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11 Revision – Demand-side and
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supply-side policies

Supply side policies are designed to increase
LONG-RUN AGGREGATE SUPPLY (LRAS), also
known as the full employment level of output.
Advantages of supply-side policies
●
Lower inflation – shifting aggregate supply (AS) to the right
will cause a lower price level. By making the economy more
efficient supply-side policies will help reduce cost-push
inflation.
●
Lower unemployment – supply-side policies can help
reduce structural, frictional and real-wage unemployment and
therefore help reduce the natural rate of unemployment.
●
Improved economic growth – supply-side policies will
increase economic growth by increasing AS.
●
Improved trade and balance of payments – firms will
become more competitive so they will be able to export more.
We put such policies into two categories: interventionist
and market-oriented.
INTERVENTIONIST

How?

Disadvantages/Limitations

Education and training to:

Do NOT confuse interventionist
with Keynesian when it comes to
supply-side policies. ALL economists
support the use of interventionist
supply-side policies, no matter what
their perspective.
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●

MARKET-ORIENTED

(Note that cuts in income taxes
are both a supply-side policy and a
demand-side policy.)

(Note that cuts in corporate taxes
are both a supply-side policy and a
demand-side policy.)

(Note that the government would not
actually have to reduce the nominal
wage, it could just leave it at the
same level. Inflation would erode the
real value of the minimum wage)

Long-run aggregate supply (LRAS) – what shifts it?
A shift of the LRAS curve to the right is equivalent to an outward
shift of the PPC curve, as shown below:
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A shift in the LRAS can be shown from either a
neo-Keynesian perspective, as in (a) above, or a
neo-classical perspective, as in (b).
The LRAS curve will shift to the right if
there is an improvement in the quantity
and/or quality of the factors of production
in the economy.

Demand-side polices – what do
they do?
●
●

Average price level

●

They are used to shift the AD curve.
They can expand the economy (expansionary
policies).
Or they can shrink the economy
(contractionary policies).
AD to AD2
Contractionary policy
SRAS
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●

AD to AD1
Expansionary
policy

Y2 Y Y1
Real output (Y)

An expansionary policy increases output and
employment (Y to Y1) and increases inflation
(P to P1).
A contractionary policy decreases output and
employment (Y to Y2) and decreases inflation
(P to P2).

What types of demand-side policy
are there?
Fiscal policy
●
Governments alter their own expenditure and
taxation to affect the economy.

●
●

●

AD would shift to the right.
This would help to solve disequilibrium
unemployment (demand-deficient
unemployment), but would cause demandpull inflation.

To contract the economy, the government
could increase direct taxes and decrease its
spending.
●
●

AD would shift to the left.
This would help to solve demand-pull
inflation but would cause disequilibrium
unemployment (demand-deficient
unemployment).

Monetary policy
●
Governments alter the interest rate and/or the
supply of money to affect the economy.
To expand the economy, the government
could reduce interest rates and increase the
money supply.
●
●

AD would shift to the right.
This would help to solve disequilibrium
unemployment (demand-deficient
unemployment), but would cause demandpull inflation.

To contract the economy, the government
could increase interest rates and decrease the
money supply.
●
●

AD would shift to the left.
This would help to solve demand-pull
inflation but would cause disequilibrium
unemployment (demand-deficient
unemployment).

What are the problems?
●
Demand side policies involve a trade-off.
●
Usually, if inflation is improved,
unemployment gets worse and vice versa.

To expand the economy, the government
could reduce direct taxes and increase its
spending.
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