Econ 202
Exercise 4 (Chapters 6-7)

1) 
Graphically illustrate (using the WS and PS relations) and explain the effects of a reduction in the minimum wage on the equilibrium real wage, the natural rate of unemployment, the natural level of employment, and the natural level of output. 
 
2) 
Based on your understanding of the labor market model presented by Blanchard (i.e., the WS and PS relations), explain what types of policies could be implemented to cause a reduction in the natural rate of unemployment. 
 
3) 
Explain what effect an increase in the unemployment rate will have on the real wage based on: (1) the WS relation; and (2) the PS relation. 
 
4) 
Based on your understanding of the aggregate supply and aggregate demand model and the IS-LM model, graphically illustrate and explain what effect a tax increase will have on the economy. In your graphs, clearly illustrate the short-run and medium-run equilibria. 
 
5) 
Analysis of the macroeconomic effects of changes in the money supply indicates that money is "neutral" in the medium run. Suppose there is an increase in government spending. Will this fiscal policy action also be neutral in the medium run? Explain. 
 
6) 
Based on your understanding of the aggregate supply and aggregate demand model and the IS-LM model, graphically illustrate and explain what effect an increase in the minimum wage will have on the economy. In your graphs, clearly illustrate the short-run and medium-run equilibria. Also include in your answer an explanation of the effects of this change in the minimum wage on the labor market and the equilibrium real wage. 
 
7) 
Based on your understanding of the aggregate supply and aggregate demand model and the IS-LM model, graphically illustrate and explain what effect a reduction in the price of oil will have on the economy. In your graphs, clearly illustrate the short-run and medium-run equilibria. Also include in your answer an explanation of the effects of this change in the price of oil on the labor market and the equilibrium real wage. 

8) Suppose that the interest rate has no effect on investment.
a) Can you think of a situation in which this may happen?
b) What does this imply for the slope of the IS curve?
c) What does this imply for the slope of the LM curve?
d) What does this imply for the slope of the AD curve?

Continue to assume that the interest rate has no effect on investment. Assume that the economy starts at the natural level of output. Suppose there is a shock to the variable z, so that the AS curve shifts up.
e) What is the short-run effect on output and the price level? Explain in words.
f) What happens to output and the pricel level over time? Explain in words. 

9) Assume that the economy startts at the natural level of output. Now suppose that there is a decline in business confidence so that investment demand falls for any interest rate.
a) In an AD-AS diagram, show what happens to output and the price level in the short run and the medium run.
b) What happens to the unemployment rate in the short run? in the medium run? 
Suppose that the Central Bank decides to respond immediately to the decline in business confidence in the short run. In particular suppose that the CB wants to prevent the unemployment rate from changing in the   short run after the decline in business confiden ce. 







































c) What shoulc) What should the CB do?Show how the CB’s action with the decline in business confidence affects the AD-AS diagram in the short run and in the medium run. 
d) How do short run output and the short-run price level compare to your answers from part(a)?
e) How do short run and the medium run unemployment rates compare to your answers from part(a)?


