Macroeconomics

Instructor: Mark Tomass

Answer Key to Homework 10

AD-AS Analysis of Economic Fluctuations
1. The logic implies that flexible nominal wages will result in shifts in aggregate supply in response to shifts in aggregate demand so as to assure full employment.  The model does not fit the facts for the U.S. economy because wages are not fully flexible in the downward direction.

2. The aggregate supply curve will be a vertical line.

3. The aggregate supply curve will shift inward.  The increase in nominal wages will put upward pressure on the price level and reduce equilibrium real GDP other things being equal.

4. The long-run aggregate supply curve will shift to the right.  The economy is less likely to overheat because its productive capacity expands as a result of productivity increases.

5. The more experienced labor force will result in an increase in aggregate supply that will put downward pressure on the price level and upward pressure on real GDP.

6. If policies increase aggregate demand enough to overheat the economy there will be a wage-price spiral.

7. The result of the surge in aggregate demand will be a $500 billion inflationary gap.  As workers demand increases in nominal wages to keep their real wages from falling the aggregate supply curve will shift to the left reducing equilibrium real GDP to potential real GDP.

8. Aggregate supply would decrease as a result of the disruption in shipments.  This will put upward pressure on the price level and decrease equilibrium real GDP resulting in a process of stagflation.  Japan imports most of its petroleum products and such a supply-side shock could cause a recession in Japan.

9. The higher dollar will make our exports more expensive and will decrease the price of imported final products.  As a result, aggregate demand will decrease.  However, the higher dollar will decrease the price of imported inputs and intermediate products causing aggregate supply to increase.  The higher dollar will therefore contribute to a lower price level (less inflation for the year) but it could either increase or decrease real GDP depending on the relative strengths of the demand and supply-side effects.

10. Increases in aggregate demand occur as income increases.  Increases in aggregate supply result from increases in productivity.  Outward shifts in aggregate supply put upward pressure on real GDP and moderate inflationary pressures by putting downward pressure on the price level.

