
Exercise 7 

AD-AS Model 

 

1. Explain why AD is downward-sloping (that is, how AD is derived), using the 
money market diagram and the IS-LM. 
 

2. What is Sticky Wage Theory? Explain why SRAS is upward-sloping (that is, how 
SRAS is derived), using the sticky wage theory, labor demand diagram, and 
production function. 
 

3. Explain why LRAS is vertical. 
 

4. Cetaris Paribus (other things equal), how will each variable/event affect each 
curve Ȃ shift (to which direction?) or movement? 
 

Variable/Event AD SRAS LRAS 
�՛    
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�՝    
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Temporary epidemic 
(assuming AD unchanged) 

 
No effect 

  

Permanent increase in 
population growth rate 

(assuming AD unchanged) 

 
No effect 

  

�՛    
Bad seasonal weather    

Permanent loss in agricultural 
land due to climate change 

   

Discovery of new technology    
Short-term worker training    

Permanent education reform    
 

5. Suppose the economy faces a ������������������ȋ�Ǥ�Ǥ������������������ǯ�
confidence). 
- What output gap do we have? Draw the AD-AS diagram to show the output 

gap at the new short-run equilibrium. 
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Sticky wage theory argues that employee pay is resistant to decline even under deteriorating economic 
conditions. This is because workers will fight against a reduction in pay, and so a firm will seek to reduce costs 
elsewhere, including via layoffs, if profitability falls.

Explain why LRAS is vertical.
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SRAs shows the positive relationship between Price and output .

-

SR as
Price 9 → cost to hire labor d

→ hire r → output in÷÷i÷÷÷ iii.iii. is:: ::.
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In the IR
,
the output does not relate to the price level .

output at fun - employment level , and IRAS does not depends on price level .
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Expansionary fiscal policy ; decreased taxed or increased

spending ( Td ,Ga)

- The amount of output supplied will be greater than AD .

Prices

will begin to fall to eliminate the surplus output . As prices fall the
amount of aggregate demand increases and the

economy
returns to Equilibrium .



- Tied to a technological advancement ; car manufacturing
by Henry Ford .

It positive supply shock increases output causing
prices to decrease

.
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- increase in the price of oil .

output decrease , price increased.

The economy can slowy adjust itself,

p through shifts in SKAS .
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A money supply increase will tend to raise the price level in the long run.
 A money supply increase may also increase national output. A money supply 
increase will raise the price level more and national output less the lower the 
unemployment rate of labor and capital is.

Money is neutral because nominal money supply has no effect on output and the 
interest rate in the medium run. ... The interest rate is determined by the position of 
the IS curve and the natural level of output (which is determined by the position of the AS curve).

Because in the long run structural relationships dominate over cyclical relationships.
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