Macroeconomics

Instructor: Mark Tomass

Answers to Homework 9

Aggregate Demand and Aggregate Supply
1. The increase in aggregate demand will have little effect on the price level while increasing real GDP if current equilibrium real GDP is well below potential real GDP.

2. The increase in export demand is likely to overheat the economy contributing to an inflationary process as the price level rises and real GDP increases above potential real GDP.

3. The aggregate demand curve would be vertical.

4. The resulting decrease in aggregate supply would put upward pressure on the price level and decrease equilibrium real GDP.

5. The increase in nominal wages will decrease aggregate supply.  This will decrease equilibrium real GDP and increase the price level.  Labor earnings will decline if widespread unemployment results.

6. The aggregate supply curve will shift out, increasing equilibrium real GDP and decreasing the equilibrium price level.

7. Real GDP could increase without increases in the price level if the aggregate supply curve were flat.  This would imply that a decrease in aggregate demand would decrease real GDP with no effect on the price level.

8. Because  the economy is operating in the flat portion of its aggregate supply curve during a recession an increase in aggregate demand is likely to increase real GDP with little effect on the price level.

9. The drought will increase the price of agricultural commodities which are inputs into the product of food.  As a result aggregate supply will decrease which is likely to increase the inflation rate for the year.  Equilibrium real GDP will also fall and because agriculture is a large sector of the economy there will likely be a recession.

10. Increases in aggregate demand increase equilibrium real GDP and the price level.  The price level declines while real GDP increase when aggregate supply increases.  Increases in the quantity and productivity of resources will increase aggregate supply and the allow real GDP to grow while the price level remains stable (zero inflation).

