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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 left of Y1 and label the full-employment output YF. 

 

1 point 

 Total for part (a) 2 points 
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(b)  On the graph from part (a), show the short-run effect of the increase in government 
spending as a rightward shift of the aggregate demand curve, resulting in an increase in 
equilibrium real output and an increase in the equilibrium price level, labeled Y2 and PL2 
respectively. 

 

1 point 

(c)  State that the maximum increase in real output is $500 billion, and the maximum increase 
in household savings is $100 billion. 

1 point 
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(d) Draw a correctly labeled graph of the money market.  

 

1 point 

  For the second point, the graph must show a rightward shift in the money demand 
curve, resulting in a higher nominal interest rate. 

 

1 point 

 Total for part (d) 2 points 

(e)  State that the price of previously issued bonds will decrease. 1 point 

(f) (i) State that the demand for dollars will decrease and explain that United States goods are 
relatively more expensive than European goods as a result of the increase in the 
inflation rate in the United States. 

1 point 

 (ii) State that the dollar will depreciate.  1 point 

 Total for part (f) 2 points 

(g)  State that the Federal Reserve should sell the euro and buy the dollar. 1 point 

 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 an inflationary gap, the effects of fiscal policy, the money market, and the foreign 
exchange market. 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 show the short-run effect of an increase in 
government spending on their AD–AS graph. In part (c) students were asked to provide the 
numerical value of the maximum change in real output and household savings as a result of a given 
increase in government spending. In part (d) students were asked to draw a correctly labeled graph 
of the money market and show the effect of the change in real output on the nominal interest rate. In 
part (e), students were asked what will happen to the price of previously issued bonds as a result of 
the change in the nominal interest rate. In part (f) students were told that the inflation rate in the 
United States increases relative to the inflation rate in the European Union and were asked to 
identify and explain what will happen to the demand for dollars and to identify what will happen to 
the international value of the dollar. In part (g) students were asked whether the Federal Reserve 
should buy or sell euros and dollars in order to keep the value of the dollar constant in the foreign 
exchange market. 

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 left of Y1 and 
labelling the full-employment output YF. The response earned 1 point in part (b) for showing the 
short-run effect of the increase in government spending as a rightward shift of the aggregate demand 
curve, resulting in an increase in equilibrium real output and an increase in the equilibrium price 
level, labeled Y2 and PL2, respectively. The response earned 1 point in part (c) for stating the 
maximum change in real output is $500 billion and the maximum change in household saving is 
$100 billion. The response earned the first point in part (d) for drawing a correctly labeled graph of 
the money market. The response earned the second point in part (d) for correctly showing a 
rightward shift in the money demand curve, resulting in a higher nominal interest rate. The response 
earned 1 point in part (e) for stating that the price of previously issued bonds will decrease. The 
response did not earn the point in part (f)(i) because it does not explain why the demand for dollars 
decreases. The response earned 1 point in part (f)(ii) for stating that the international value of the 
dollar decreases. The response earned 1 point in part (g) for stating that the Federal Reserve should 
sell the euro and buy the dollar.  

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 left of Y1 and   
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Question 1 (continued) 
 
labelling the full-employment output YF. The response did not earn the point in part (b) because it 
does not show an increase in aggregate demand. The response did not earn the point in part (c) 
because it does not state that the maximum increase in household savings is $100 billion. The 
response earned the first point in part (d) for drawing a correctly labeled graph of the money market. 
The response did not earn the second point in part (d) because it shows an increase in the money 
supply curve. The response did not earn the point in part (e) because it states that the price of bonds 
will not change. The response earned 1 point in part (f)(i) for stating that the demand for dollars will 
decrease and for explaining that United States goods are relatively more expensive than European 
goods. The response earned 1 point in part (f)(ii) for stating that the dollar depreciates. The response 
earned 1 point in part (g) for stating that the Federal Reserve should sell the euro and buy the dollar. 

Sample: 1C 
Score: 2 
 
The response did not earn the first point in part (a) because it does not have a correctly labeled 
aggregate demand–aggregate supply graph. The response did not earn the second point in part (a) 
because it does not show a vertical LRAS curve to the left of Y1. The response did not earn the point in 
part (b) because it does not show a rightward shift of the aggregate demand curve. The response did 
not earn the point in part (c) because it does not correctly state the maximum increase in real output 
and household savings. The response did not earn the first point in part (d) because it does not show a 
correctly labeled graph of the money market. The response did not earn the second point in part (d) 
because it does not show a rightward shift in the money demand curve. The response did not earn the 
point in part (e) because it states that the price of previously issued bonds will increase. The response 
did not earn the point in part (f)(i) because it does not correctly explain why the demand for dollars 
decreases. The response earned 1 point in part (f)(ii) for stating that the dollar depreciates. The 
response earned 1 point in part (g) for stating that the Federal Reserve should sell the euro and buy  
the dollar.  
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