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sticky wage theory > in short run
,
nominal wage

is sticky due to labor contracts ,
and there is unemployment



p IRAS
was a vertical

due to limited resource

even we want to produce

more due to higher price

he cannot produce more
than I

Y
4- full

employment

LRAS does not depend on

price .



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 
�՛    

՝    
�՝    

������������՛    
������������՝    

�՝    
�՛    

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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the government should use expansionary
fiscal policy .

ex
,
increase or to raise

spending and decrease
T people will spend more

so AD shift right back to the

equilibrium



Self - Correcting Machan ism

3) In the long run , nominal wage
is flexible

Unemployed workers are willing to accept lower

nominal wage .
As a result , cost of production

decreases
,
firms want to produce more ,

SR As shift to the right back to

.
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- F-✗ = good weather
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good weather shifts SRAS to the right ,

Afterwards
,
the positive shocks

will disappear , the weather is the

same before the AS shock .

As a result
,
SRAS moves bail

to its original position
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ex , stricker regulation
on production,

the capacity of the economy has

decreased
,
cost of Pridhctioh higher,

LRA s shifts to the left , > RAS win

also decrease until output has returned

to the full employment output .

Therefore
,
output is permanently lower and price

level permanently higher



Money supply will not affect output in the

long run , because the economy always go up

and down ,
so central bank adjusts money supply

regularly so it's not permanent shock ,

which means not gonna affect long run
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Alternative policies such as supply side

policy e✗= improve education , production

and training

pl LRAS
As you can see 0h
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short run
, if full employment

decrease
,
there will-
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AP be an inflation
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If YFE is higher

,YFE
there's an deflation

2h long run it is constant,

It does not a fleet by price .
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