 2.  Explain how a macroeconomic equilibrium is determined in the Aggregate Supply – Aggregate Demand model. Why might the adjustments to inflationary or deflationary gaps be different? Show how an increase in world income will affect real GDP and the price level in the domestic economy in the short-run and the long-run.
Aggregate demand is defined the total planned expenditure on final goods and services of a whole economy. Aggregate supply, on the other hand is defined as the sum of all planned domestic production at a given price level. It also shows the level of real output in an economy in relation to a price level. In this essay I shall carefully analyze 3 ways a macroeconomic equilibrium is achieved in an aggregate demand and supply model. I shall also analyze how both inflationary and deflationary gaps are different and how increases in world income will affect real GDP & how it will affect prices levels in the short term and long term in a domestic economy.
To begin, one determinant of what causes an equilibrium in an aggregate supply and demand model is reduced government spending and stagnation in growth of the size of the labor force. This is because reduction in government expenditure, such as reduced spending in the education sector will cause the aggregate demand curve to shift to the left, indicating a decrease AD. While stagnation in the labor force will not illustrate either a increase or decrease. Thus this might might lead to a situation where quantity aggregate demanded equals quantity aggregate supplied.
[image: ]
Another determinant of what causes the aggregate supply and demand model to be equilibrium is reduced levels in the wage rates and stagnant level consumption. This is because reductions in the wage rate levels in an economy will allow for reduced cost of production for firms, which will in turn will increase aggregate supply and shift the AS curve to the right. A stagnant level of consumption will cause the AD curve to be unchanged, meaning it neither increases or decreases. Thus this might lead to a scenario where quantity aggregate supply and quantity aggregate demanded will be the same.

[image: ]




Another determinant of what causes the aggregate supply and demand model to be equilibrium is increased levels of investment by firms as well as stagnant levels in the interest rates in an economy. This sis because greater levels in investment will cause the AD curve to shift to the right, meaning aggregate demand increases. However, constant levels in the interest rate will allow for the AS curve to neither shift to the left or right but remain unchanged. Therefore this might lead to a situation where quantity aggregate supplied is equal to quantity aggregate demanded.

One reason why adjustments to both inflationary and deflationary gaps might be different is because firstly in deflationary gaps, there is insufficient demand to gain full employment and in inflationary gaps, there is excess demand at the equilibrium. (Sanandres.esc.edu.ar, 2018)
Deflationary gap shows demand-less unemployment and starts at where there is  too much of AS over AD at the full employment level of income. So in figure A there is a number of income at Yfe needed to achieve full employment however Y is the true national income. 
[image: ]FIGURE A

However, inflationary gap illustrates demand pull inflation and happens were there is too much aggregate demand over aggregate supply at the full levels employment of income.

To conclude, the short run is described as where variable such as the general price level have not fully adjusted to the current state of an economy, whereas in the long run variable such as the general price levels are fully adjusted to the state of the economy.
In the short run, there can be an argument that can suggest that aggregate supply reduces, thus shifting the AS curve and aggregate demand curve shift to the right because there has been an increase in AD. This is because increased incomes in the world can be deemed as increased wages which is a direct factor that reduces AS because firms' cost of production increases. 
[image: ]
In the long run the same argument can be held as increased incomes still affect cost of production, thus decreasing AS and increasing AD.
[image: ]
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