Exercise 7

AD-AS Model

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

. 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.

. Explain why LRAS is vertical.

. 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

Gl

Tl

Autonomous CT

Autonomous I

Ml

i

Temporary epidemic
(assuming AD unchanged) No effect

Permanent increase in
population growth rate No effect
(assuming AD unchanged)

w1

Bad seasonal weather

Permanent loss in agricultural
land due to climate change

Discovery of new technology

Short-term worker training

Permanent education reform

. 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.

. 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.

. 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.

. 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?)

. 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?)

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?

*** 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?)



®

®

olg

>

o|€

BADA  bUO4bYDAUS

N \ N LMy
\ Lm,
\m.l 15

>4 >y
when  price lwel increased in the won
deorease

in the redl money suFP\y (Ms-

P
A
AD
>}
markek it will directly
) and increasing the

intoresy  rate , dve to e increasin g of the interesk rake & discorage the

investors |

Ao AE fall ¢  oput fall the AD has downword sloping to the
negative velaVionship  betweem the phice lwed omd the

rait3

-y
|

\

L

cl=--

\ t 3

Y2,

Vi

|
|
|
t
L

|
|
|
L 2

= WV

ovb pl/'l'.

SRAS

[}

l
Y y,,)'

Normindl wage is shicky odve Yo the labor conbrach

The veason wh
of whem the
Go the firms

LRAS s

W\Ployte can
labor olemomd

whprr  say the oame. The pnce doen’t  effeck he

SRAS

is

an vawd -slof:ing Is  becavse

price Increast , wage lecome¢  cheapur.

going Yo

vertteal
nego Yiote

becavee of
for

demond  more
also the production. Hece , it leads to on increa

In conclvde, when the price increast

, also

in the

labor , the labor increase

sin’ in the ovl-pvt.

Hw ovE-Pvt.

lms Yun whm the

price increast,

more highey wag , were the real wage anol

stayed wicharged. Even the firm didn't hire wmore labor,

ovopvt,



PADA  GUOUbYDIUS

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 movemn ent movem it —
Gl lefy — —
Tl right —_— -
Autonomous CT righ¥ — —
Autonomous Il left — -
Ml — — -
) letd - —
Temporary epidemic _
(assuming AD unchanged) No effect l CF{'

Permanent increase in
population growth rate

No effect no effect rtghir

(assuming AD unchanged)
w1 — left no effect
Bad seasonal weather — lefb no  effeck
Permanent loss in agricultural
land due to climati change - l("H’ left
Discovery of new technology — right raght
Short-term worker training — right no effect
Permanent education reform - right vight

: negatlve AD Shock, AD curve shift to the left.

— price & obpit decrease.
the new  equilibrivm (XD is less than the -fvll-cnflv’mqt

owprt (Yp) which leads o the recesslonory gap.

- |f the avunmeit wanks bo comect  this veccessinary 9%, the expansionary
fiscal  policy and  expansi mpne¥ory poVoy can fe applied ©g. lower
Yax ) Increacs gwunmm'ﬁ 5’7 ds‘ng or lowey the interest vatve.

- It Wore i m gowment inkervertion, the economy will adivet by HeeH.
AS AD it left, Vhwe is  lower price amd " lower  odput

Which means that the sk of predvefion  vhich ¥he wage I's  low.
Thorefory , e firms  demamd more lobor. Go it create growth oF ovbput.

As & resllt it move lack to the  long-run equilifwym.
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One examplee of a4 Yempoary, pesithe AS  shock i's

weathor .
LRAS
SRAS

high - seas0n of e

As thwe i a positive AS  shock, it shifts Ag o the
vigh-l' and, cavse hqhw whpvt  and lover price.

| \ Whem dhe  Shook  disappears  AS will adjvst to the

AD orighal  equilibrivm by itself.
YE 7

Example of a fmmnm‘l' nogatlVe AS chock s Vhe
P hioher death  rate.

LRAS 9
As This wil make AS chif¥ bo the lefh, hence it
\ real  less ovipit. So if there s no  govermeni
nkervenilon | higr  death rabe , the populablon Sree
P——= become smaller . Thevefore, LRAS will shify b ¥he
/ AD lefé as well.
v y As a yesvit it wil adjust to the lomg-run equiltbvim
E

with ‘N‘g‘w" rn‘ob and lerr OWPI/L.




