12 The effect of fiscal policy is the strongest when monetary authority chooses to accommodate

the government policy by fixing the interest rate.
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Evanﬂnual\ 2 of the slfvokons f)')dd olmestthe some vesolt (erT), the diflecent ol apples expansionary Biscal policy. werely compare. o awliu fiscol along with monelary.
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1.4 Based on the Keynesian theory, interest rate is a countered-cyclical variable under supply
shocks.

Asburing that thee 1o & negative dhick on fre Produdien funcien .Then AS swifts to the lett and
price Wil incieese . Since prtee inecesses |k W deive LN shifd Yo dhe \eft due to  deciecsing in (el raney Supply
then interest will inegese. To conclusion, r\%a-\tve supply Shock ‘oie\d neesse in inkerest cate and wise verso.
thece exists fhe negetive reletondip between supply shock and intever rate Theelote, the statement is teve.
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1.) As the permanent decrease in government transfer, AD shifts to the left due to the 4
decreasing in consumption level (C) and reach the equilibrium at Y3, P2 which P2 < PeX

2.) Over time, the seller will adjust their expected price from Pel to Pe2 = P2 and cause the

SRAS shift to the right .

3.) Over time, seller will repeatedly adjust their expected price until P* = Pe* and SRAS shift

to the right until SRAS* = AD = LRAS.

4.) To conclude, out put will continue to increase from Y2 > Y3 > ... > Y*, price will decrease
continuously from P1 > P2 >...> P*, interest rate will decrease from r1 >r2 >...> r*, wage will
decrease from w1 > w2 >...>w*, and employment level will continuously adjust due to the
level of price and expected price until Ns* = Nd* and got the equilibrium at L*, w*.
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In the short-run , as a permanent decrease in government transfer. Government payment is a
redistribution of income and wealth by means of government making a payment, without
goods or services being received in return, it mean that there is a decreasing in consumption
level (C). To begin with the decreasing in consumption level (C decrease) leading to the
decreasing in output level (Y, — Y'). After that IS shift to the left and get the equilibrium at (Y2,
r2). The decreasing in Y leads to the shift in AD curve which shift to the

left at (Y2, P1) cause the excess supply which make the price decrease from P1 to P2 and
reach the equilibrium at (Y3, P2). Next, the decreasing in the price level triggers the LM curve
to shift right and get the equilibrium at (Y3, P2) Moreover, as price level decrease can also
make the labor demanded to decrease by shifting to the left which cause wage and number
of labor to decrease. The decrease in the number of labor causes the decreasing in the

level of output (Y decrease). To conclude, the number of output decrease from Y1 to Y3,
interest rate decrease from r1 to r3, the price level decrease from P1 to P2, the employment
level decrease from L1 to L2, and wage decrease from w1 to w2 respectively.



Variables Short-run Medium-run
(telative to initial Relative to after- Relative to initial

level) shock level short- level before

shock

run)

Output (real GDP) decrease increase constant
Consumption decrease increase constant
Investment decrease ihcreqse constant
Labor employment decrease increase constant

Nominal wage decrease increase decrease

Price dectease increqse decrease
Real wage increase decrease constant

Interest rate decrgase increase deCrease

@ If the permanent cut in government transfers is anticipated, what would be the short-run

impact on macroeconomic variables? Would one observe a deviation of actual output from
the trend level?

1f the permanent cut in  government
there  will be no
no deviakion

transfer
impact on macroeconomic voriables . there
of actual output from the +trend Rvel.

is anticipated

also
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