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2 Whenmoney supply increases it leads to decrease of interestrateCr tor
that shifts LM curve to theright In AD ASmoldel AD is shifted

to the rightbecause of theeffect of shifted Lm curve
However atPo in ADAsmodel it is excessdemand Price shouldbe

setathigher position at p Highpriceaffect in curve to shift left
because E islower thatmake interest rate higher Cr to k
Then output decreasefromYatoYA Meanwhile theeffect of higherprice

contributes to lowerrealwage buthominalwage is higher Wota w
thatshiftlabordemand totheright And laboremployment is higher

atthesametime
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In medium run , there is a self - correcting mechanism that will bring the
economy back to its potential level . As money supply increase ,

there is an

excess demand that cause price to increase .

As time pass by , people revise
their price expectation . They underestimate the price at first because they didn't
foresee the shock

.
their new price expectation is revised upward to p

'
.

As price increase
, people also renegotiate for new wage ,

but they will ask for
the wage at price =p, as price expectation .

This is because in real term
,
real

wage doesn't increase proportionately with price . People have to renegotiate for

wage that will give them the same real wage as before getting hit by the shock .
As wage renegotiated , labor supply shift from N

' to Ns! Also
, aggregated supply

shift to the left because of price revised .
As price increase , firm wants to produce

more . firm then hire more labor
,
resulted in an increase in labor demand

.

Nd
shift to Nd "

.
After the self - correcting adjustment , the real wage is brought back

to the same level as before shock
. Economy is now return to the full potential

level where the output and employment are at the natural level of Yo and No
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tt thepermanent increase in moneysupply is anticipated people
willalreadyknowwhen theprice increase Theyknowthatrealwage
will rise if price increase Sothey requiremorenominal wageLabor
supplyshiftfromNstoNs and aggregatesupplyshifts from As toAs
After thepricewill increase andshift NdtoNd
As can wesee thedifferencefromunexpectation theNd curve isgone
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