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Aggregate Demand and Supply | The Classical
View Explained

Aggregate Demand and Supply, viewed through the lens of classical economics, forms the basis of
the classical economic perspective. This approach is rooted in several key assumptions and principles
that shape its understanding of how an economy functions.

In this article, we will talk about the Classical View of Aggregate Demand and Supply, uncovering the
core tenets of this economic framework.

Definition of Aggregate Demand and Supply

Aggregate demand and supply are fundamental concepts in macroeconomics. These terms refer to
the total demand and total supply of goods and services in an economy.

Different economists and authors have provided various definitions and interpretations of these
concepts. Here are a few definitions by different authors:

Aggregate Demand (AD):

John Maynard Keynes defined aggregate demand as the total amount of planned spending in an
economy at a given overall price level. It consists of consumption spending, investment spending,
government spending, and net exports.

Paul Samuelson in his widely used economics textbook, defined aggregate demand as the total
guantity of goods and services demanded at any given overall price level.

Aggregate Supply (AS):

John Maynard Keynes defined aggregate supply as the total quantity of goods and services that
firms in an economy are willing and able to produce at different price levels.

Milton Friedman defined aggregate supply as the total quantity of goods and services that
producers in an economy are willing and able to supply at different price levels, assuming that all
factor inputs are fully utilized.

In their popular economics textbooks, Krugman and Wells define aggregate supply as the total
quantity of goods and services that firms in an economy are willing and able to supply at different
price levels in the short run and the long run.

These definitions highlight the central role that aggregate demand and supply play in understanding
the economy's performance. The interaction between AD and AS is critical in macroeconomic
analysis and helps explain various economic phenomena, including inflation, economic growth, and
business cycles.

Classical Theory of Aggregate Supply:

Classical economics is built on a set of fundamental assumptions and foundational principles.
Understanding these underpinnings is crucial for comprehending the classical view of aggregate
supply. Let's check the key components.
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Assumptions and Foundations:
1. Rational Behavior:

Classical economics assumes that individuals and firms are rational decision-makers. This means that
they make choices based on their self-interest and seek to maximize utility (satisfaction) or profit.
This rationality extends to both consumers and producers.

2. Perfect Information:

The classical model operates under the assumption of perfect information. In a world of perfect
information, consumers, producers, and investors have complete and instant access to all relevant
data and can make decisions based on this information. This contrasts with the real world, where
information is often incomplete or asymmetric.

3. Efficient Markets:

The classical model assumes that markets are perfectly competitive and operate efficiently. This
means that there are many buyers and sellers in the market, and no single entity has the power to
influence prices. Market prices quickly adjust to reflect changes in supply and demand.

4. Flexibility of Prices and Wages:

A critical assumption is that prices and wages are highly flexible in the classical model. Prices adjust
quickly in response to changes in supply and demand. For example, if there is an increase in the
supply of a good, its price will fall to restore equilibrium.

5. Long-Run Focus:

Classical economics primarily focuses on the long run. It assumes that, in the long run, prices, wages,
and resource allocation will adjust to ensure full employment and optimal resource utilization.

6. Laissez-Faire Approach:

Classical economics advocates for minimal government intervention in the economy. The
assumption is that markets will self-regulate and tend toward equilibrium, so government
intervention, such as fiscal or monetary policies, is unnecessary.

7. Emphasis on Real Variables:

Classical economics emphasizes real variables such as output, productivity, and employment. It
downplays the role of money and monetary policy in influencing real economic variables.

8. Classical Labor Market:

In the classical labor market, it is assumed that the wage rate adjusts to ensure full employment. If
there is unemployment, wages will fall, and if there is excessive demand for labor, wages will rise.
This, in turn, adjusts the labor market toward equilibrium.

These assumptions and foundational principles form the core of classical economics and provide the
basis for its theories and policy recommendations. The classical model offers a view of the economy
where markets function efficiently and self-correct, leading to full employment and long-run
stability.
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The Long-Run Aggregate Supply Curve

The Long-Run Aggregate Supply (LRAS) curve is a fundamental concept in classical economics. It
represents the total quantity of goods and services an economy can produce when all resource
markets are in equilibrium and all prices, including wages, are fully flexible. Here is a comprehensive
understanding of the LRAS curve:

1. Full Employment:

In the long run, the classical model assumes that an economy operates at full employment. This
means that all available resources (labor, capital, and land) are fully utilized. There is no cyclical
unemployment, which occurs due to short-term fluctuations in economic activity.

2. Flexibility of Prices and Wages:

The LRAS curve is built on the assumption that prices and wages are flexible and can quickly adjust to
changes in market conditions. If there is an increase in demand for goods and services, prices and
wages will rise, ensuring that all resources are employed. If there is a decrease in demand, prices
and wages will fall, maintaining full employment.

3. No Demand-Induced Inflation:

In the long run, classical economists do not expect inflation due to increased demand. As prices rise,
wages will adjust upwards, and as a result, no increase in real output or employment will occur.
Therefore, increased demand primarily leads to price inflation.

4. Stable Capital Stock:

The LRAS curve assumes that the capital stock (machinery, equipment, buildings) remains relatively
stable in the long run. The construction of new capital takes time, and as such, in the long run, it is
seen as a relatively fixed factor of production.

5. Natural Rate of Output:

Classical economists argue that an economy has a natural rate of output or potential output level.
This is the maximum sustainable output that an economy can produce without creating inflationary
pressures. The LRAS curve represents this level of output.

6. Vertical Shape:

The LRAS curve is vertical, indicating that a change in the price level does not impact the real output
in the long run. The quantity of goods and services supplied is determined by the economy's
productive capacity, technological progress, and the availability of resources.

7. No Government Intervention:

Classical economists believe that government intervention, such as fiscal and monetary policies, is
not necessary in the long run. Markets will self-regulate, and any external interference can lead to
inefficiencies.

8. Focus on Real Variables:
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The LRAS curve primarily focuses on real variables, such as real GDP, employment, and output. It
does not consider changes in the price level since it is assumed to be constant in the long run.

The LRAS curve showcases the classical view that, in the long run, the economy will naturally adjust
to full employment and stability. It emphasizes the importance of supply-side policies, price
flexibility, and minimal government intervention. However, it should be noted that this view is based
on several assumptions, and real-world economies may not always conform to these classical
principles.

Equilibrium in the Classical Model:

In the Classical Model, equilibrium refers to a state where the aggregate supply (AS) of goods and
services matches the aggregate demand (AD) in an economy. This equilibrium is associated with
certain key characteristics:

1. Full Employment:

The Classical Model assumes that in the long run, an economy operates at full employment. This
means all available resources, including labor, capital, and land, are fully utilized. There is no cyclical
unemployment in this equilibrium.

2. Flexibility of Prices and Wages:

Prices and wages are highly flexible in the Classical Model. If there is any deviation from full
employment, such as a deficiency in demand or a surplus of labor, prices and wages are expected to
adjust promptly. For example, if there is high unemployment, wages will decrease, leading to a
decrease in costs for businesses. This will encourage businesses to hire more labor, eventually
restoring full employment. If there's excess demand, prices and wages will rise.

3. Supply-Determined Output:

The Classical Model posits that the total output of goods and services in the economy is determined
by the factors of production (labor, capital, land) and the technology available. Changes in aggregate
demand will only affect the price level but not the level of output.

4. Vertical Aggregate Supply Curve (LRAS):

The Long-Run Aggregate Supply (LRAS) curve in the Classical Model is vertical, indicating that
changes in aggregate demand do not alter the real output level in the long run. It is because the
economy is assumed to produce at its full potential (full employment), and any changes in demand
will be met by adjustments in prices and wages rather than real output.

5. No Inflation in the Long Run:

In the long run, the Classical Model suggests that changes in aggregate demand primarily lead to
changes in the price level. Increased demand will result in inflation, while decreased demand will
lead to deflation. There will be no change in the real output or employment levels in the long run.

6. No Need for Active Demand Management:
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Classical economists argue that there is no need for active demand management policies, such as
fiscal or monetary policy, in the long run. The economy will naturally adjust to full employment and
price stability through market forces and price flexibility.

Equilibrium in the Classical Model is characterized by full employment, price and wage flexibility, and
a vertical LRAS curve, indicating no change in real output. Any changes in aggregate demand result in
adjustments in the price level rather than output or employment.

This classical perspective emphasizes the importance of supply-side policies, market self-regulation,
and minimal government intervention. However, this model is based on specific assumptions, and
real-world economies may not always conform to these classical principles.

Classical Theory of Aggregate Demand

In the Classical model, consumption is largely determined by households' disposable income.
Households spend most of their income on goods and services. Classical economists believe that
consumers make rational choices based on their financial well-being and expectations about the
future.

The marginal propensity to consume (MPC) remains fairly constant, meaning that as households
earn more income, they will save a consistent portion of it and consume the rest.

Factors Affecting Consumption:
1. Income Levels:

The primary driver of consumption is income. As income rises, consumers tend to spend more.
Conversely, when income falls, consumption decreases. In the Classical view, consumer spending is
closely tied to income levels.

2. Consumer Confidence:

The expectations and confidence of consumers regarding their financial future can influence
consumption. If consumers are optimistic about the future, they may be more likely to spend.

3. Wealth:

Household wealth can influence consumption patterns. For example, when the value of assets like
homes and investments increases, it can lead to higher consumption.

The Quantity Theory of Money

The Quantity Theory of Money is a fundamental concept in economics, especially when considering
the Classical Theory of Aggregate Demand. This theory explains the relationship between the
guantity of money in an economy and the price level. In the context of the Classical Theory of
Aggregate Demand, it has specific implications:

1. Money Supply (M): The Quantity Theory of Money posits that the total money supply in an
economy is a key determinant of the overall price level. In a classical model, the money
supply is generally assumed to be constant or growing at a steady rate, as central banks
typically pursue a stable money supply policy.
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2. Velocity of Money (V): The velocity of money represents the rate at which money circulates
in the economy. In the Classical Theory, this velocity is considered relatively stable. It reflects
how quickly money changes hands to facilitate transactions.

3. Price Level (P): The price level is the average level of prices for goods and services in the
economy. According to the Quantity Theory of Money, the price level is directly proportional
to changes in the money supply. If the money supply increases while other factors remain
constant, it leads to inflation, resulting in a higher price level.

4. Output (Q): The Classical Theory assumes that the economy operates at its full potential
output (full employment). This means that the quantity of goods and services produced is
determined by real factors such as technology, labor, and capital and not by the quantity of
money in circulation.

The Quantity Theory of Money is mathematically represented as:
M=#V=PxQ
Where:

M represents the money supply.

V represents the velocity of money.
P represents the price level.

Q represents the level of real output.

PwNPR

In the context of the Classical Theory of Aggregate Demand, this equation underscores the
relationship between the money supply, the price level, and the level of real output.

The theory suggests that changes in the money supply primarily affect the price level and do not
have a lasting impact on real output in the long run. Instead, real output is determined by factors
like technology and resources.

It's important to note that the Classical Theory assumes that markets are competitive and that
wages and prices are flexible, allowing the economy to adjust to changes in the money supply
without causing persistent unemployment or output fluctuations.

This view is in contrast to Keynesian economics, which considers short-term fluctuations in output
and employment due to factors other than the money supply.

Impact of Fiscal and Monetary Policy

In the Classical Model, the impact of fiscal and monetary policy is significantly different from that in
Keynesian economics.

The Classical Model assumes that the economy is typically at or near full employment, and it is
characterized by flexible prices and wages. Consequently, fiscal and monetary policy changes are
viewed through a different lens:

Fiscal Policy in the Classical Model:

1. Taxation:
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In the Classical Model, changes in taxation are considered less effective in influencing aggregate
demand. Tax cuts might lead to increased disposable income for households, but this is expected to
lead to increased saving rather than immediate consumption.

Classical economists argue that changes in taxes don't significantly affect overall demand because
people anticipate the future tax implications and adjust their behavior accordingly.

2. Government Spending:

Classical economists often argue that changes in government spending don't significantly affect
output levels. An increase in government spending can lead to a temporary boost in demand, but in
the long run, the economy adjusts.

As government spending increases, it may lead to higher prices (inflation) as it competes for
resources and labor. In the Classical Model, the price level tends to rise, but output levels remain
largely unchanged.

Monetary Policy in the Classical Model:
1. Money Supply:

The Classical Model assumes that the central bank's control of the money supply has a direct impact
on the price level but little effect on real output. If the central bank increases the money supply, the
primary result is inflation.

Since output is believed to be at full employment in the long run, increasing the money supply
doesn't lead to increased production.

2. Interest Rates:

In the Classical Model, changes in interest rates through monetary policy have limited effects on real
economic activity. The economy's interest rates tend to equilibrate at levels that reflect people's
time preferences and the supply of money.

Even if the central bank lowers interest rates through monetary expansion, the impact on
investment and consumption may be marginal, as interest rates are already believed to be in line
with the equilibrium levels.

The Classical Model suggests that fiscal and monetary policies have limited effects on real output
and employment in the long run.

Changes in government spending and taxation are primarily seen as impacting the price level, while
monetary policy adjustments primarily influence the inflation rate.

The Classical Model's assumption of full employment, price flexibility, and rational expectations
leads to the conclusion that market forces quickly adjust to policy changes, minimizing their long-
term impact on real economic variables.

This perspective differs from Keynesian economics, where policy interventions can have more
substantial short-term effects on output and employment.

Say's Law and Self-Regulation:
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Say's Law is an economic principle associated with the classical school of economics, particularly the
economist Jean-Baptiste Say. It is a fundamental idea that underpins the Classical Model of
economics and has significant implications for understanding economic dynamics.

Say's Law can be stated as "Supply creates its own demand," which means that the act of producing
goods and services generates the income needed to purchase those goods and services. Let's see the
details and implications of Say's Law:

Key Points of Say's Law:
1. Supply Creates Demand:

According to Say's Law, when producers supply goods and services to the market, they receive
income for their efforts. This income, in turn, constitutes the effective demand in the economy. In
other words, by producing and supplying goods, producers create the income necessary to buy those
very goods.

2. Rejection of General Overproduction:

Say's Law challenges the idea of general overproduction or oversupply. It suggests that if there is
excess supply of one particular product, the income generated from its production can be used to
purchase other products. In a free-market economy, imbalances in supply and demand tend to self-
correct as resources are reallocated in response to changing preferences.

3. Emphasis on Entrepreneurship:

Say's Law places importance on entrepreneurship and the role of producers in driving economic
activity. Entrepreneurs identify consumer needs and bring together the necessary factors of
production to satisfy those needs. By doing so, they contribute to income generation and
employment.

Implications of Say's Law:
1. Market Self-Adjustment:

Say's Law suggests that markets have inherent mechanisms to adjust to changes in supply and
demand. If there is a mismatch between supply and demand for a particular good, prices and
resource allocation will change until equilibrium is reached.

2. Limited Role for Government:

Say's Law implies that government intervention in the form of fiscal and monetary policies is not
necessary to stimulate demand or address perceived economic "gluts." Instead, it suggests that free
markets tend to balance themselves, and that government intervention should be minimal.

3. Emphasis on Production:

From a policy perspective, Say's Law underscores the importance of policies that promote
production and entrepreneurship. Encouraging production, innovation, and investment is seen as
the key to generating economic growth and prosperity.

4. Critique of Underconsumption Theory:
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Say's Law challenges underconsumption theories, which argue that inadequate consumer demand
can lead to economic recessions. Under Say's Law, a lack of demand is not the problem; it is rather a
symptom of imbalances in supply or resource misallocation.

It's important to note that Say's Law has been the subject of debates and discussions in economic
history. While it offers valuable insights into the functioning of free markets, critics argue that it may
not fully account for situations of prolonged unemployment and economic downturns.

Over time, economic thought has evolved, and different schools of economics, such as Keynesian
economics, provide alternative explanations and policy recommendations for addressing economic
challenges.

Say's Law remains a foundational concept in classical economics, contributing to the ongoing
dialogue about economic theory and policy.

The Self-Regulating Markets:

The concept of self-regulating markets is a fundamental principle in classical economic thought. It
posits that free markets, if left to operate without significant external intervention, have the
inherent ability to self-regulate and maintain equilibrium.

This means that market forces of supply and demand, as well as price adjustments, automatically
correct imbalances without the need for government intervention. Let's explore the role and
implications of self-regulating markets in more detail:

Key Aspects of Self-Regulating Markets:
1. Supply and Demand:

Self-regulating markets rely on the interaction between supply and demand. When the supply of a
good or service exceeds demand, prices tend to fall, encouraging consumers to buy more and
producers to supply less.

Conversely, when demand surpasses supply, prices increase, encouraging more production and
moderating consumer demand.

2. Price Mechanism:

Prices play a crucial role in conveying information in self-regulating markets. They signal scarcity or
abundance, guiding consumers and producers to make efficient choices. Rising prices indicate
scarcity and encourage suppliers to produce more, while falling prices suggest abundance and
encourage consumers to buy.

3. Resource Allocation:

Self-regulating markets effectively allocate resources based on consumer preferences. Scarce
resources are directed toward producing goods and services that are in high demand, while
resources are reduced in sectors with lower demand. This allocation ensures efficient resource
utilization.

Role of Self-Regulating Markets:

1. Efficiency:
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The primary role of self-regulating markets is to promote economic efficiency. Through the price
mechanism, they efficiently allocate resources, ensuring that resources are directed to their most
valued uses. This promotes the efficient production of goods and services.

2. Incentives:

Self-regulating markets provide incentives for both consumers and producers. Rising prices
encourage consumers to make more judicious spending decisions, while higher profits attract more
producers to enter the market. This ensures that resources flow to areas where they can be utilized
most productively.

3. Market Flexibility:

Self-regulating markets offer flexibility to adapt to changing conditions. They can adjust to shifts in
consumer preferences, technological advancements, and changes in resource availability. This
adaptability allows markets to remain relevant and responsive.

4. Competition:

Self-regulating markets thrive on competition, which promotes innovation, cost efficiency, and
product quality. Competition encourages firms to continually improve their products and services to
attract consumers.

Implications of Self-Regulating Markets:
1. Limited Government Intervention:

A core implication of self-regulating markets is that they require minimal government intervention.
Market forces are trusted to correct imbalances and allocate resources efficiently. Excessive
government involvement is seen as potentially disrupting these self-correcting mechanisms.

2. Role of Price Signals:

Price signals are critical in self-regulating markets. They provide essential information for consumers
and producers, guiding their economic decisions. Therefore, any intervention that distorts price
signals can have unintended consequences.

3. Laissez-Faire Policy:

The idea of self-regulating markets aligns with the laissez-faire economic policy, which advocates for
minimal government interference in economic affairs. In this view, government intervention should
be limited to enforcing property rights, contracts, and competition, ensuring that markets remain
open and free.

It's important to note that while self-regulating markets have their advantages in promoting
efficiency and individual choice, they are not without limitations. Critics argue that markets may not
always self-regulate perfectly, leading to issues such as market failures and inequalities.

In such cases, government intervention and regulation may be necessary to address these
shortcomings and ensure a fair and equitable economy. The balance between self-regulation and
government intervention remains a central topic in economic policy discussions.

Flexible Prices and Wages in the Classical Model:
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Flexible prices and wages are fundamental concepts in the classical model of economics. They are
central to the idea of self-regulating markets and are essential for understanding how the classical
model operates. Let's check the details of flexible prices and wages in the classical model:

1. Flexible Prices:

In the classical model, prices are assumed to be flexible, meaning they can adjust quickly in response
to changes in supply and demand. Here are the key aspects of flexible prices:

e Rapid Adjustment: Prices, including the prices of goods and services, are expected to adjust
rapidly. When the demand for a particular product increases, its price rises to balance the
demand and supply. Conversely, if demand decreases, the price falls.

e Clearing Markets: Flexible prices ensure that markets "clear" effectively. A clearing market is
one in which the quantity of goods supplied equals the quantity demanded, leading to
market equilibrium. This occurs because price adjustments incentivize consumers to buy
more when prices fall and producers to supply more when prices rise.

e No Shortages or Surpluses: Flexible prices prevent persistent shortages or surpluses. If there
is an excess supply of a product, prices fall, encouraging consumers to purchase more and
firms to reduce production. In the case of excess demand, prices rise, moderating consumer
demand and stimulating production.

2. Flexible Wages:

In the classical model, wages are also expected to be flexible. This flexibility in wage rates allows the
labor market to efficiently adjust to changes in supply and demand. Here are the key aspects of
flexible wages:

e Wage Adjustments: Flexible wages mean that wages can adjust quickly to equate labor
supply with labor demand. If there is an excess supply of labor (unemployment), wages tend
to fall, which encourages firms to employ more workers. Conversely, if labor is in short
supply (low unemployment), wages rise.

e Labor Allocation: Flexible wages ensure that the allocation of labor resources is efficient.
Workers move from lower-paying to higher-paying jobs as wages adjust to reflect labor
productivity and demand for specific skills.

e Incentives for Labor Participation: Flexible wages create incentives for individuals to
participate in the labor force. When wages rise, more people are encouraged to seek
employment. Similarly, if wages fall, some individuals may choose to exit the labor force
temporarily.

Implications of Flexible Prices and Wages in the Classical Model:

1. Market Self-Regulation: The existence of flexible prices and wages is integral to the classical
model's premise of self-regulating markets. It's through these adjustments that markets
clear efficiently and automatically.

2. Resource Allocation: Flexible prices and wages ensure that resources (both goods and labor)
are directed to their most valued uses. This promotes the efficient allocation of resources in
an economy.
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3. Minimal Government Intervention: The classical model suggests that government
intervention in price and wage setting should be limited. Excessive regulation or wage
controls can disrupt the self-adjusting mechanisms of markets.

4. Cyclical Downturns: In times of economic downturns or recessions, the classical model

posits that wage flexibility will eventually lead to lower wages, thus encouraging firms to
hire more workers, helping to alleviate unemployment.

It's important to note that while the classical model extols the virtues of flexible prices and wages,
critics argue that this view may not always align with the realities of labor markets.

In some cases, wages may be "sticky" and not adjust as quickly as predicted, leading to wage rigidity
and persistent unemployment during economic downturns.

As a result, the debate between proponents of the classical model and those advocating for
government intervention in labor markets continues to be a central theme in economic thought and
policy discussions.

Equilibrium through Market Adjustments:

Equilibrium through market adjustments is a fundamental concept in economics, particularly in the
classical model. It refers to the process by which markets naturally balance supply and demand,
ensuring that prices and quantities of goods and services adjust to reach a stable equilibrium. Here's
a detailed explanation of how equilibrium through market adjustments works:

1. Initial Market Conditions:

In any given market, there are producers who supply goods or services and consumers who demand
them. These participants interact to buy and sell, and their behavior is influenced by price.

2. Market Disequilibrium:

Markets are rarely in a state of equilibrium initially. Instead, they often start in a state of
disequilibrium, meaning that the quantity demanded and the quantity supplied are not the same.

3. Price Adjustment:

When a market is in disequilibrium, the prices of goods or services will naturally adjust. If the
quantity demanded exceeds the quantity supplied (excess demand or shortage), prices tend to rise.

Conversely, if the quantity supplied exceeds the quantity demanded (excess supply or surplus),
prices tend to fall.

4. Consumer Response:

As prices change, consumers adjust their behavior in response. When prices rise, some consumers
may buy less of the product due to the increased cost, and as prices fall, consumers may buy more.

5. Producer Response:

Producers also adapt to price changes by modifying their production and supply decisions. When
prices rise, producers often increase production, and when prices fall, they may decrease
production.
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6. Equilibrium Reached:

The process of price adjustments, along with corresponding changes in consumer and producer
behavior, continues until a point of equilibrium is reached.

Equilibrium occurs when the quantity demanded is equal to the quantity supplied. At this point,
prices stabilize, and the market is said to have cleared.

Implications and Features:

1. Self-Regulation: The classical model relies on the idea of self-regulating markets. It suggests
that markets can efficiently reach equilibrium without government intervention.

2. Market Clearing: Achieving equilibrium means that there are no persistent shortages or
surpluses. Resources are allocated efficiently based on consumer preferences and producer
capabilities.

3. Allocation Efficiency: Equilibrium ensures that resources are allocated to their most valued
uses, and this allocation is said to be efficient.

4. Laissez-Faire Policy: In line with the classical view, proponents argue for minimal
government intervention in price and wage setting, emphasizing the importance of free
markets and price flexibility.

5. Cyclical Adjustments: The process of reaching equilibrium often plays a role during
economic cycles. For instance, during economic downturns, prices may adjust downward,
stimulating demand and reducing unemployment.

It's important to note that the classical model's perspective on equilibrium through market
adjustments is one of its defining features.

Critics, however, argue that real-world markets may not always reach equilibrium, particularly when
markets are not competitive or when external factors disrupt the natural adjustment process.

As a result, economic debates continue about the extent to which government intervention should
be applied to stabilize markets and ensure equitable outcomes.

Aggregate Supply and Demand in the Long Run

Aggregate supply and demand in the long run is a fundamental concept in macroeconomics. It refers
to the equilibrium state of an economy over an extended period, typically when all prices and wages
have fully adjusted to market conditions.

In the long run, an economy operates at its potential output level, and factors of production are fully
utilized. Let's break down the long-run aggregate supply (LRAS) and long-run aggregate demand
(LRAD) in detail:

Long-Run Aggregate Supply (LRAS):

Full Utilization of Resources: In the long run, the economy achieves full employment, meaning all
resources, including labor and capital, are fully utilized. This leads to the economy's potential output
level, which is also called the natural level of output.

Vertical Supply Curve: The LRAS curve is vertical because it indicates that changes in the overall
price level do not affect the quantity of goods and services the economy can produce in the long run.
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This is based on the classical economic assumption that prices and wages are flexible and adjust
quickly to market conditions.

Potential Output: LRAS represents the maximum quantity of goods and services that an economy
can produce when all resources are utilized efficiently. It's the sustainable level of output that the
economy can maintain over the long term.

Long-Run Aggregate Demand (LRAD):

Determinants of LRAD: LRAD is primarily influenced by factors such as the supply of labor, the level
of technology, and the amount of physical and human capital available. These factors determine the
potential output of an economy.

Non-Monetary Factors: In the long run, monetary factors (e.g., changes in the money supply) have
no effect on the overall price level or the quantity of output demanded. LRAD is driven by real
factors rather than changes in nominal variables.

Equilibrium at Potential Output: In the long run, the economy reaches an equilibrium where LRAS
and LRAD intersect at the potential output level. This equilibrium leads to stable prices and full
employment.

Implications:

1. Inthe long run, economies tend to return to their potential output level following short-
term fluctuations.

2. The long-run aggregate supply curve shows that changes in the price level only affect
nominal values, not real output.

3. It helps us understand the factors influencing economic growth over extended periods.

Overall, understanding long-run aggregate supply and demand is essential for analyzing an
economy's capacity to produce and the factors that affect its long-term growth and stability. The
concept is central to macroeconomic theories and policies.

Limitations of the Classical View

The Classical View of economics, which includes the concepts of classical macroeconomics, classical
aggregate supply and demand, and Say's Law, has been influential in shaping economic thought.
However, it also has several limitations and shortcomings. Here are some of the key limitations of
the classical view:

1. Rigid Assumptions:

The classical view is built on several rigid assumptions, such as the assumption of price and wage
flexibility. It assumes that prices and wages will quickly adjust to clear markets. In reality, prices and
wages are often sticky, especially in the short run, leading to market imperfections and
unemployment.

2. Neglect of Aggregate Demand:
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Classical economics places significant emphasis on aggregate supply but often downplays the role of
aggregate demand. This limited focus can lead to an incomplete understanding of economic
downturns, especially during recessions when demand falls.

3. Assumes Full Employment:

The classical view assumes that the economy is always at full employment in the long run. However,
in the real world, economies often experience periods of unemployment, both cyclical and
structural. Classical economics struggles to explain or address these issues effectively.

4. Neglect of Fiscal and Monetary Policy:

The classical view tends to disregard the role of fiscal and monetary policy in managing economic
fluctuations. It argues that markets will self-adjust, but this assumption doesn't hold in the short run.
This neglect can be problematic, as policy interventions are often needed to stabilize economies.

5. Failure to Explain Deflation:

Classical economics struggles to explain deflationary periods. According to the classical view,
deflation should be rare or self-correcting. However, history has shown that prolonged deflation can
be detrimental to economies and challenging to resolve.

6. Inadequate Financial Sector Analysis:

The classical view often overlooks the complexities of the financial sector and its role in economic
stability. It doesn't adequately address issues related to banking and financial crises, which are
critical drivers of economic volatility.

7. Limited Role of Government:

Classical economics suggests that government intervention should be minimal. While there is a valid
argument for limited government intervention in some cases, it fails to address situations where
public goods, externalities, or market failures necessitate government intervention.

8. Inequality:

The classical view does not address issues of income and wealth inequality adequately. It often
assumes that a laissez-faire approach will naturally lead to fair and equitable outcomes, which isn't
always the case.

9. Economic Growth Assumptions:

The classical view assumes that economies naturally grow over time. However, it may not consider
obstacles to growth, such as resource constraints, environmental degradation, or the diminishing
returns to factors of production.

10. Realism vs. Idealism:

The classical view operates on many idealized assumptions, which may not hold in the real world. It
can be criticized for not providing practical solutions for real-world economic challenges.

ZAHID KHAN JADOON

https://businessstudiesnotes.com/aggregate-demand-and-supply-the-classical-view-explained/



https://businessstudiesnotes.com/
https://businessstudiesnotes.com/aggregate-demand-and-supply-the-classical-view-explained/

Notes for Class 11, 12, Graduation & Master

TETFESE][S5-NOTES

While the classical view has been influential in shaping economic thought and has provided valuable
insights, it has several limitations that make it less effective in addressing complex economic issues
and challenges.

Modern economic thought and policy often incorporate elements from various economic schools to
provide a more comprehensive understanding of the economy and better address real-world
economic problems.

Conclusion

The Classical View of Aggregate Demand and Supply presents a fundamental perspective on how
economies function. Its reliance on market self-regulation, price and wage flexibility, and the
qguantity theory of money underscores its distinct approach to understanding economic dynamics.

While classical economics has faced critiques and challenges, it remains a significant part of the
economic discourse, offering valuable insights into market-driven economies and their resilience.
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