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Questions on AD-AS





Review Questions





1. Why is there a negative relationship between the price level and aggregate output along the AD curve?





2. Why does a rise in the price level increase aggregate output supplied in the short run, according to the new classical approach?





3. What is meant by the term price stickiness in the new Keynesian approach? What elements of the economy lead to price stickiness?





4. What is the slope of the long-run aggregate supply curve? Why does it have this slope?





5. What predictions do the new classical and new Keynesian approaches yield about monetary neutrality in the long run?





6. According to the new Keynesian approach, what is the effect on output in the short run of an increase in government defense purchases?





7. What is the real business cycle? If  a winter storm temporarily reduces agricultural output, which curves shift in the AD-AS diagram?





Analytical Problems





8. Using the new classical approach and the AD-AS diagram, describe the effects on the price level and current output of an increase in the price of oil. How would your answer differ if the Fed increases the money supply to stimulate aggregate demand?





9. Suppose that the economy is initially in equilibrium at full employment. Then the government unexpectedly increases income taxes. What are the effects on output and price level in the short run and the long run, according to the new Keynesian approach?





10. In the mid-1970s and again in the late 1970s, OPEC raised oil prices sharply. The higher cost of oil reduced the productivity of energy-using industries. Show what would happen to output and the price level in the short run according to the new Keynesian approach.





11. One way in which misperception of the aggregate price level is thought to affect the economy is through the labor market. Suppose that the unemployment rate  u is related to the rate of inflation ( and the expected rate of inflation (e , as follows:


	( = 0.08 - 2u + (e.


a) If there is no misperception of inflation (so that ( = (e), what is the unemployment rate (in percent)?		


b) If expected inflation is 8% and actual inflation is 4%, what is the unemployment rate?


c) If expected inflation is 4% and actual inflation is 8%, what is the unemployment rate?





12. John Maynard Keynes stressed the role played by animal spirits - changes in the confidence or optimism of entrepreneurs and managers - in economic fluctuations. Suppose that a wave of optimism hits the U.S. business community. Describe the effects of aggregate demand and the price level in terms of the new Keynesian approach.





13. Suppose that, as a result of a vigorous “thrift campaign” by U.S. policymakers, the public increases its saving rate. In other words, at any particular combination of income and real interest rate, the public saves more income. Describe the short-run and long-run effects on output in terms of the new Keynesian approach.





14. Because of an increase in the expected future productivity of capital, the stock market rises. Describe the effects on investment, current output, and future output in terms of the new classical approach.





15. Many economists and policymakers worry that increased government purchases are not expansionary because they crowd out private investment spending. Using the derivation of the AD curve, explain the logic of this argument.





16. Suppose that Congress passes a law allowing all taxpayers to subtract $500 from their tax bill while government spending remains unchanged. Assuming that the Ricardian equivalence proposition holds, describe the effect of this policy on aggregate demand.





17. Suppose that the president and Congress agree on an infrastructure program to raise federal spending on highways, bridges, and airports. Proponents of the program argue that it will increase productivity in the long run. Opponents of the program argue that it will reduce private investment in the short run. Using the AD-AS diagram, illustrate these positions.





18. The Fed can use expansionary or contractionary policy to shift the AD curve. Using the AD-AS diagram, illustrate how monetary policy should be used to return output to its full employment level when


a) the AD curve intersects the SRAS curve to the left of the full employment level of output; and	


b) the AD curve intersects the SRAS curve to the right of the full employment level of output.





	19. Throughout the 1980s, the interest rate that banks’ customers received on their deposits increased, owing in large part to improvements in computer and communications technologies. What effect did this development have on the AD curve? If not offset by other factors, what effect did this development have on the price level, assuming a vertical LRAS curve?
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