MACROECONOMICS: UNIT IX

AGGREGATE SUPPLY
AGGREGATE DEMAND
In the previous chapters, we discussed GDP and its determinants, the effects of unemployment and
LQÀDWLRQRQ*'3DVZHOODVKRZWKHHFRQRP\LVDIIHFWHGZKHQ*'3LQFUHDVHVRUGHFUHDVHV:KDWZHKDYHQ¶W
GRQH\HWLVJUDSKWKHDJJUHJDWHHFRQRP\DQGEHFDXVHLWLVGLI¿FXOWWRVHSDUDWHHFRQRPLVWVIURPWKHLUJUDSKV
this chapter focuses on just that.

Micro Vocabulary

Macro Vocabulary

Price or P

Price Level or PL

Quantity or Q

Real GDP (or National Output or National
,QFRPH 5HPHPEHUWKHFLUFXODUÀRZ
diagram. These measurements should be
equal to each other.

Supply or S

Aggregate Supply or AS

Demand or D

Aggregate Demand or AD

The graph looks similar to a micro supply/demand graph, with upward-sloping supply and downwardsloping demand curves, as shown on the following page. The reasons for the slopes of the curves are different
KRZHYHU 7KHFDXVHVIRUWKHGRZQZDUGVORSHRIWKHPLFURGHPDQGFXUYHZHUHH[SODLQHGLQ8QLW,,, 
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6LPLODUWRWKHVXSSO\GHPDQGJUDSKLQPLFURHFRQRPLFVWKHD[HVIRUWKHPDLQPDFURHFRQRPLFJUDSK±
called the Aggregate Supply/Aggregate DemandJUDSKRU$6$'±UHIHUHQFHSULFHDQGTXDQWLW\+RZHYHU
because the AS/AD graph represents all goods and services produced in the entire economy (hence the name
³DJJUHJDWH´ZKLFKPHDQV³WRWDO´ UDWKHUWKDQRQHSDUWLFXODUPDUNHW DVLQPLFUR WKHODEHOVIRUWKHD[HVDUH
a bit different.
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Short-run Aggregate Supply

PLeq
Aggregate Demand =
C + I + G + (X – M)

Qeq

REAL GDP
OR NATIONAL OUTPUT
OR NATIONAL INCOME

The key point for both micro and macro demand curves is the same: there is an inverse relationship
between the vertical axis and the horizontal axis. When prices or overall price levels are low, the quantities
consumed increase and vice versa. For both macro and micro supply curves, quantity produced increases
as the opportunity for increased revenues grows. Thus, both micro and macro supply curves have a direct
UHODWLRQVKLSEHWZHHQ3 RU3/ DQG4 RURXWSXW 7KHFKDUWEHORZVXPPDUL]HVWKLV

Upward Slope of
Supply Curve

Downward Slope of
Demand Curve
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Micro

Macro

Law of Supply:
Low prices represent low
marginal costs and low
opportunity costs; high prices
represent high opportunity and
marginal costs.
Law of Demand:
Income effect rate
Substitution effect
Diminishing marginal utility

Higher prices for goods
and services make output
PRUHSUR¿WDEOHHQDEOLQJ
businesses to expand their
production; lower prices
discourage production.
Interest rate effect
Wealth effect
Foreign purchases effect

The Downward-sloping Macro Demand Curve
The wealth effect (or “real balances” effect LVDVVXPHGWRRFFXUZKHQSHRSOHIHHODVLIWKH\KDYHPRUH
PRQH\)RUH[DPSOH³(YHU\LQFUHDVHLQVWRFNSULFHVUDLVHVFRQVXPHUVSHQGLQJE\FHQWVWRFHQWV´
DFFRUGLQJWRFDOFXODWLRQVE\-RVHSK*DJQRQDIRUPHU)HGHUDO5HVHUYHRI¿FLDO6RLIWKHPDUNHWYDOXHRI
the Standard & Poor’s 500 Stock Index is currently $13.9 trillion, and it increased 10 percent, consumer
spending would rise $40 billion to $70 billion.1 Rising housing prices can have the same effect.
1
As quoted in “Fed Aims For ‘Wealth Effect’ To Revive The Economy” by the Associated Press, National Public Radio, September 14, 2012.
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The interest rate effect says that when interest rates change due to a change in the price level, the cost
RIERUURZLQJPRQH\WRSXUFKDVHFDSLWDO WKHLQYHVWPHQWFRPSRQHQWRI$' LVDIIHFWHGDVDUHLQWHUHVWUDWH
sensitive consumption purchases such as cars and appliances. Thus, when interest rates rise, consumption and
investment fall, and vice versa.
The foreign purchases effect states that our economy is sensitive to price changes worldwide. When the
price level in the United States rises relative to the price level in other countries (that is, when the same goods
DUHPRUHH[SHQVLYHLQWKH86WKDQWKH\DUHRYHUVHDV $PHULFDQVZLOOVXEVWLWXWHFKHDSHUIRUHLJQJRRGVIRU
more expensive American goods. Likewise, foreigners will import fewer of our goods. Net exports fall, and
quantity of overall goods purchased decreases.

Determinants of AS and AD
The determinants that cause the curves to shift are unique to macro. Remember that aggregate demand is
the sum of consumption spending, investment spending, government spending and net foreign purchases (or,
$' &,*>;±0@ $Q\WKLQJWKDWDIIHFWVRQHRIWKRVHFRPSRQHQWVZLOOVKLIWWKHFXUYH
Determinants of Aggregate Demand

How do they work?

&KDQJHVLQ&RQVXPHU6SHQGLQJ &
Consumer wealth

Consumer expectations

Consumer indebtedness

Taxes

When consumers have more money, they tend
to purchase more goods and services (and vice
YHUVD 
When consumers expect that the economy will
grow in the future, they tend to purchase more
JRRGVDQGVHUYLFHV DQGYLFHYHUVD 
When consumers own less debt (owe less
PRQH\ WKH\WHQGWRSXUFKDVHPRUHJRRGVDQG
VHUYLFHV DQGYLFHYHUVD 
When consumers pay less of their income in
WD[HV WKHLUGLVSRVDEOHLQFRPHLQFUHDVHV WKH\
tend to purchase more goods and services (and
YLFHYHUVD 

,QWHUHVWUDWHV L

3UR¿WH[SHFWDWLRQV

When interest rates are low, the cost of
borrowing is low. Businesses tend to purchase
more capital, and investment increases (and
YLFHYHUVD 
:KHQEXVLQHVVHVH[SHFWWKDWSUR¿WVZLOOEH
positive, they tend to purchase more capital,
DQGLQYHVWPHQWLQFUHDVHV DQGYLFHYHUVD 
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&KDQJHVLQ,QYHVWPHQW ,
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Business taxes

Technology

Amount of excess capacity

&KDQJHVLQ*RYHUQPHQW6SHQGLQJ *

When business taxes are low, businesses have
more money to re-invest in their companies.
Businesses tend to purchase more capital, and
LQYHVWPHQWLQFUHDVHV DQGYLFHYHUVD 
Technology helps increase productivity, which
LQFUHDVHVSUR¿WRSSRUWXQLWLHVIRUEXVLQHVVHV
Businesses tend to purchase more capital, and
LQYHVWPHQWLQFUHDVHV DQGYLFHYHUVD 
When aggregate demand is straining a
country’s current production capabilities
(production lines are running around the
FORFNIRUH[DPSOH EXVLQHVVHVH[SDQGLQ
order to keep up with demand. Businesses
tend to purchase more capital, and investment
LQFUHDVHV DQGYLFHYHUVD 
If government spending increases, the amount
of goods and services purchased in an economy
LQFUHDVHV DQGYLFHYHUVD 

&KDQJHVLQ)RUHLJQ7UDGH ;±0
National income abroad

Exchange rates

When the income of consumers overseas
increases, they tend to import more goods and
services produced in the U.S. Thus our exports
ULVH DQGYLFHYHUVD 
When the dollar depreciates relative to other
currencies, consumers overseas tend to import
more of our goods and services produced in the
867KXVRXUH[SRUWVULVH DQGYLFHYHUVD 
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$JJUHJDWHVXSSO\UHÀHFWVWKHRXWSXWRIDOOWKHSURGXFHUVLQDQHFRQRP\7KHLUSURGXFWLRQLVDIIHFWHGE\
a number of determinants.
Determinants of Aggregate Supply

How do they work?

Changes in Input Prices

Prices of imported resources

Market power

Changes in productivity

Changes in the legal environment

Government regulations

Business taxes/subsidies

Falling domestic input prices often lead
to increases in AS as businesses have the
FRQ¿GHQFHWRLQFUHDVHSURGXFWLRQ DQGYLFH
YHUVD 
Falling foreign input prices often lead to
increases in AS as businesses have the
FRQ¿GHQFHWRLQFUHDVHSURGXFWLRQ DQGYLFH
YHUVD 
The ability to avoid the costs of competition
often leads to increases in AS as businesses
KDYHWKHFRQ¿GHQFHWRLQFUHDVHSURGXFWLRQ DQG
YLFHYHUVD 
An increase in the productivity of workers (say,
WKURXJKLQFUHDVHGWUDLQLQJRUDGGHGWHFKQRORJ\ 
often leads to increases in AS as businesses
LQFUHDVHSURGXFWLRQ DQGYLFHYHUVD 
Legislation that favors property rights, for
example, often leads to increases in AS as
EXVLQHVVHVKDYHWKHFRQ¿GHQFHWRLQFUHDVH
SURGXFWLRQ DQGYLFHYHUVD 
Fewer government regulations mean lower
production costs, which often leads to increases
LQ$6DVEXVLQHVVHVKDYHWKHFRQ¿GHQFHWR
LQFUHDVHSURGXFWLRQ DQGYLFHYHUVD 
When business taxes are low and/or subsidies
rise, AS increases because businesses have the
FRQ¿GHQFHWRLQFUHDVHSURGXFWLRQ DQGYLFH
YHUVD 

Demand and Supply Shocks
Occasionally events occur that are not predicted by the regular movement of AS and AD as outlined by
the determinants listed above. A war or a recession overseas, a natural disaster, or a collapse of a housing
price bubble all have unexpected impacts on the macroeconomy. Examples of these shocks and their effects
are listed in the following chart.
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Domestic resource availability
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Questions 12-14 refer to the graph below:
Long-run Aggregate Supply
Short-run Aggregate Supply
C
B
A

Aggregate Demand2

Aggregate Demand1
REAL GDP
 ,QWKHJUDSKDERYHH[SDQVLRQDU\¿VFDOSROLF\ZRXOGEHGHPRQVWUDWHGE\DPRYHPHQWIURP
$  SRLQW%WRSRLQW&
%  SRLQW&WRSRLQW%
&  SRLQW&WRSRLQW$
'  SRLQW%WRSRLQW$
(  SRLQW$WRSRLQW%

13. In the graph above, contractionary monetary policy would be demonstrated by a movement from
$  SRLQW%WRSRLQW$
%  SRLQW$WRSRLQW%
&  SRLQW&WRSRLQW$
'  SRLQW&WRSRLQW%
(  SRLQW%WRSRLQW&
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 ,QWKHJUDSKDERYHLIWKHHFRQRP\LVSUHVHQWO\RSHUDWLQJDWSRLQW%LQWKHDEVHQFHRIDQ\¿VFDORU
monetary policy action, we could conclude that
$  SRLQW%LVWKHVKRUWUXQHTXLOLEULXPDQGORQJUXQHTXLOLEULXPZLOOEHHVWDEOLVKHGDWSRLQW%
%  SRLQW%LVWKHVKRUWUXQHTXLOLEULXPDQGORQJUXQHTXLOLEULXPZLOOEHHVWDEOLVKHGDWSRLQW$
&  SRLQW%LVWKHVKRUWUXQHTXLOLEULXPDQGORQJUXQHTXLOLEULXPZLOOEHHVWDEOLVKHGDWSRLQW&
'  SRLQW&LVWKHVKRUWUXQHTXLOLEULXPDQGORQJUXQHTXLOLEULXPZLOOEHHVWDEOLVKHGDWSRLQW&
(  SRLQW$LVWKHVKRUWUXQHTXLOLEULXPDQGORQJUXQHTXLOLEULXPZLOOEHHVWDEOLVKHGDWSRLQW%
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 :KLFKRIWKHIROORZLQJZLOOGHFUHDVHDJJUHJDWHGHPDQG"
$  DQLQFUHDVHLQJRYHUQPHQWVSHQGLQJ
%  DQLQFUHDVHLQEXVLQHVVRSWLPLVP
&  DQLQFUHDVHLQWKHSULFHOHYHO
'  DQLQFUHDVHLQWD[HV
(  DGHFUHDVHLQWD[HV

16. In the country of Econostan, an island nation previously closed to contact with the rest of the world,
the citizens tend to spend 80 percent of any increase in income. Based on this information, if a traveler
from outside were to visit and spend $10,000 on a newly produced product, the GDP of Econostan
could increase by a maximum of
$  
%  
&  
'  
(  

17. A simultaneous and equally sized tax decrease and spending decrease by the federal government would
KDYHZKLFKRIWKHIROORZLQJHIIHFWV"
$  LQFUHDVHWKHSULFHOHYHODQGLQFUHDVHUHDORXWSXW
%  LQFUHDVHWKHSULFHOHYHODQGGHFUHDVHUHDORXWSXW
&  GHFUHDVHWKHSULFHOHYHODQGGHFUHDVHUHDORXWSXW
'  GHFUHDVHWKHSULFHOHYHODQGLQFUHDVHUHDORXWSXW
(  KDYHQRHIIHFWRQWKHSULFHOHYHORUUHDORXWSXW

$  LQFUHDVHLQORQJUXQDJJUHJDWHVXSSO\
%  GHFUHDVHLQORQJUXQDJJUHJDWHVXSSO\
&  LQFUHDVHLQDJJUHJDWHGHPDQG
'  GHFUHDVHLQDJJUHJDWHGHPDQG
(  GHFUHDVHLQWKHFDSDFLW\XWLOL]DWLRQUDWH
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 $QRXWZDUGVKLIW WRWKHULJKW RQDSURGXFWLRQSRVVLELOLW\FXUYHZRXOGEHPRVWFORVHO\V\QRQ\PRXV
ZLWKD DQ
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 $VHULHVRIQDWXUDOGLVDVWHUVOLNH¿UHVÀRRGVDQGHDUWKTXDNHVLQWKHVKRUWUXQFRXOGFDXVH
$  GHPDQGVKRFNVDQGLQÀDWLRQ
%  VXSSO\VKRFNVDQGLQÀDWLRQ
&  GHPDQGVKRFNVDQGGHÀDWLRQ
'  VXSSO\VKRFNVDQGGHÀDWLRQ
(  GHPDQGVKRFNVDQGVWDJÀDWLRQ
 $FRPPRQO\FLWHGVKRUWFRPLQJRIWKHHIIHFWLYHQHVVRI¿VFDOSROLF\LVWKDW
$  WKHLQWHUHVWUDWHHIIHFWDQGWKHIRUHLJQSXUFKDVHVHIIHFWWHQGWRVXSSRUWWKHSROLF\DFWLRQ
%  WKHLQWHUHVWUDWHHIIHFWDQGWKHIRUHLJQSXUFKDVHVHIIHFWWHQGWRUXQFRXQWHUWRWKHSROLF\DFWLRQ
&  WKHLQWHUHVWUDWHHIIHFWUXQVFRXQWHUWRWKHSROLF\DQGWKHIRUHLJQSXUFKDVHVHIIHFWWHQGVWRVXSSRUW
the policy action.
'  WKHLQWHUHVWUDWHHIIHFWVXSSRUWVWKHSROLF\DQGWKHIRUHLJQSXUFKDVHVHIIHFWUXQVFRXQWHUWRWKH
policy action.
(  WLPHODJVWKDWH[LVWEHWZHHQLPSOHPHQWDWLRQDQGHIIHFWDUHXQFHUWDLQDQGYDULHG
 %DVHGRQWKH¿QGLQJVRIWKH&RXQFLORI(FRQRPLF$GYLVRUVWKHFRPSOH[PXOWLSOLHULV
$  JUHDWHUWKDQWKHVLPSOHVSHQGLQJPXOWLSOLHU
%  OHVVWKDQWKHVLPSOHVSHQGLQJPXOWLSOLHU
&  HTXDOWRWKHVLPSOHVSHQGLQJPXOWLSOLHU
'  HTXDOWRWKHUHVHUYHUHTXLUHPHQW
(  HTXDOWRWKHVLPSOHPRQH\PXOWLSOLHU
 &RVWSXVKLQÀDWLRQLVFDXVHGE\
$  DQLQFUHDVHLQDJJUHJDWHGHPDQGDQGDQLQFUHDVHLQDJJUHJDWHVXSSO\
%  DGHFUHDVHLQDJJUHJDWHGHPDQGRQO\
&  DQLQFUHDVHLQDJJUHJDWHVXSSO\RQO\
'  DGHFUHDVHLQDJJUHJDWHVXSSO\RQO\
(  DGHFUHDVHLQDJJUHJDWHGHPDQGDQGDQLQFUHDVHLQDJJUHJDWHVXSSO\
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23. In the graph below, the intersection of which of the aggregate demand curves with the existing
DJJUHJDWHVXSSO\FXUYHGHPRQVWUDWHVDQHFRQRP\LQWKHPRVWVHYHUHUHFHVVLRQ"

PRICE LEVEL

Aggregate Supply

Aggregate
DemandE
Aggregate
DemandD
Aggregate
DemandA

Aggregate
DemandB

Aggregate
DemandC
REAL GDP

$ $
%%
&&
' '
((

$  FURZGLQJRXWDZHDNOLQNEHWZHHQLQWHUHVWUDWHFKDQJHVDQGLQYHVWPHQWFKDQJHV
%  DZHDNOLQNEHWZHHQLQWHUHVWUDWHFKDQJHVDQGLQYHVWPHQWFKDQJHVFURZGLQJRXW
&  WKHLQDELOLW\RI&RQJUHVVWRGHFLGHRQWKHFRUUHFW¿VFDOSROLF\WRXVHWKHLQDELOLW\RIWKH)HGHUDO
Reserve to decide on the correct monetary policy to use
'  FURZGLQJRXWFURZGLQJLQ
(  FURZGLQJLQFURZGLQJRXW
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 :KLFKRIWKHIROORZLQJUHSUHVHQWVDYDOLGSRWHQWLDOOLPLWDWLRQRIWKHHIIHFWLYHQHVVRI¿VFDOSROLF\DQG
PRQHWDU\SROLF\UHVSHFWLYHO\"
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 ,QWKHJUDSKEHORZFURZGLQJRXWLVGHPRQVWUDWHGE\ZKLFKRIWKHIROORZLQJVKLIWV"

PRICE LEVEL

Aggregate Supply1
Aggregate Supply2
Aggregate Supply3

Aggregate Demand4
Aggregate Demand5
Aggregate Demand1
Aggregate Demand3
Aggregate Demand2
REAL GDP
$  $JJUHJDWH'HPDQG1 to Aggregate Demand4 to Aggregate Demand5
%  $JJUHJDWH'HPDQG1 to Aggregate Demand5 to Aggregate Demand4
&  $JJUHJDWH'HPDQG1 to Aggregate Demand2 to Aggregate Demand3
'  $JJUHJDWH'HPDQG1 to Aggregate Demand3 to Aggregate Demand2
(  $JJUHJDWH6XSSO\1 to Aggregate Supply2 to Aggregate Supply3
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26. The effect of a simultaneous decrease in government spending and a decrease in the money supply
ZRXOGEHFRUUHFWO\VKRZQLQZKLFKRIWKHJUDSKVEHORZ"

Aggregate
Demand1

Aggregate
Demand
REAL GDP

REAL GDP

Aggregate
Supply2

PRICE LEVEL

(B)
Aggregate
Supply1

REAL GDP

(C)

Aggregate
Supply1
Aggregate
Supply2

Aggregate
Demand1

Aggregate
Demand

(D)

Aggregate
Demand1
Aggregate
Demand2

REAL GDP

(A)

PRICE LEVEL

Aggregate
Demand2

Aggregate
Supply
PRICE LEVEL

Aggregate
Supply1

Aggregate
Supply
PRICE LEVEL

PRICE LEVEL

Aggregate
Supply2

Aggregate
Demand2
REAL GDP

(E)

$ $
%%
&&
' '
((

$  3KLOOLSVFXUYH
%  /DIIHUFXUYH
&  DJJUHJDWHGHPDQGFXUYH
'  SURGXFWLRQSRVVLELOLWLHVFXUYH
(  LQYHVWPHQWGHPDQGFXUYH
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27. The long-run aggregate supply curve is most similar to the
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 :KLFKRIWKHIROORZLQJFRUUHFWO\VXPVXSWKHGLIIHUHQFHEHWZHHQWKHFODVVLFDODQG.H\QHVLDQYLHZVRI
PDFURHFRQRPLFVWDELOLW\"
$  7KHFODVVLFDOYLHZLVWKDWWKHHFRQRP\LVLQKHUHQWO\XQVWDEOHDQGQHHGVDFWLYHFRXQWHUF\FOLFDO
SROLFLHVWRSURYLGHVWDELOLW\ZKLOHWKH.H\QHVLDQYLHZLVWKDWWKHEHVWFRXUVHRIDFWLRQLVWR
DOORZPDUNHWIRUFHV WKURXJKÀH[LEOHZDJHVDQGSULFHV WRFRUUHFWIRUDQ\VKRUWWHUPHFRQRPLF
ÀXFWXDWLRQV
%  7KH.H\QHVLDQYLHZLVWKDWWKHHFRQRP\LVLQKHUHQWO\XQVWDEOHDQGQHHGVDFWLYHFRXQWHUF\FOLFDO
policies to provide stability, while the classical view is that the best course of action is to
DOORZPDUNHWIRUFHV WKURXJKÀH[LEOHZDJHVDQGSULFHV WRFRUUHFWIRUDQ\VKRUWWHUPHFRQRPLF
ÀXFWXDWLRQV
&  7KH.H\QHVLDQYLHZIDYRUVWKHDFWLYHXVHRI¿VFDOSROLF\WRFRUUHFWIRUVKRUWWHUPHFRQRPLF
ÀXFWXDWLRQVLQWKHHFRQRP\ZKLOHWKHFODVVLFDOYLHZIDYRUVWKHDFWLYHXVHRIPRQHWDU\SROLF\WR
FRUUHFWIRUVKRUWWHUPHFRQRPLFÀXFWXDWLRQVLQWKHHFRQRP\
'  %RWKWKH.H\QHVLDQDQGFODVVLFDOYLHZVVXSSRUWWKHLGHDWKDWWKHHFRQRP\LVLQKHUHQWO\XQVWDEOH
and needs active counter-cyclical policies to provide economic stability.
(  %RWKWKH.H\QHVLDQDQGFODVVLFDOYLHZVVXSSRUWWKHLGHDWKDWWKHEHVWFRXUVHRIDFWLRQLVWR
DOORZPDUNHWIRUFHV WKURXJKÀH[LEOHZDJHVDQGSULFHV WRFRUUHFWIRUDQ\VKRUWWHUPHFRQRPLF
ÀXFWXDWLRQV
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Aggregrate Aggregrate
Supply2
Supply1

REAL GDP

REAL GDP

(B)
PRICE RATE

(A)
PRICE RATE

Aggregrate
Supply

Aggregrate
Demand1
Aggregrate
Demand2

Aggregrate
Demand

Aggregrate
Demand

Aggregrate
Supply

PRICE RATE

Aggregrate Aggregrate
Supply1
Supply2

PRICE RATE

PRICE RATE

 :KLFKRIWKHJUDSKVEHORZGHPRQVWUDWHVDQHFRQRP\H[SHULHQFLQJORQJUXQHFRQRPLFJURZWK"

Money
Demand2
Money
Demand1
REAL GDP

(D)

REAL GDP

(C)

Aggregrate Aggregrate
Supply2
Supply1

Money
Demand2
Money
Demand2
REAL GDP

(E)

$ $
%%
&&
' '
((

$  ¿VFDOSROLF\RQO\
%  PRQHWDU\SROLF\RQO\
&  ERWK¿VFDODQGPRQHWDU\SROLF\
'  LQFRPHVSROLF\
(  RSHQPDUNHWRSHUDWLRQV
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 7KHFRQFHSWRIFURZGLQJRXW RUFURZGLQJLQ LVJHQHUDOO\UHJDUGHGDVDOLPLWDWLRQRIWKHHIIHFWLYHQHVV
of
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FREE-RESPONSE QUESTIONS

  $VVXPHWKHIROORZLQJ¿JXUHVUHSUHVHQWWKHH[LVWLQJFRQGLWLRQLQWKH86HFRQRP\
Unemployment rate

6%

,QÀDWLRQUDWH

6%

Annual rate of real GDP growth

3%

D  ,VWKHHFRQRP\IDFLQJDQ\HFRQRPLFSUREOHPVDVGHVFULEHGE\WKHGDWDDERYH"([SODLQ
E  'UDZDQDJJUHJDWHVXSSO\DQGDJJUHJDWHGHPDQGGLDJUDPWRGHPRQVWUDWHWKHHIIHFWRIWKHIHGHUDO
government instituting a massive new tax increase on consumers and businesses in the economy
described above.
F  'HVFULEHWKHHIIHFWRIWKH)HGHUDO5HVHUYHGHFUHDVLQJWKHPRQH\VXSSO\RQHDFKRIWKHIROORZLQJ
 L LQWHUHVWUDWH
 LL WKHOHYHORIRXWSXW
 LLL WKHOHYHORIXQHPSOR\PHQW
 LY WKHSULFHOHYHO
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2. Draw a correctly labeled short-run Phillips curve and then redraw the curve to demonstrate the effect of
each of the following:
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D  DOHIWZDUGVKLIWRIWKHDJJUHJDWHGHPDQGFXUYH
E  DULJKWZDUGVKLIWRIWKHDJJUHJDWHVXSSO\FXUYH
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3. Draw a correctly labeled loanable funds graph and then redraw the curve to demonstrate each of the
following:
D  DQLQFUHDVHLQGH¿FLWVSHQGLQJE\WKHIHGHUDOJRYHUQPHQW
E  DQLQFUHDVHGGHVLUHRQWKHSDUWRIFRQVXPHUVWRVDYHIRUWKHLUUHWLUHPHQW
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