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Answer Key to Questions on


AD-AS Analysis





Review Questions





1.	Along the AD curve, the relationship between the price level and aggregate output is negative.  A higher price level reduces real money balances.  If nothing else changes, the real interest rate rises, reducing consumption and investment, so aggregate demand declines.





2.	In the new classical model, a rise in the price level can increase the aggregate quantity of output supplied in the short run.  Firms confuse part of the rise in prices with increases in relative prices, so they increase output.





3.	In the new Keynesian approach, prices are sticky;  that is, prices adjust slowly to restore equilibrium.  Underlying explanations for price stickiness include long-term contracts and imperfect competition.





4.	The LRAS curve is vertical because output isn’t affected by changes in the price level in the long run.





5.	The LRAS curve is vertical in both the new classical and new Keynesian models.  Hence expansionary or contractionary shifts in the AD curve from a change in the nominal money supply have no effect on output in the long run:  Money is neutral.





6.	The SRAS curve slopes upward in the new Keynesian model, indicating that the increase in aggregate demand is a result of the increase in government purchases and raises output in the short run.





7.	In the real business cycle approach, short-term changes in output are explained by temporary shocks to productivity.  For example, if severe weather temporarily reduces agricultural output, the SRAS curve shifts to the left.


�
Analytical Problems





8.	In the new classical approach, an increase in the price of oil leads to an increase in the price level and a drop in output.  In the long run, the price level falls back to its original level, and output rises back to its original level.  If the Fed increases the money supply, the initial increase in the price level is permanent.





9.	In the short run (in the new Keynesian approach), the rise in income taxes reduces desired consumption, shifting the AD curve to the left and reducing output and the price level.  In the long run, the SRAS curve shifts to the right, reducing the price level further and restoring full employment output.





10.	In the new Keynesian approach, the oil price increase shifts the SRAS curve up:  The price level rises and output falls.





11.	(a)  With no perception of inflation, ( =  (e and u = 4%.


	(b)  If ( = 4% and (e = 8%, 2u = 12%, or u = 6%.


	(c)  If ( = 8% and (e = 4%, 2u = 4% or u = 2%.





12.	A wave of optimism raises desired investment, shifting the AD curve to the right.  In the short run, output rises and the price level does not change.  In the long run, the price level rises to restore equilibrium at the full employment level of output.





13.	A thrift campaign reduces desired consumption, shifting the AD curve to the left.  In the short run, output falls.  In the long run, the price level falls to restore equilibrium at the full employment level of output.





14.	The increased future productivity raises desired investment and shifts the AD curve to the right; current output rises.  In the long run, future output rises because of the increase in productivity, which shifts the LRAS curve to the right.





15.	Recall that aggregate demand equals C + I + G.  An increase in government purchases reduces desired saving, shifting the saving curve to the left in the saving-investment diagram.  If desired investment is very sensitive to changes in the real interest rate, private investment may fall sufficiently to offset much of the fiscal stimulus.  That is, the decline in I may offset the simulative effect on aggregate demand of an increase in G.





16.	If Ricardian equivalence holds, households increase their saving to offset the government’s dis-saving.  Consumption and aggregate demand are unchanged.


�



17.	The proponents’ claim focuses on aggregate supply:  If the infrastructure program makes private labor and capital inputs more productive, the LRAS curve shifts to the right.  The opponents’ claim focuses on aggregate demand:  In the short run, the increase in government purchases reduces desired saving and raises the real interest rate, possibly crowding out private investment.





18.	(a)  Expansionary monetary policy shifts the AD curve to the right, restoring output 


		  to its full employment level.


	(b)  Contractionary monetary policy shifts the AD curve to the left, restoring output


		  to its full employment level.





19.	All else being equal, the increase in the interest rate paid on bank deposits raises money demand and shifts the AD curve to the left.  In the long run, the price level falls.





Data Question





20.	In periods of aggregate demand shifts, output growth and inflation move in the same direction.  In periods of aggregate supply shifts, output growth and inflation move in opposite directions.
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