Question 1: (True/False)
1.1 IS (random) shocks can generate a bigger volatility in real GDP under elastic money demand
than under inelastic money demand.

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

the government policy by fixing the interest rate.
1.3 Based on the Keynesian theory, demand shocks produce a negative co-movement between

price and output. That is, price is a countered-cyclical variable under demand shocks.

1.4 Based on the Keynesian theory, interest rate is a countered-cyclical variable under supply
shocks.
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of a permanent decrease in government transfers under the following scenatios.

Suppose the economy isfoperating at the long-term trend, i.e. natural level. Analyze the impact

a.  What would be the short-run impact on macroeconomic vatiables if #he permanent cut is

unexpected Use the 4-diagram that we discussed in class.

b. Describe what would happen over the medium-run. Link your analysis to the 4-diagram

used in the previous sub-question.

c. Based on your analyses above, complete the following table.

Variables Short-run Medium-run
(telative to initial Relative to after- | Relative to initial
level) shock level (short- level before
shock
run)

Output <rcfﬂ GDP) decrenge InCrense decrensy

Consumption inlrense INCYLRSE MCrense

Investment InCrense InCrense InCrense

LabOf employment decreonse NANZUNE ll_CTCM (4

Nominal wage Yy decrense decrense eCrense

Price AU:Y Y, J{CTCU*-SC olytnde

Real wage (W/ I") Cong m\-\— CO}\S}M\]’ CVI’\S“P\N"

Interest rate decrms e d ely iy ALCYCM(

d. 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?
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