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variables and nominal variables is known as
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In the short run, however, most economists believe that real and nominal variables are intertwined. Economists use the model of aggregate
demand and aggregate supply to examine the economy’s short-run fluctuations around the long-run output level. The following graph shows an
incomplete short-run aggregate demand (AD) and aggregate supply (AS) diagram—it needs appropriate labels for the axes and curves. You will
identify some of the missing labels in the questions that follow.

©}

VERTICAL AXIS

HORIZONTAL AXIS





image10.png
The vertical axis of the aggregate demand and aggregate supply model measures the overall
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The aggregate ~_curve shows the quantity of output that households, firms, the government, and foreign customers want to buy at
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each price level.
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3. Why the aggregate demand curve slopes downward

The following graph shows the aggregate demand (AD) curve in a hypothetical economy. At point A, the price level is 120, and the quantity of
output demanded is $500 billion. Moving up along the aggregate demand curve from point A to point B, the price level rises to 140, and the.
‘quantity of output demanded falls to $300 billon.
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remain the same.




image17.png
to

¥ . This phenomenon is known as the

v




image18.png




image19.png
Additionally, as the price level rises, the impact on the domestic interest rate will cause the real value of the dollar to v inforeign
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exchange markets. The number of domestic products purchased by foreigners (exports) will therefore ¥, and the number of
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foreign products purchased by domestic consumers and firms (imports) will ¥ . Net exports will
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therefore v, causing the quantity of domestic output demanded to . This phenomenon is known as.
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4. Determinants of aggregate demand

The following graph shows a decrease in agaregate demand (AD) in a hypothetical country. Specifically, agaregate demand shifts to the left from
AD; to AD,, causing the quantity of output demanded to fall at all price levels. For example, at a price level of 140, output is now $200 billion,
where previously it was $300 billion.
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The following table lists several determinants of agaregate demand.

Complete the table by indicating the change in each determinant necessary to decrease aggregate demand.
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Change Needed to Decrease AD

Consumer expectations about future profitability -
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Government spending
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Interest rates.
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The value of the domestic currency relative to the foreign currency
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Appreciate
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5. The slope and position of the long-run aggregate supply curve

Suppose the Fed doubles the growth rate of the quantity of money in the economy. In the long run, the increase in money growth will change
‘which of the following? Check all that apply.

The quantity of physical capital

The price level

The level of technological knowledge

The size of the labor force

Suppose the economy produces real GDP of $50 billion when unemployment is at its natural rate.

Use the purple points (diamond symbol) to plot the economy’s long-run aggregate supply (LRAS) curve on the graph.
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Suppose the government passes a law that reduces unemployment benefits in a way that causes unemployed workers to seek out new jobs
‘more quickly. The policy will cause the natural rate of unemployment to v, which wi
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1. Key facts about economic fluctuations.

‘The following graph approximates business cycles in the United States from the first quarter of 1953 to the third quarter of 1957. The vertical
blue bar coincides with periods of 6 or more months of declining real gross domestic product (real GDP).
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Source: "Current-dollar and Real GDP," Bursau of Economics Analysis, last modifiad May 1, 13, accassed May 15, 13, https//ww.bea.gov/national

/xis/gdplevads.

Notice that real GDP trends upward over time but experiences ups and downs in the short run. A period of declining real GDP, such as the blue-
shaded period in 1953, is known as.
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(O shift the long-run agaregate supply curve to the left
(O shittthe long-run agoregate supply curve to the right

(O ot affect the long-run agoregate supply curve

In the following table, determine how each event affects the position of the long-run aggregate supply (LRAS) curve.
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Direction of LRAS Curve Shift

Many workers leave to pursue more lucrative careers in foreign economies. v
For environmental and safety reasons, the government requires that the country's v
nuclear power plants be permanently shut down.

Aninvestment tax credit increases the rate at which firms acquire machinery and v

equipment.
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6. Why the aggregate supply curve slopes upward in the short run

In the short run, the quantity of output that firms supply can deviate from the natural level of output if the actual price level in the economy
deviates from the expected price level. Several theories explain how this might happen.

For example, the sticky-price theory asserts that the output prices of some goods and services adjust slowly to changes in the price level.
‘Suppose firms announce the prices for their products in advance, based on an expected price level of 100 for the coming year. Many of the firms
sell their goods through catalogs and face high costs of reprinting if they change prices. The actual price level tums out to be 110. Faced with

high menu costs, the firms that rely on catalog sales choose not to adjust their prices. Sales from catalogs will v, andfims
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that rely on catalogs will respond by v the quantity of output they supply. If enough firms face high costs of adjusting prices, the
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unexpected increase in the price level causes the quantity of output supplied to
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rise above
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Suppose the economy's short-run aggregate supply (AS) curve is given by the following equation:

Quantity of Output Supplied — Natural Level of Output + a x (Price Levelsctuat — Price Levelpapectea)

The Greek letter a represents a number that determines how much output responds to unexpected changes in the price level. In this case,
assume that a = $2 billion. That is, when the actual price level exceeds the expected price level by 1, the quantity of output supplied will
exceed the natural level of output by $2 billion.

Suppose the natural level of output is $60 billion of real GDP and that people expect a price level of 110.

On the following graph, use the purple line (diamond symbol) to plot this economy's long-run aggregate supply (LRAS) curve. Then use the orange line
‘segments (square symbol) to plot the economy’s short-run aggregate supply (AS) curve at each of the following price levels: 100, 105, 110, 115, and
120.
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The short-run quantity of output supplied by firms wil fall below the natural level of output when the actual price level v the price.
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The short-run quantity of output supplied by firms wil fall below the natural level of output when the actual price level v _the price
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a business cycle
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level that people expected.
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7. Determinants of short-run aggregate supply

The following graph shows an increase in short-run aggregate supply (AS) in a hypothetical economy where the currency is the dollar.
Specificall, the short-run agaregate supply curve shifts to the right from AS) to ASj, causing the quantity of output supplied at a price level of
100 to rise from $200 billion to $250 bilion.
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The following table lists several determinants of short-run agaregate supply.
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Fillin the table by indicating the changes in the determinants necessary to increase short-run aggregate supply.

Change Needed to Increase AS
Input prices -
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Human capital
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Burdensome regulations




image55.png
8. Economic fluctuations I

The following graph shows the economy in long-run equilibrium at the expected price level of 120 and the natural level of output of $600 billon.
‘Suppose firms become pessimistic about future business conditions and cut back on investment spending.

Shift the short-run aggregate supply (AS) curve or the aggregate demand (AD) curve to show the short-run impact of the business pessimism.
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In the short run, the decrease in investment spending associated with business pessimism causes the price level to v _the price
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True or False: Short-term fluctuations in real GDP are iregular and unpredictable.

‘Which of the following probably occurred as the U.S. economy experienced increasing real GDP in 19542 Check all that apply.

Industrial production declined.

Retail sales increased.

Home sales dedined.

Consumer spending increased.
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level people expected and the quantity of output to
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unemployment rate to v the natural rate of unemployment in the short run.
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Again, the following graph shows the economy in long-run equilibrium at the expected price level of 120 and the natural level of output of $600
billion, before the decrease in investment spending associated with business pessimism.

During the transition from the short run to the long run, price-level expectations wi v and
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¥ curve will shift to the
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aggregate demand
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Now show the long-run impact of the business pessimism by shifting both the aggregate demand (AD) curve and the short-run aggregate supply (AS)
curve to the appropriate positions.
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2. Explaining short-run economic fluctuations

Most economists believe that real economic variables and nominal economic variables behave independently of each other in the long run.

For example, an increase in the money supply, a v variable, will cause the price level, a v variable, to increase but will
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natural level of output, and the unemployment rate v the natural rate of unemployment.
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9. Economic fluctuations IT

The following graph shows the short-run aggregate supply curve (AS), the aggregate demand curve (AD), and the long-run aggregate supply
curve (LRAS) for a hypothetical economy. Initially, the expected price level is equal to the actual price level, and the economy is in long-run
equilibrium at its natural level of output, $110 bilion.

Suppose a bout of severe weather drives up agricultural costs, increases the costs of transporting goods and services, and increases the costs
of producing goods and services in this economy.

Use the graph to help you answer the questions about the short-run and long-run effects of the increase in production costs that follow. (Note: You will
ot be graded on any adjustments made to the graph.)

Hint: For simplicity, ignore any possible impact of the severe weather on the natural level of output.
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The short-run economic outcome resuiting from the increase in production costs is known as
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Now suppose that the government immediately pursues an accommodative policy by increasing government purchases in response to the.

short-run economic impact of the severe weather.

In the long run, when the government pursues accommodative policy, the output in the economy will be.
be

billion and the price level will
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have no long-run effect on the quantity of goods and services the economy can produce, a v _variable. The distinction between real




