Exercise 7 -
Punjinnicng  Fungyen

AD-AS Model 6404640895

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

|' MS2 M¢ i LM,
P YV

-(_\Md Iq

8 of
M mongy

Y )

=

q
]
|
(]
[]
Y)

AD Curvl Shows the heqative relafionship between price level (PL) and Output

0r incomQ (v.). When the price incroase , Fho monty fupply Curve will increase cshift 1ef4)
and makes higher on interest rafe - Because of decreasing i mongy Supply Curve , making
LM curve chift to the left dt the paint that higher interift raf and lower output.

And then therg is movement afong the curve on AY  curve pecause of Phifting on LM
wryQ by oprice factor .As d result , AD is dawnwdrd Sloping-

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

. _ MYy aLpnaL o
production function.
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Stitky wago theory is the theory which economists believe that output is met ot

fult - employment leve]. As you see in the labor demdnd Jdidgrdm when price of goodsd fervices
iNCredst  the wage remiang the Sdme. Ecohomists bRlieve that the market will not adjurt

in  Quickly becouse OF (fitky wage. When thd pricd increase , it means that the real wag
will decreas¢ becaure of the fame wagl we have legs purchating power .AS a veSUlt of
reducing in real wage, the frms will want to hire move labor. The amout of [abor increase
50 the output will incvease . fRAs i Vpwavd - Ploping because SRas shows the positive
relationship between pvice level (p) and oufpul (y)

3. Explain why LRAS is vertical.

pL LRAS The etonowist believed that LRAS does not depend oh
SRAS price fevel, The output diways Stay at full employment
/ point (Yp) at dny price level.
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4. Cetaris Paribus (other things equal), how will each variable /event affect each
curve - shift (to which direction?) or movement?

Variable/Event AD SRAS LRAS
PT movoment | movemont | movomeny
Gl shift (oft na_effoct no effoct
T! Shift right no_effect ho o #foct
Autonomous CT chift vight | ng effoct no_ffoct
Autonomous I chift lot no effecd no effecs
M Shift left no offect no e feert
it chift loft no efepct ne ofect
Temporary epidemic
(assuming AD unchanged) No effect fhift left no offoct
Permanent increase in
population growth rate No effect Shift right Shi§t right
(assuming AD unchanged)
W1 no effect thifd logt no left
Bad seasonal weather no effect chift loft shift logt
P‘i;’{‘jgir;ttfifl;;‘aiirc‘ﬁ‘;g;al no QFfect | SWEt It | Chift loft
Discovery of new technology no effect Shift right Shift right
Short-term worker training no ¢ffeci rhitt+ right fhift right
Permanent education reform no effect mift  right mift  right

5. Suppose the economy faces a negative AD shock (e.g. loss in consumers’

confidence).
- What output gap do we have? Draw the AD-AS diagram to show the output

gap at the new short-run equilibrium.
- Ifthe government wants to correct such output gap, what policies can it

implement? Give examples.
- Ifthere is no government intervention, explain with the AD-AS diagram how

the economy will return to the long-run equilibrium.

'y LRAS

y the output cy) will decrease . So,we have o receSsiOhary gup
becaysre of Negative A0 fhock.

AD
\M"-Y we have high unemployment and usually haye deflation.
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sras  * Negative AD Shotk makes the AD curve Shift fo tho W0ft. And thenh

*The govirnmont shoyld use the expangionary fircal or monliary poticy.
Berauge if the otonamy have a recessiondry gap o it medns that  we

For gxample , we havp doflation which i people dont ufd the money

and als0 make (0SS COnSumption in  +he economy. If use th@ expdnliondry
fiscal polity which makes goverament fpending intrease s0 that the consumption in the

economy  will inCvease.

+Shift SRAS to fhe right becavse whew the Ab curve Shift 1o the left,it makes price level
decrease . AS a result, the firms will won{ +o hire more labor S0 that the output will

intvease angd turn back gf Long run Qq,uiﬁblrivm at  fower price.



6. Suppose the economy faces a temporary, positive AS shock.
- Give one example of a temporary, positive AS shock.
- If there is no government intervention, explain with the AD-AS diagram how
the economy will return to the long-run equilibrium.

- Good weather , Shovt - term requiations (hange

SRAS
' +The temporary positive aS Shocks makes the YRAS cure

shiet to the right at the lower price dand higher ovtput. when the
shock (s gone , everything will return  t0 original point.
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7. Suppose the economy faces a permanent, negative AS shock.
- Give one example of a permanent, negative AS shock.

- Ifthere is no government intervention, explain with the AD-AS diagram how
the economy will return to the long-run equilibrium.
- change in amount 0f populdtion
LRAS, Lﬂﬁ CRAS,
/ - (RAs,  Becaus¢ of a pormanent negative AS chock make +he LRAS and SRAS
2 corve shift to the lft and we have have SR Equilibrium ot @.
/ /'/ As o rsulf of permaunent negative AS Shock, ThQ output (y) we be
/ permanently lowey . S0 we will get into the L& equilibrium of @
at the lower y and higher prite level price 1Qvel whilh makes

an inflation.

Yr, Yrq

8. In macroeconomics, Money Neutrality is the idea that a change in the stock of
money (M) does not affect real variables, like employment and real GDP. Is this
true in the AD-AS model?

(Hint: When the central bank changes money supply, M, does this affect output in

the long run, i.e. full-employment Y?) SR’
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Suppose  the central bank intrease  mMOngy Supply , $0 the Mg curve will Shift to the right at
lower inforest rafp, In money market, the v curv@ will thift to the right due to the money
supply curve Shift to the right ond have lower inforost rod2. As @ result the b curve will shift
to the right becaure m curve thift to the right by non-price factors. Ad will fhifi from A0, t0AD'
ot shorf- Fun  equilibium. At poin¥ @ ,we have higher price level (0 the firms will hire a labor more
becaure +hoy wami to SRl more output. This goog For them couse the wage of labor is the
@ame oul to chicky wage in phort-run. 9, move labor makes lers ouiput Ye will decrease to v/ On
the othey hand , in Lang-run wage is Flexible so the labar wili ark for highor wage S0 that

the fiems are not happy and they decide o Ffire a labor . Finally  CRAS will Shif+ lef+ berauce
1065 labor couging less gfupply and we will return to new LR equilibrium A} point @ with
higher price level. The output will furn back from v' 10 ye 4 S0 Change in money supply does

not affect the ye .



9. Based on Question 8 above, what can the government do to change output in the

long run?
(Hint: Monetary and Fiscal Policies are demand-side policies, but do we have
other alternatives?)
PL LRAS PL LRAS‘ PL LRAS,

\ SRas \ _ SRAS \ /Sp.as"

ADZ
Ad4q *AD NAD,
Y Y Y
Y¢ Y¢ Ye

The gavernt vse expansionary fiscal polity to thift AD curve. AD Curve will shift to the
right from AD, to AD, by increasing govarn spending Which loads to the right in IS cuwve.
Al of this is tho demand - side policy. fo ,when we wanl to Change in Supply-side, we wil vse
fUPPIy- side policy which makes a Change in productivity of labor. For in this case, if we have d
better in technology or (aboy have a good qducation. Al of this rans can lRad to chift fo
Fho right in LRAS from LRAS, to LRAS, . And, beftor in fechnology or education can make the
SRAS increas as LRAS. 50, the SRAS mrve will thift to the right from SRAS, +0 (RAS, .

Fnalty , we will rturp to nhew long-run Qn,ui\ibrium at higher Ye.

10. Economists usually have macroeconomic goals of low employment and low
inflation. It is also believed that economists face the trade-off between these
goals, especially in short run. Use relevant diagrams to explain the trade-off. Why
does the trade-off no longer exist in long run?

N

AD,

when we have fow inflation rate, i+ means that we have lower price level which makis the
wagQ is more higher to that the firme do not wani ‘to hire labor anymore. S0, the employment
rake is low.The AD curve will thift to fhe lef+ From Ab, to AD, with lower P and v. In short-run
yit S true thal low inflation leads to low employment . Howevetr, in the LR the wage is
Flexible ¢o if we have lower prite or low inflation whith makes 4 lower in redl wage.

50, tha firms will return +o hire more labor whith leads tp highoy in outpui tyr . AS a retult,1he
SRAS will Shit} to the kight from SRAS, o fRAS,. Therefore, wo will also return batk to the
new Le eQuilibrium at point @ with [lower prire level . In contlupion, the trade-off S no longer
exists in LOng- run,



11. *** The IS-LM is for short-run analysis, while the AD-AS is for long-run
analysis. Now, let’s link them together. Suppose the government implements
expansionary fiscal policy. Use the IS-LM and AD-AS models to show the policy
effect in both short run and long run.

(Hint: In long run, what happens to P in the AD-AS model? How will this change

in P affect the IS-LM model?)
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The gavernment use expansionary fiscal polity , r0 the IS curve will chift to the righy due to
higner qovernment spending or lower tay. Now, we have hightr interest rate ang higher output ty)
in IS-LM model. The fhift in IS Ccurve 1Rads +o Chift in AD Curve QS well. 0, in AD-AS model we

will more from LRE ot poini @ t0 point @ with higher prite level and higher output (y.).

However, in Lr when we have hightr price level whith means higher wage betause in LR

wage is floxible and it dopends on price level, the firms will hire less labor so the autput (y)
wifl decrease betause SRAS Shiff to fhe loft from SRAS, 10 SRAS, and output ty) return Dback
from y* to Ye . A new LRE paint @ the price \evel is higher g0 when the price level iS higher
yThe Mg wih detrease. Therefore the W curve will Shift 1o the lef from m, to M, with
the ame amouny of Outpyt cy) because we weturn back from point @ @ in Is-LM model.



