the Long Run 

Long Run Aggregate Supply Curve :- 

The long run aggregate supply curve exhibits the 

relationship between price level and real GDP, after 

wage rates and the input prices have been fully adjusted 

to eliminate any unemployment in an economic system. 

 

LRAS = Long Run Aggregate Supply Curve is a vertical 

straight line. In the long run whatever be the price level, 

the output is OY*. It shows that the factor inputs are used 

at their normal rate of utilisation. The output is price 

inelastic. 
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Long Run Equilibrium :- 

The long run equilibrium level of GDP and price level is 

determined by intersection of AD curve and LRAS curve. 

Long Run Equilibrium when AD increases :- 

 

Point E = LRAS curve determines the equilibrium 

value of GDP at Y*. AD determines the equilibrium 

value of price level as OP. 

Point E1 = LRAS curve remaining the same, when 

the AD curve increases to AD1, the equilibrium 

GDP remains the same, the price level rises to 

OP1. 
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Long Run Equilibrium when AS increases :- 

 

Point E = AD and LRAS curves intersect at point E. OY* 

is the GDP and OP is the price level. 

Point E1 = If there is a rightward shift in LRAS curve to 

LRAS¹ curve while AD curve remains the same. The 

equilibrium level shift from E to E1. Real GDP rises from 

OY* to OY*1 and price level falls from OP to OP1. 
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Three Ways to Increase Real GDP :- 

1.  Increase in Aggregate Demand :- 

 

Point E = It is the initial equilibrium point where AD = 

SRAS. Real GDP is OY which is less than the potential 

output level Y*. There is recessionary gap of YY*. 

 

Point E1 = The recessionary gap can be removed by 

increasing aggregate demand. AD curve shifts 

upwards to AD¹. At the new equilibrium point E1, the 

actual GDP equals the potential GDP, Y*. The 

recessionary gap is removed. 
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Point E2 = If AD¹ curve shifts rightward to AD² then the 

new equilibrium point is E2. Actual GDP OY¹ is more 

than the potential level OY*. It will open inflationary 

gap. The inflationary gap is eliminated and real GDP is 

pushed back to its potential level. 

 

2.  A Temporary Increase in Aggregate Supply :- 

 

Point E = Initial equilibrium occurs at point E where AD 

= SRAS. Real GDP is OY which is less than the 

potential GDP, Y*. It opens recessionary gap. 
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Point E1 = To eliminate this recessionary gap, SRAS 

curve shifts rightward to SRAS¹. At the new equilibrium 

point E1, both actual GDP and potential GDP are 

equal. 

 

Point E2 = In case the initial GDP is Y* and the 

aggregate supply is increased. SRAS¹ curve shifts 

rightward to SRAS². At the new equilibrium point E2, 

actual GDP Y¹ is more than the potential GDP. It opens 

inflationary gap. To eliminate this gap, SRAS² will shift 

leftward to SRAS¹ where actual GDP equals potential 

GDP. 

 

3.  Permanent Increase in Aggregate Supply :- 
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Point E = At the initial equilibrium point E, the actual 

GDP equals the potential GDP (i.e., Y*). 

 

Point E1 and E2 = A permanent increase in aggregate 

supply shifts LRAS curve rightwards to LRAS¹. At the 

new equilibrium E1, real GDP rises to Y*1. A further 

rightward shift in LRAS¹ curve to LRAS² curve causes 

further increase in GDP to Y*2.  

 

Economic Growth and Cyclical Fluctuations :- 
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