FR Question: Ample Reserves AD/AS
1. Assume a country’s economy is operating above full employment.
(a) Draw a correctly labeled graph of aggregate demand, short-run aggregate supply, and long-run aggregate supply, and show:
(i) The current equilibrium real output and price level, labeled as Y and PL1, respectively.
(ii) The full-employment output, labeled as YF.
(b) Is the actual rate of unemployment greater than, less than, or equal to the natural rate of unemployment? Explain.
(c) Identify one fiscal policy action the country’s government can take to restore full employment.
(d) What is the effect on the loanable funds market of the fiscal policy from part c).
(e) Assume instead that the government wishes to correct the output gap using monetary policy. Due to a very large amount of reserves already held by banks, what kind of policy should the central bank use? Explain.
(f) Based on your answer to the previous question only, draw a graph of the market for reserves and show the equilibrium before and after the central bank’s monetary policy. 
(g) In the long run, what will be the effect on investment and long run economic growth as a result of the policy implemented in part (f) only. 
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