Chapter 10


1. Okun’s law expresses a relationship between a change in:
A. the price level and a change in real GDP.
B. the price level and a change in the unemployment rate.
C. investment and change in the unemployment rate.
D. real GDP and a change in the unemployment rate.


2. The model of aggregate supply and aggregate demand in the short run differs from our long-run model of the economy because, in the short run:
A. the interest rate is fixed.
B. output is fixed.
C. prices are fixed.
D. employment is fixed.


3. Suppose that the price level is 1 and output is 100. Then the central bank suddenly increases the money supply by 10 per cent. According to the AS/AD model, what would be the most probable paths for output and prices?
A. Y: 100, 105, 100; P: 1, 1, 1.1
B. Y: 100, 100, 100; P: 1, 1.1, 1.1
C. Y: 100, 105, 105; P: 1, 1, 1.1
D. Y: 100, 100, 105; P: 1, 1.1, 1


4. The model of aggregate supply and aggregate demand that assumes sticky prices:
A. does not explain economic fluctuations.
B. shows that output depends on demand as well as supply.
C. shows that monetary and fiscal policy are always destabilizing influences on the economy.
D. shows that monetary policy is neutral.


5. The assumption of sticky prices is NOT valid for the case of the:
A. pork-belly market.
B. magazine market.
C. car-worker labour market.
D. steelworker labour market.


6. According to surveys of business firm managers, the typical firm adjusts its prices:
A. less than once a year.
B. once or twice a year.
C. each month.
D. each week.


7. The quantity equation MV = PY implies that the AD curve is:
A. vertical.
B. upward sloping.
C. horizontal.
D. downward sloping.


8. For a fixed money supply, a higher level of real money balances implies:
A. a higher price level.
B. a lower price level.
C. higher velocity of money.
D. lower velocity of money.


9. If the central bank reduces the supply of money, the:
A. AS curve shifts outward.
B. AS curve shifts inward.
C. AD curve shifts outward.
D. AD curve shifts inward.


10. The LRAS curve of the classical model is:
A. vertical.
B. upward sloping.
C. horizontal.
D. downward sloping.


11. In the short run, if prices are fixed, the aggregate supply curve is:
A. vertical.
B. upward sloping.
C. horizontal.
D. downward sloping.


12. The effect of a change in aggregate demand on income and prices depends crucially on:
A. the time horizon.
B. monetary policy.
C. fiscal policy.
D. the slope of the AD curve.


13. An increase in aggregate demand, such as that due to an increase in government purchases, increases:
A. both output and prices in the long run.
B. output in the long run.
C. prices in the short run and output in the long.
D. output in the short run and prices in the long run.


14. The AS/AD model with sticky prices predicts that, in the long run, a reduction of the money supply results in:
A. lower prices and lower output.
B. lower prices and no change in output.
C. no change in prices and lower output.
D. no change in prices or output.


15. If the money supply is held constant, an increase in the velocity of money would cause the AD curve to:
A. shift inward.
B. shift outward.
C. become steeper.
D. become flatter.


16. The occurrence of falling output combined with rising prices is called:
A. inflation.
B. recession.
C. depression.
D. stagflation.
.

17. Stagflation—a period of rising unemployment coupled with rising prices—could most easily result from a(n):
A. increase in the money supply.
B. decrease in the money supply.
C. increase in the price of oil.
D. decrease in the price of oil.


18. Faced with an adverse supply shock, if the central bank wants to stabilize output, it should:
A. decrease the money supply.
B. increase the money supply.
C. decrease government spending.
D. increase government spending.


19. Faced with an adverse supply shock, if the central bank wants to prevent inflation, it should:
A. decrease the money supply.
B. increase the money supply.
C. decrease government spending.
D. increase government spending.


20. Faced with a positive investment shock, if the central bank wants to stabilize output, it should:
A. decrease the money supply.
B. increase the money supply.
C. decrease government spending.
D. increase government spending.


21. Faced with a positive investment shock, if the central bank wants to prevent inflation, it should:
A. decrease the money supply.
B. increase the money supply.
C. decrease government spending.
D. increase government spending.


22. All of the following represent supply/price shocks EXCEPT:
A. the discovery of a new oil field under the Arctic Ocean that lowers oil prices.
B. an innovation in agricultural technology that results in an increase in the supply of agricultural products.
C. the introduction of a debit card, increasing the velocity of money.
D. the destruction of the corn crop by an insidious pest.


23. Consider the following data on inflation and unemployment:

	Year
	Inflation
	Unemployment

	1
	10%
	5%

	2
	  8%
	6%

	3
	  4%
	9%



The part of the business cycle characterizing this economy from year 1 to year 3 is a:
A. recession.
B. boom.
C. stagflation.
D. repression.

Feedback for correct response: Correct! 
Feedback for incorrect response: Incorrect! The correct answer is: recession. A period of rising unemployment and falling inflation is a recession. See Section 10-5.

24. Suppose the economy is faced with an adverse supply shock. The central bank decides to immediately accommodate the shock. What path of income and prices would be observed in the economy?
A. Y: 100, 90, 100; P: 1, 1, 0.9
B. Y: 100, 90, 90; P: 1, 1.2, 1.2
C. Y: 100, 100, 100; P: 1, 1, 1
D. Y: 100, 100, 100; P: 1, 1.2, 1.2


Answers

1d - Okun’s law states a relationship between changes in real GDP and changes in the unemployment rate. See Section 10-1.

2c - See Section 10-2 for a discussion of the assumptions of the AS/AD model.

3a - The model predicts that the short-run result of a change in the money supply is a change in output accompanied by no change in prices. In the long run, output would return to its natural level and prices would change. See Section 10-2.

4b - The AS/AD model with sticky prices shows that output depends on demand as well as supply. See Section 10-2.

5a - Pork bellies are traded on an organized exchange where prices are constantly changing. This means that it would be invalid to assume that prices are sticky in the pork-belly market. See Section 10-2.

6b - See the Case Study in Section 10-2.

7d - If Y rises, P must fall for the above equation to continue to hold. Since the AD curve is plotted in PY space, the above equation implies it is downward sloping. See Section 10-3.

8b - Real balances are equal to M/P. If M is fixed, the only way real balances can rise is if P falls. See Section 10-3.

9d - See Section 10-3. A theory of aggregate demand is derived from the quantity equation MV = PY. If velocity is assumed to 
be constant, then a reduction of the money supply implies lower output at each P.

10a - See Section 10-4. In the long run, output depends on fixed amounts of capital and labour as well as the sophistication of the available production technology. Since price plays no role in the determination of long-run output, the LRAS curve is vertical.

11c - See Section 10-4 for a discussion of the SRAS curve.

12a - See Section 10-4. The AS/AD model makes very different predictions for output and prices, depending on whether the short run or the long run is considered.

13d - An increase in government purchases shifts the aggregate demand curve upward. Since the short-run aggregate supply curve is horizontal, output is higher in the new equilibrium. In the long run, aggregate supply is vertical, so output must return to its initial level. See Section 10-4.

14b - A reduction in the money supply causes the aggregate demand to shift to the left. In the short run, there is no change in prices and lower output, but in the long run, prices fall and output returns to its initial level. See Section 10-4.

15b - The aggregate demand curve is derived from the equation MV = PY. This implies that if the money supply is constant and velocity increases, then Y must be higher at every P. See Section 10-4.

16d - See Section 10-5 for a discussion of stagflation.

17c - An increase in the price of oil is an adverse supply shock that causes an inward shift of the short-run aggregate supply curve. This results in a period where output is lower (and, consequently, unemployment is higher), and prices are higher than their initial levels. See Section 10-5.

18b - If the SRAS curve shifts to the left, output can be returned to its initial level by inducing the AD curve to shift to the right. The way that a central bank can accomplish this is by increasing the money supply. See Section 10-5.

19a - If the SRAS curve shifts to the left, the price level can be returned to its initial level by inducing the AD curve to shift to the left. The way that a central bank can accomplish this is by decreasing the money supply. See Section 10-5.

20a - If the AD curve shifts to the right, output can be returned to its initial level by inducing the AD curve to shift to the left. The way that a central bank can accomplish this is by decreasing the money supply. See Section 10-5.

21b - If the AD curve shifts to the right, the price level can be returned to its initial level by inducing the AD curve to shift to the left. The way that a central bank can accomplish this is by increasing the money supply. See Section 10-5.

22c - A supply shock is a shock to the economy that alters costs. Of the choices given, only the debit card is not a supply shock (it is a demand shock). See Section 10-5.

23a - A period of rising unemployment and falling inflation is a recession. See Section 10-5.

[bookmark: _GoBack]24d - These events would represent a simultaneous shift to the left of the AS curve and shift to the right of the AD curve. The result would be an immediate rise in P and no deviation of output from its long run level. See Section 10-5.
