Activity 28, answers to Questions 1 and 2
Part A
1. In the following graph, suppose the aggregate demand shifts from AD to AD1. How will the economy
react over time? Assume that no monetary or fiscal policy is undertaken.
(A) What will happen to output in the short run? Explain. Output initially increases to Y1 in
response to the increase in aggregate demand.

(B) What will happen to output as the economy moves to the long-run equilibrium? Explain.
Over time, labor realizes that the real wage has decreased and demands a higher nominal
wage. The increase in the nominal wage causes the short-run aggregate supply curve to
decrease, and output returns to Y* .

(C) What will happen to the price level? Explain. The price level increases initially because firms
are paying overtime and are using less-productive resources to produce beyond fullemployment
output. The price level will continue to rise to cover increased labor costs.

(D)What will happen to wages? Explain.With the increase in AD, the price level rises and the real
wage decreases. Once labor realizes that the real wage has decreased, it demands higher nominal
wages, forcing the real wage to return to the original level. In response to the increase in
nominal wages, firms increase price and the SRAS shifts leftward.

(E) In the graph, draw the shifts in AD and SRAS that you think will occur. Indicate the final
aggregate demand and short-run aggregate supply curves by labeling them as ADf and SRASf .
There are many shifts in the short-run aggregate supply curve between the original and SRASf
depending on how long it takes the economy to adjust. The economy will return to full
employment.

2. In the following graph, suppose the aggregate supply shifts from SRAS to SRAS1. How will the
economy react over time? Assume that no monetary or fiscal policy is undertaken.
(A) What will happen to output in the short run? Explain. Output will decrease to Y1 because of
the decrease in short-run aggregate supply.

(B) What will happen to output as the economy moves to the long-run equilibrium? Explain.
Output will increase back to Y* because the level of unemployment has driven the nominal
wage down, and the short-run aggregate supply curve will shift back to the original SRAS.

(C) What will happen to the price level? Explain. The price level initially increases because of the
forces that caused the aggregate supply curve to shift to the left. Then the price level will fall as
nominal wages decrease.  This is because lower wages = increase SRAS.

(D)What will happen to wages? Explain. Initially, nominal wages do not change and real wages
[bookmark: _GoBack]decrease. But as the level of unemployment eventually increases, nominal wages will decrease as workers willingly take pay cuts.

(E) In the graph, draw the shifts in AD and SRAS that you think will occur. Indicate the final
aggregate demand and short-run aggregate supply curves by labeling them as ADf and SRASf.
There are many shifts in the short-run aggregate supply curve between the original and SRASf
depending on how long it takes the economy to adjust. The economy will return to full
employment.
