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Question 1: Long  10 points 
 

(a)  Draw a correctly labeled aggregate demand-aggregate supply graph that shows PL1 and Y1 
at the intersection of aggregate demand and short-run aggregate supply.   

1 point 

 

  For the second point, the graph must show a vertical long-run aggregate supply curve to 
the right of Y1 and label the full-employment output YF. 

1 point 

 

 

 Total for part (a) 2 points 

(b)  State an increase in government spending, a decrease in taxes, or an increase in transfer 
payments. 

1 point 

(c)  Calculate the minimum change in investment spending as $50 billion and show your 
work. 

1 point 

Minimum Change in Investment Spending =  
$200 billion

( 1
0.25)

= $50 billion 
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(d) On the graph from part (a), show the short-run effect of the change in investment 
spending as a rightward shift of the aggregate demand curve, resulting in a higher 
equilibrium price level and higher equilibrium real output that is less than full-
employment output, labeled PL2 and Y2 respectively. 

 

1 point 

(e)  State that the actual rate of unemployment is greater than the natural rate of 
unemployment and explain that the economy is still in a recessionary gap. 

1 point 
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(f)  Draw a correctly labeled graph of the loanable funds market. 

 

1 point 

  For the second point, the graph must show a rightward shift in the supply of loanable 
funds curve, resulting in a decrease in the equilibrium real interest rate. 

 

1 point 

 Total for part (f) 2 points 

(g) (i) State that real GDP will increase in the short run and explain that interest-sensitive 
spending (consumption, investment, or net exports) will increase, which will increase 
aggregate demand. 

1 point 

 (ii) State that long-run aggregate supply will increase and explain that the decrease in the 
real interest rate means the cost of borrowing has decreased, which increases 
investment spending on plant and equipment and increases capital formation, which 
will increase potential output. 

1 point 

 Total for part (g) 2 points 

 Total for question 1 10 points 
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Question 1 

Note: Student samples are quoted verbatim and may contain spelling and grammatical errors. 

Overview 

The question examined students’ understanding of the aggregate demand–aggregate supply (AD–AS) 
model in a recessionary gap and the fiscal policy action that can be pursued to restore full 
employment; the effects of a change in investment spending; the natural rate of unemployment; and the 
effects of a change in private savings. Part (a) required students to draw a correctly labeled graph of 
aggregate demand, short-run aggregate supply, and long-run aggregate supply, and show the current 
equilibrium and the full-employment output. In part (b) students were asked to identify one fiscal 
policy action the country’s government can take to restore full employment. In part (c) students were 
asked to assume instead that no fiscal policy action is taken and to calculate the minimum change in 
investment spending that could have caused a given increase in real GDP. In part (d) students were 
asked to show the short-run effect of the change in investment spending identified in part (c) on their 
AD–AS graph. In part (e) students were asked to identify and explain, given their answer to part (d), 
whether the actual rate of unemployment is greater than, less than, or equal to the natural rate of 
unemployment. In part (f) students were asked to assume that private savings now increase and to 
draw a correctly labeled graph of the loanable funds market showing the effect of the increase in 
private savings on the real interest rate. Finally, in part (g) based solely on the change in the real 
interest rate shown in part (f), students were asked to identify and explain what will happen to real 
GDP in the short run and to long-run aggregate supply. 

Sample: 1A 
Score: 9 
 
The response earned the first point in part (a) for drawing a correctly labeled aggregate demand–
aggregate supply graph showing Y1 and PL1 at the intersection of AD and SRAS. The response 
earned the second point in part (a) for correctly showing a vertical LRAS curve to the right of Y1 and 
labeling the full-employment output YF. The response earned 1 point in part (b) for stating that the 
government should decrease taxes. The response earned 1 point in part (c) for calculating the 
minimum change in investment spending as $50 billion and showing the work. The response earned 
1 point in part (d) for correctly shifting AD to the right and showing an increase in the price level 
labeled PL2 and an increase in real output labeled Y2, where Y2 is less than the full-employment 
output. The response earned 1 point in part (e) for stating that the actual rate of unemployment is 
greater than the natural rate of unemployment and explaining that the economy is still in a 
recessionary gap. The response earned the first point in part (f) for drawing a correctly labeled graph 
of the loanable funds market. The response earned the second point in part (f) for correctly shifting 
the supply of loanable funds curve to the right and showing a decrease in the equilibrium real 
interest rate. The response earned 1 point in part (g)(i) for stating that real GDP will increase in the 
short run and explaining that interest-sensitive spending will increase. The response did not earn the 
point in part (g)(ii) because it states that LRAS will not shift. 
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Question 1 (continued) 

Sample: 1B 
Score: 6 
 
The response earned the first point in part (a) for drawing a correctly labeled aggregate demand-
aggregate supply graph showing Y1 and PL1 at the intersection of AD and SRAS. The response 
earned the second point in part (a) for correctly showing a vertical LRAS curve to the right of Y1 and 
labeling the full-employment output YF. The response earned 1 point in part (b) for stating that the 
government should increase government spending. The response earned 1 point in part (c) for 
calculating the minimum change in investment spending as $50 billion and showing the work. The 
response earned 1 point in part (d) for correctly shifting AD to the right and showing an increase in 
the price level labeled PL2 and an increase in real output labeled Y2, where Y2 is less than the full-
employment output. The response did not earn the point in part (e) because it states that the actual 
rate of unemployment is less than the natural rate of unemployment. The response earned the first 
point in part (f) for drawing a correctly labeled graph of the loanable funds market. The response did 
not earn the second point in part (f) because it shifts the demand for loanable funds curve. The 
response did not earn the point in part (g)(i) because it does not explain that real GDP will increase 
in the short run because of an increase in interest-sensitive spending. The response did not earn the 
point in part (g)(ii) because it states that LRAS will not shift.  

Sample: 1C 
Score: 1 
 
The response earned the first point in part (a) for drawing a correctly labeled aggregate demand–
aggregate supply graph showing Y1 and PL1 at the intersection of AD and SRAS. The response did 
not earn the second point in part (a) because it does not draw LRAS to the right of Y1. The response 
did not earn the point in part (b) because it states that the government should increase taxes. The 
response did not earn the point in part (c) because it does not correctly show the work. The response 
did not earn the point in part (d) because it shifts SRAS to the right. The response did not earn the 
point in part (e) because it states that the actual rate of unemployment is less than the natural rate of 
unemployment. The response did not earn the first point in part (f) because it does not draw a 
loanable funds graph. The response did not earn the second point in part (f) because it does not draw 
a loanable funds graph with the correct shift. The response did not earn the point in part (g)(i) 
because it does not explain that real GDP will increase in the short run because of an increase in 
interest-sensitive spending. The response did not earn the point in part (g)(ii) because it states that 
LRAS will not shift.  
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