
Wilf Csaplar Jr.   Economics 162           Homework #8           Due Thursday 4/2 by 11:00 AM
   
1) (20 points) Draw the SRAS/LRAS/AD
diagram.  Illustrate the effects of the stimulus
package which was just passed.  (Pretend the
whole $2.1 trillion is government spending.) 
Explain why the curve(s) moved as drawn.  What
happens to GDP, inflation, and the unemployment
rate?
When the government spends more, they are
demanding more goods and services, so the total
demand for goods and services increases.  This
moves AD up/right.  Since Y1 > Y0 = YFE, that
tells us that GDP increased and the unemployment
rate decreased.  The inflation rate increases
because the price level increased.

2) (20 points) Draw the SRAS/LRAS/AD
diagram.  Illustrate the effects of an increase in the
price of oil.  Explain why the curve(s) moved as
drawn.  What happens to GDP, inflation, and the
unemployment rate?
Oil is used in almost all plastics and for almost all
transportation.  Therefore, the price of oil affects the
cost of production for most firms, the SRAS
decreases, i.e., moves up/left.  Since Y1 < Y0 = YFE,
that tells us that GDP decreased and the
unemployment rate increased.  The inflation rate
increases because the price level increased.

3) (20 points) Draw the SRAS/LRAS/AD diagram. 
Illustrate the effects of an improvement in
technology.  Explain why the curve(s) moved as
drawn.  What happens to GDP, inflation, and the
unemployment rate?  The answer to the
unemployment rate will depend upon your drawing. 
In theory, your graph could show it to increase,
decrease, or not change.
An improvement in technology increases the output
at full employment; therefore, the LRAS curve
moves right.  It also decreases the cost of
production, so the SRAS curve increases, i.e.,
moves down right.  GDP increases.  Since prices
went down, inflation decreased.  The unemployment
rate is depends upon your drawing and is difficult



because YFE moved.  As drawn, we started on the LRAS and ended on it, so the unemployment
rate did not change.  If the SRAS moved more than LRAS, then Y1>YFE1, then the unemployment
rate went down.    If the SRAS moved less than LRAS, then Y1<YFE1, then the unemployment
rate went up.

4) (20 points) Draw the SRAS/LRAS/AD
diagram and start with high unemployment.  If
the government did nothing, how would the
economy get back to equilibrium?  Illustrate that
on the graph.  Explain why the curve(s) moved as
drawn.  What happens to GDP, inflation, and the
unemployment rate?
We have to start with low GDP because there is
high unemployment.  That means we are left of
the LRAS.  If the government does nothing, then
the unemployed will tell employers they will
work for less, so the ages go down.  This causes
the costs of production to go down.  That
increase the SRAS, moving it down/right.  Since
GDP increased, the unemployment rate
decreased.  Since the price level went down, the
inflation rate decreased.

5) (10 points) Draw the Keynesian SRAS curve. 
Explain it looks as drawn.
The Keynesian model assumes that wages and
prices are sticky.  Therefore, they tend not to
change.  If they do not change at all, then the
SRAS is horizontal.  I will accept a horizontal
SRAS.  If you look carefully, you will see that
mine slightly slopes up.  You do not need to know
why, but I did that because prices can change, so
the costs will slowly increase as more is produced. 
In short, you can draw it like mine or horizontal.

6) (10 points) Two of the questions had events which resulted in higher inflation.  Which was
“cost push inflation” and which was “demand pull inflation”?  Explain our logic.
Demand pull inflation is where an increase in demand causes prices to increase.  That is Question
#1 because AD increased.  Cost push inflation is where the costs of production increase causing
the price level to increase.  Since costs of production move SRAS, this means the SRAS curve
moved up/left.  That is Answer #2.




