
GDP and Price Level in the Long Run 

Induced Changes in Input Prices :- 

➢  The Output or GDP gap :- 

The potential output is the total output that can be 

produced when all the productive resources are being 

used at their normal rate of utilisation. 

When a nation's actual output diverges from it’s 

potential output, the difference between the two is 

known as GDP gap or Output gap. 

This gap can be of two types :- 

1. When actual output is more than the potential output. 

2. When actual output is less than the potential output. 

 

There is no gap at macroeconomic equilibrium 

because GDP is consistent with the given price level. 

But in reality, there is always disequilibrium between 

the two which affects the general price level. 

 

➢  Inflationary Output Gap :- 
In the long run, potential GDP is shown by a vertical 

line because it refers to a given constant level of GDP.  

The actual GDP is determined where AD curve 

intersects the SRAS curve and no tendency of prices to 

deviate. 
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When actual output exceeds potential output, the 

price level starts deviating. 

 

 

OY* = Potential GDP curve 

OY = Actual output produced 

Point E = equilibrium point  

Y- Y* = Inflationary gap, when actual output is more 

than potential output. 

At this point, firms are producing more than their 

normal capacity and earning abnormal profit. This 

situation is also known as profit-oriented inflation. 
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➢ Recessionary Output Gap :- 
When actual output is less than the potential output. 

The gap shows that the firms are selling below their 

normal sales and hence price falls. 

 

 

OY* = potential GDP curve 

OY = actual GDP  

Point E = equilibrium point 

Y*- Y = potential output is more than actual output. 

Known as recessionary gap. 

It shows that firms are producing below their normal 

capacity. Labour is not fully utilized. 
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➢ Input Prices and Output Gap :- 
When there is an inflationary gap, the actual output 

exceeds potential output and demand for labour 

services will be relatively high. The high demand leads 

to increase in wages. 

When there is a recessionary gap, the actual output is 

below potential, the demand for labour services will be 

relatively low. The low demand create low wages. 

 

➢  Adjustment Asymmetry in Wage Rate and 

Productivity :- 
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Long Run Consequences of Aggregate Demand 

Shocks :- 

Inflationary gap and recessionary gap affects the level of 

input prices. These input prices further affect the 

aggregate supply. In the long run, equilibrium is 

established where potential output is equal to actual 

output. It is analysed with aggregate demand 

expansionary shocks and contractionary shocks. 

➢  Expansionary Shocks in Aggregate Demand :- 

 

Point E = actual output is equal to potential output. 
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AD¹ = suppose autonomous spending increases. The 

aggregate demand shock shifts AD curve rightwards to 

AD¹. 

Point E¹ = new equilibrium is at point E¹ where AD¹ = 

SRAS. Output increases to OY¹ and price level to P¹. It 

opens an inflationary gap.  

 

This inflationary gap causes wages to rise faster than 

the productivity. The increase in cost continues till 

inflationary gap is removed. 

 

SRAS¹ = fall in SRAS curve continues till inflationary 

gap is eliminated. 
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Point E² = AD¹ and SRAS¹ intersect at this point. 

Inflationary gap is completely eliminated. 

➢  Contractionary Shocks in Aggregate Demand :- 

Contractionary Shocks in AD is said to exist in an 

economy when there is a fall in the aggregate demand. 

 

Point E = equilibrium point where AD and SRAS 

intersects. 

Point E¹ = suppose due to fall in investment level, the 

aggregate demand curve shifts to AD¹. It intersects 

SRAS curve at point E¹. Real GDP falls to OY¹ and price 

level falls to P¹.  
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Y¹ Y* = recessionary gap due to fall in AD.  

 

SRAS¹ = The recessionary conditions will pull down the 

prices of all inputs. The cost of production declines. The 

SRAS curve shifts rightward to SRAS¹. 

Point E² = new equilibrium occurs where SRAS¹ 

intersects AD¹. Real GDP increases to Y* level and price 

level falls to P². The recessionary gap is completely 

eliminated. 
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➢  An Asymmetry in the Adjustment of Inflationary 

and Recessionary Gaps :- 
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