Macroeconomics

Instructor: Mark Tomass

Review Questions H10

Aggregate Demand-Aggregate Supply Analysis of Economic Fluctuations and Growth

 1.
What is the underlying logic of the classical model of macroeconomic equilibrium?  Explain why this model does not fit the facts for the U.S. economy very well when aggregate demand decreases.

2.
Assume an economy in which all input and output prices instantaneously adjust whenever there are shortages or surpluses in markets.  Draw the aggregate supply curve for such an economy.

3.
Real GDP is currently $4,500 billion, and potential GDP is $4,600 billion.  At the beginning of the year, new labor contracts are negotiated that increase the general level of wages in the economy by 10 percent.  Other things being equal, show the impact of the new labor contracts on the aggregate supply curve.  What effect will the shift in the aggregate supply curve have on macroeconomic equilibrium?

4.
An improvement in technology increases labor productivity in the economy.  Show the impact of the improvement on the economy’s long-run aggregate supply curve.  Why is the economy less likely to overheat in response to an increase in aggregate demand after the improvement in technology is adopted?

5.
In the next 10 years the average age of the labor force will increase.  Workers are expected to be more experienced and better educated.  What effects are the improvements in the quality of the labor force likely to have on aggregate supply and macroeconomic equilibrium?

6.
The economy is currently operating with a recessionary GDP gap of about $500 billion.  Under what circumstances can economic policies designed to eliminate the recessionary gap cause a wage-price spiral?

7.
Potential real GDP is $5,000 billion per year.  A surge in aggregate demand causes the equilibrium level of real GDP to equal $5,500 billion for the year.  Show how the resulting inflationary gap is eliminated over time by a shift of the aggregate supply curve.

8.
Suppose an international disturbance disrupts the shipment of petroleum products into the United States.  As a consequence, the prices of energy resources increase sharply.  Forecast the impact of the increase in energy prices on aggregate supply and macroeconomic equilibrium.  Show how, if the price increases are severe enough, they can cause a recession coupled with very high inflation.  Why does a nation like Japan have to be very concerned about supply-side shocks resulting from increases in the price of petroleum?

9.
Suppose the price of the dollar soars next year.  Trace out the possible effects of the higher dollar on the equilibrium level for real GDP and the rate of inflation for the year.

10.
Explain why both aggregate demand and aggregate supply tend to increase yearly.  Use aggregate demand and supply analysis to show how an increase in the rate of outward shift of the economy’s aggregate supply curve prevailing each year helps keep inflation down while putting upward pressure on equilibrium real GDP and potential real GDP.
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