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Macroeconomics

Unit 5 Practice Sheet (Video Help)

Part 1- Graphing- Draw an economy with a negative output gap using the PPC, AS/AD graph, and Phillips
curve. Label the initial equilibrium “A”.

PPC AD/AS Phillips Curve
Inflation

LRPC

Capital Goods

'SRPC

Full Employment

Consumer Goods a1 a2 a3 RGOP Unemployment

1. Show what happens on all three graphs when there is an increase in consumer spending leading to
full employment. Label the new equilibrium point “B”.

2. Show what happens on all three graphs when more consumer spending results in a positive output
gap. Label the new equilibrium point “C”.

3. Show what happens on all three graphs in the long-run. Label the new equilibrium point “D”.

Part 2- Make Connections- Fill in the blanks using 1 (increase), | (decrease), or NC (no change).
4. 1 Education spending — _{_ human capital — _1_ long-run aggregate supply — _t_ growth rate.

1 Federal budget deficit — _1_interest rates — _|_investment — _| _ capital — _|_ growth rate

5
6. | Public infrastructure — _|_ productivity — _|_ growth rate — _| _ long-run aggregate supply.
7. | Saving — _1_real interest rates — _|_investment — _| _ capital stock — _| _ growth rate.

8

1 Consumer spending — _1_ aggregate demand — _NC__ long-run aggregate supply

Part 3- Economic Growth- Use an AD/AS graph to show an economy at full-employment.

9. Show what happens on the graph in the long-run when
there is an increase in investment. LRAS will increase

10. How would you show this increase in investment on the
production possibilities curve (PPC)? The PPC would shift
outward to the right showing economic growth.

Price
Level

PL2

PLY/|
PL3

11. How would the AD/AS graph be different if there was an
increase in consumer spending instead of an increase in
investment? Explain. The LRAS would not shift since
consumer spending does not result in more capital or

economic growth

a1 a2 a3 RGDP
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Part 4- Production Function- Use the aggregate production function below to answer the questions.

Real GDP

Per Worker (in miliions) Curve 2

10 25 Physical Capital per
Worker (i thousands)

12. Why don't additional amounts of physical capital
increase output at a constant rate? Output increases at
a decreasing rate because each additional unit of
capital is less productive.

13. Using points on the graph, show the result of an
increase in physical capital. How will this affect real
GDP? Moving from point B to point C (or from A to D).
More capital would result in more real GDP.

14. Using points on the graph, show the result of a
significant improvement in technology? Explain.
Moving from point C to point D. Qutput increases with
the same amount of physical capital.

15. Will a significant improvement in human capital
move along the curve or shift the curve? Why? Shift
the curve upward. Output increases with the same
amount of physical capital.

Part 5- FRQ Practice- Complete the following question from the 2019 AP exam (Question 2).

2. Assume the expected inflation rate in a country is 3%, the current unemployment rate is 6%, and the natural rate

of unemployment is 4%.

(a) Draw a correctly labeled graph of the short-run and long-run Phillips curves. Label the current short-run
equilibrium as point X and plot the numerical values above on the graph.

(b) Is the actual inflation rate greater than, less than, or equal to the expected inflation rate of 3%?

(¢) Assume loans were made taking into

ccount the expected inflation rate of 3%. Will lenders be better off or

worse off after they realize the actual inflation rate identified in part (b) ? Explain.

(d) Based on the relationship between the actual and the expected inflation rates identified in part (a), what will
happen to the natural rate of unemployment in the long run?
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5Points (2+1+1+1)

(a)2 points

Rate (%)

« One point is earned for drawing a correctly labeled graph showing the short-run Phillips curve (SRPC).

LRPC

Inflation
Rate (%)

3% f oo a2

% 6% Unemployment
Rate (%)

« One point is earned for drawing the long-run Phillips curve (LRPC) showing the short-run equilibrium,
labeled as point X, on the SRPC to the right of the LRPC, and for plotting the numbers in the correct

places on the graph.

(b)1 point

« One point is earned for stating that the actual inflation rate is less than the expected inflation rate.

(c) 1 point

« One pointis earned for stating that lenders will be better off and for explaining the real value of the
loans that will be repaid will be higher than expected OR for explaining the relationship between the
nominal and the real interest rates using the Fisher equation

(d)1 point

+ One point s earned for stating that the natural rate of unemployment will not change in the long run.




