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classical aggregate supply Keynesian aggregate supply

From the classical perspective , An increases in aggregate demand will not increases the real GDP
,
however

,

it will just cause an inflation . As it is illustrated in the graph, we will see that aggregate demand shift from AD, to Ade ,

leading to increases in price but not increase real GDP
. Looking at other dimension , The keynasion view of aggregate

supply is different . They argue that the economy can be below full capacity in long term ,meaning that the output
will slowly adjust to the full capacity . According to the kenesian aggregate supply curve, we can see that the increases

in aggregate demand from AD, to Abe causing the output to rise from Yi to Ya . Keynesians believe that it derived

from several reasons
,
for ensample

, wages are sticky downwards
, Negative multiplies effect etc. To answer which method

are more appropriate than the other
,
we should considers from the real situation

.
The method that more appsopiate

to use for the reason that the market cannot adjust to equilibrium simultaneously , due to many reasons as Keynesians mentioned.



Firstly, from the effects of fiscal expansion policy means
r that government increase their spending cot ) its cause^ LM

Is shift right from IS , to Isz . Apart of( M2 fiscal expansion
it also has monetary expansion too then money supply t

r - - - - - - - - - - - - -•, and LM will shiftz § to the right too
. There

r
,
- - -€-t is no crowdingout effects in| ↳ monetary postings

.

case because it was substitute

l l l

/ , I Isz AS LM and Is shift to the right the
,

i i aggregate demand
' ' IS also shift to the'
i , a tight . When AD shifti , right it has an

Y excess demand . When excess demandY, Yz Yz price will increasing
, i , until AD - AS model adjust to the

p i i i equilibrium point .
'

l l SRAS
A 1

, i As price increase → Ms
/

, , p-
will decrease → interest rater

l
l

l l

, ,
I then investment decrease and

i , ,
national income also decrease too

\
I\ moreoverPz - - - - - - - - - + - &
,

from th to Y3 .

. When Mj decrease§ it will cause Lmp! - - - - - - - ¥ ; i
, to decrease again ,

l l
l l l A-D2
i

'
I NOW focusing on, labor market1

,
i AD , and production

\ ,
i function

. Demand of
, ,

i labor increase due to the
#y

y, y, y,
price effects . Then wage t and hiring labor 9 . As
hiring labor increase outputs will also increase too .
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× To conclude , at firstly the size of
Sc fiscal multiplieris large ( Yi → Yz ) .

But due to the price effects
Y decrease from Yz→Yz .
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The business cycles volatility is the deviation of the actual GDP that diverge out of the 
trend line. According to the information, the emerging markets economies seems to have 
higher business cycles volatility than the advanced economies. The possible reasons are 
going to be discussed in the following paragraphs.

To begin with, the emerging markets economies are less stable than the advanced 
economies. Therefore when the GDP deviate out of the trend line, the GDP of advanced 
economies are quickly adjusted back to the trend line faster than the emerging markets 
economies. Apart from that, the interest elasticity to investment is also the possible 
reason. From my perspective, emerging markets economies could have higher interest 
elasticity to investment than advanced economies. To illustrate, in emerging markets 
economies,if interest increase, investment will decrease a lot; then, output(Y) decrease a 
lot. Therefore, the deviation is high because output would drop a lot below the trend line. 
Moreover, in the advanced economies, if interest increase, investment will decrease a 
little; then, output(Y) decrease a little. Therefore, the deviation is low because output 
dropped just a little below the trend line.

Not only the previous possible reasons, but also the shock in economies. In emerging 
markets economies, the shock would more affect the deviation of GDP out of the trend 
line compared with the advanced economies. Lastly, the possible reasons is the inflation 
and output gap. According to the Phillips relation, there exists the positive relationship 
between inflation and output gap. To clarify, the deviation of actual GDP that diverge out 
of the trend line is the output gap of economies. It can be positive output gap if GDP is 
above the trend line and it can be negative output gap if GDP is below the trend line. 
Therefore, high business cycles volatility lead to high output gap. Then, emerging 
markets economies would have higher inflation than advanced economies. Notice that 
the inflation can be both positive inflation and negative inflation (deflation). 

To summarize, our group came up with four possible reasons. Firstly, there is the time 
that take the actual GDP back to the trend line (economies stabilization). Secondly, it is 
interest elasticity to investment. The third is the effectiveness of the shock in economies. 
The last is the inflation and output gap in the economies.

Question 2

GDP Advanced economies emerging markets economies
a a

I
,

back to trend line : fast ,
i

' back to trend line : slow
l l , l l

l l l l ll
' '

>t
"

s
to ta t, tie tis

GDP Advanced economies GDP emerging markets economies
n a

Eic #high deviation.L
.

L
.

Powered by TCPDF (www.tcpdf.org)

http://www.tcpdf.org

