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Question and answer: the impact 
of a demand-side shock 
Peter Smith 

This resource provides further discussion of the subject of demand-side shocks, mentioned on  
pp. 22–5 of the April 2016 issue of ECONOMIC REVIEW. 

The Question and answer column discussed a question about the way in which external shocks could 
affect economic growth in a country. In discussing the effect of a negative demand-side shock, the 
following diagram was used as an illustration: 

 
In this example, aggregate demand shifts to the left following a crisis in the eurozone that results in a 
fall in the demand for UK exports. You can see that as the aggregate demand curve shifts from AD0 to 
AD1, the economy moves to a new macroeconomic equilibrium, with a lower overall price level and 
lower real output. In other words, there is a movement along the aggregate supply curve. 

In Figure 1, the economy faces a Keynesian AS curve, such that the economy can move to an 
equilibrium in which real output is below the full employment level at Y*. However, suppose that a 
monetarist-style AS curve exists for this economy. In other words, it is assumed that prices and wages 
adjust very rapidly in the economy, so that it always returns quickly to the full employment position. 
This is shown in Figure 2, where the AS curve is vertical at the full employment level of Y*. 
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You can see that the only effect of the demand-side shock is now on the price level, with real output 
remaining at Y*. Would this happen in reality? If the economy enters a period of deflation (in which the 
overall price level falls over time), it is possible that firms will begin to form pessimistic expectations 
about the future profitability of their activities, and will thus reduce investment. This in turn would affect 
the productive capacity of the economy, so the AS curve could begin to shift to the left. 
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