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- SHORT RUN -

The initial equilibrium is at point A where 4=4
*

g p =P , g r
= r, g

w = W g g and N = Ny .

Transfer payment two. Aft → yd ( y
*
→ y

'

) Effect from traditional multiplier
because of fixed r and fixed P

At h, g
IS shifts to the left c IS, → 152)

Effect from
r t cry → rz ) → CGI 9 → AE 9 → 4 9 14

'
→ 42) is- cm multiplier

"

crowding -out effect
"

However , 427 4
*
overall

,
4h ( Y * → 42 )

At P , g
AD shifts to the left CAD, → ADz)

yd ( y * → Yz ) → excess supply of output
to clear market , Pd ( Pg → Pz ) → My, 9 (Yg → M¥2) → em shifts to the right

( LM n
→ LMz)

rt ( rz→ rz ) or Cg I 9 -0 AET so 49 ( 42→ Yz ) Effect from AD- As multiplier
No excess demand

However , uz s y
*
overall

,
4 d 14 *→ y ,) ( and excess supply )

In addition , Pd → rmp band shifts to the left end, → Nda )
" Price effect

"

Wd ( W, → Wz) -0 Nd CN, → Nz) or y t C Y
*
→ 4 z )

the new equilibrium is at point c

outcomes

4 d ( 4
*
→ Yg )

P d l Pg → Pz )

r d Cr , → re )

w d CW , → Wz)

N d ( N , → Nz )

c t

I M
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- LONG RUN-

Ped ( Pf → Pez ) → tape A → Ns shifts to the right ( Nj → NE ) → AS shifts to the right
CAS , → ASz)

Pd ( Pz → Ps ) a mph ( Mpf → Yg) Lm shifts to the right amp Ms)

r d ( r, → re) → c, I 9 → AE r → 4 a C 4 ,
→ 4*1 Back to potential output

In addition g
P d → UMP d → Nd shifts to the left ( NY → Not ) intersect with NE

at point D
Wd ( wz→ Wg) → N r ( Nz→ Ny ) → 49 ( 43 → 4*1 Back to potential output

p
w

f - Pg ) AS , ( Pf = Pg )
(pf =p,) AS z ( Pez = Pz)

r :

"

⇒ma :
= PzMPN, l

l N l y
Ni y *

tasters h AD shifts to the left Nd shifts to the left

people anticipated Petr suddenly NS shift to the right As shifts to the right
Pd ( Pg → Pz) w d CW, → Wz)

so
,
I N T No deviation of actual output



It = ( t- O ) # t Ott - y - 0.7 Cut - UH> tot

It = 11-0/9 # t#It - y - 0.7 Cut - Ut> tot '
It = I - 0.9 Cut - Ut )

Ttt = 0.02 - 0,910.03 - 0.05)

Ttt = 0.034 =3 . 4%

TO find Attig ttttzgttttsgltttag It +s g
the prediction is based on

past inflation (Itt )

Http = ( I- O) # t Ott - 0.9 Cut - UH> t ft ⇒ Htt , = I - 0,9 Cut - Ut )

At +2=11 - O ) # t Otta - 0.9 Cut - UH> tot
It to = ( I- O ) # t Ott +z - 0.7 Cut - UH> tot

It -14=11 - O ) # t Otto - 0.9 Cut - UH> tot

It + s = ( I- O ) # t Otta - 0.9 Cut - UH> t ft
zf holding 0=0 forever, It = Http = It -12 = It to = It -14 = It -15

Hence , It > IF 3.440 724

It -11 g Tt -12 g Tt -13 gTt -14 g Tt to > IF

Given O = o g ITE = o
g Itt

= 3.4 yo in every year

It means that tf s It

However, people are more likely to form If by Tt .

They will not be wrong forever.

Thus
,
o cannot be fixed at zero but it can be vary between o to 1

.



0=7 Ut =3

As inflation becomes more persistent and stays above the expectations ,

people will come to expect the higher inflation rate and see the current

inflation rate as a good predictor for next year 's inflation
.

It = ( I- O ) # t Ott - y - 0.7 Cut - UH> + ft

Tty , = ( I-t) # t +s
- 0.7 Cut + s - UH 3 -1¥

It to = It + s - 0.7 ( 0.03 - 0.05 ) 3 From question 3.1
It + g = 0,034

It to = 0.034 to . 014

It to = 0.048 = 4.8%

Ttt, = ( t-t) # t#It to - 0.9 Cutts - Ut > + Ft
'

Ttt -17 = It + g - 0.7 ( 0,03 - 0,05 )

Titty = 0.048 -10,074

Titty = 01062 = 6.24 .

Http = ( I-107 # totty - 0.9 Cutts - UH 7 -1¥
Titty = It +y - 0.7 ( 0,03 - 0.05 )

Titty = 0,062 + 0,074

It to = 0.096 = 7.6%

It + g = ( I-t) # t#Itt g - 0.7 Cutts - UH 7 -1¥
It -19 = It + g - 0.7 ( 0,03 - 0.05 )

Http = 01096 + 0,074

Tlttg = 0.09 = 9%



0=7 Ut = 3 to Un = 5 to

Uts Un ; Unemployment is kept below the natural fate of unemployment .

This means inflation is increasing by 1.4% each year .

( period ttrgttigttogttg )

0=1 unemployment is kept at the natural rate of unemployment

Tittle = It + g - 0.7 ( e. es - 0.05 )

Tft yo
= 0.09 = 9 To

Inflation is constant each year .

Central bank would fail in achieving the targeted inflation CF = 2% )

in period title

Tt -in , must equal to I = e.02 = 2 to

Titty = It + go - 017 ( Ut -in - 0.05 )

D. 02 = 0.09 - 0.9 ( Utm - 0.05 )

0,02 = 0.09 - 0.9 Uttam -10.035

Utter = d. 15 = 1,5 to

thus, government needs to set unemployment rate to be 1. solo



TITHE Attn - 017 ( Uttnz- 0.05 )

Tt -112 = 0102 - 0.9 ( 0.05 - 0,05 )

Http z = 0,02 = 24 .

It -113 = 0102 - 0.7 ( 0.05 - 0,05 )

Https = 0,02 = 24 .

It -114 = 0102 - 0.9 ( 0.05 - 0,05 )

Http = 0,02 = 24 .

Https = 0102 - 0.9 ( 0.05 - 0,05 )

Https = 0,02 = 2%

In period t -112Gt -113 at -114Gt -115 , inflation rate remains the same

o reduces from 1 to o

As inflation becomes more persistent g people will come to expect inflation rate

to be the same because they see the current inflation rate as a good predictor
for next year 's inflation

.
( tTt+m=Tt+yz= . . .

= It -1ns )

Https = ( I-0% # t tis
- 0.7 Cutty - UH 7¥

Https = F - oil ( e. es - e. as )

Http = I = 0.02 = 24



At = 11-0/1 # t#tho- 0.7 Cut - UH> tot ""
= I - 0,09 ( ads - 0.057+0,01

= 0,02-10,01 = 0103 = 340

( ITE 3%7 oil shock
w N{ltTe=2t .)

IT

ii.

"

n:

"⇒⇐* "'

*¥÷÷.
" iiiiiiiii'

l l l

l l l Nd
,

Uh Uz it Nz Ny
N

an period t -116 , people expect that IT = 2%

The equilibrium is at point A . Ndz =N{
In period t -119 , there is a temporary oil shock

Ns shifts left CNG → NS )
WR ( Wz → Wz ) Nd ( Ny → Nz)

VA ( Un →Uz)



Attig = 11-0/7 # t the - 0.7 Cut#UH > tot
°

It +ng
= F - 017 ( Dios - 0,05 ) to

Https = 0.02 = 24.

This = 11-0/7 # t the - 0.7 Cuter- Ut ' tot
°

It +ng
= F - 017 ( Dios - 0,05 ) to

Https = 0.02 = 24.

Inflation rate in both periods remains the same

0=1 t -119
1 I 0.01

Titty = ?-0/7
# tfttttio - 0.7 Cut#Uther > tot

It +no
- It + ng - oil Clios - 0,051 then

IT ttyg
= 0102 t did I = 0103 = 34.

This - H-fi # + titty - 0.71 Utm - Uther> tot '
Tt
-ing

= It + ng - oil Clios - 0.051

Attig = 0103 = 3 Yo

Tt -he g Tt -ing 7 IT because 0=7 implies that

supply shock from period t-119 still affect inflation in period the

Attig = 11-0/1 # + fitting - 0.7 Cutty - Uf ) -1040
0,02 = 0,3 - lit ( Ut -11g - 0.05 )

Ut -11g = 01084 = 6,4 Yo

to keep inflation at Ig government must trade off level of higher

unemployment rate in period t -119 by 1.4 't - compared with Un .



From analysis 3.1 - 3.4 g

There is no volatility as Tt - tf and Ut = Unt

If Of 70 , It 7 TIE

To keep It = If g government has to adjust unemployment rate .

According to the case of supply shock, government has to increase

unemployment rate .

Targeted Inflation play important role in macroeconomic stability
if It deviates much from F

g
it means that macroeconomics

is less stable
.


