
Solution key 
to exercises from chapter 7 of Macroeconomics 
 
 
7.1 Without long-term contracts: vertical LAS curve is positioned further to the right. 
 With long-term wage contracts: The AS curve is kinked. 
 
7.2 P ↑ → LM shifts left → i ↑ reducing investment demand and, thereby, Y↓.  
  
7.3 If LM shifts further left than IS (due to P ↑): AD is steeper under fixed exchange rates 

If IS shifts further left than LM (due to P ↑): AD is steeper under flexible exchange 
rates 

 
7.4 Fixed exchange rates: temporary fall in income and permanent reduction of prices 
 Flexible exchange rates: temporary increase in income and permanent rise in prices 
 
7.5 (a) AD shifts right (b) AD shifts left (c) No effect on position of AD  
 
7.6 Flexible exchange rates: increase in Y caused by depreciating domestic currency 
 Fixed exchange rates: lower Y caused by decreasing domestic money supply. 
 
7.7 Flexible exchange rates: income is unchanged (world income change is offset by 

change in the real exchange rate) 
 Fixed exchange rates: income changes (due to change in domestic money supply 

which accommodates instead of offsets world income change) 
 
7.8 AD shifts left in period 1, AS shifts right in following periods due to adaptation of price 

expectations.  
 
7.9 short run: no effect on prices and income 
 medium run: prices decrease while income rises 
 long run: prices are even lower, income even higher 
 
7.10 (a) Y = 1666.67  
 (b) Y = 1833.33 ⇒ ∆Y = 166.67 
 (c) Excess demand is 100 
 
7.11 (a) Flexible exchange rates: AD has a negative slope (as before): 

P ↑ ⇒ all three curves in the Mundell-Fleming model move to the left. New 
long-run equilibrium depends on whether an appreciation or a depreciation is 
needed to clear the FE market (it is determined by the intersection of LM’ and 
FENEW). However, Y definitely decreases. 

  Shift parameters:  
  - M ↑ (shifts AD right) 
  - G ↑ (shifts AD right) 
  - ∆YW , ∆iW , ∆εe have no impact on AD 
 (b) Fixed exchange rates: AD has a negative slope (as before): 

P ↑ ⇒ all three curves in the Mundell-Fleming model move to the left, new 
long-run equilibrium is determined by the intersection of IS’ and FE’ (with lower 
Y). 

  Shift parameters: 
  - YW ↑ (shifts AD right) 
  - ∆M, ∆G, ∆iW and  ∆εe have no impact on AD 
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