






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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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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shift left no effect no effect

shiftright noeffect noeffect

shiftright noeffect noeffeot

shift left no effect no effect
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noeffect shiftleft shiftright
noeffect shift left shift left
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