— GROUP 2—

1.2) How does the Keynesian aggregate supply curve differ from the classical one? Is one of
these specifications more appropriate than the other? Explain, being careful to state the
time horizon to which your answer applies.

The clagsical aggregrate supply curve is vertical because the labor bargain is in
terms of the money wage , we can assume that workers know the money
wage but ot e pnce leve|. Iw other words, higher valves 0f the price leve|
require proportionately higher levels of the money wage for labov market
oquilibriym . The real wage o employment , and, therefore lovel of ovtput are the same.
The Keynesian aggregrate supply curve is vpward- sloping with e observation
that the wage bargain is struck in terms of the money wdge 4 not the veal wage,
The clagsical agqgregrate supply curve IS more appropriate if it is in longrun.
Howeyery the KeynoSian aggregrate supply curve is MoVt appropriate i it iS

in shortrn with the fact that the wage and price are sticky.



1.4)  Within the AD-AS model (4 diagrams), analyze the effects of fiscal expansion that is
accompanied by a monetary accommodation. Is the size of fiscal multiplier large under

the situation?

With fiscal expansion 5 1§ Gutve Shifts to the vight from 154 %0 5. Accompanied by a monetary dccommodation

LM curve hitts to the right from CMy %0 LMy . AL by 5 outpit Incrases fam W0y,

AL Py AD curve shifts o the wight from ADy to AD, CAUsING an excess demand fov outpet.

0

To doar market o price (ncreases From Py o P, waking %decwuse,s from % %0 1;\_ )
1 2
LM curve shifts to the left from LM, t0 M3 . & shift in (M curve leads t0 an increase in

intersst rate (r) from vy to i, , and then a fall in consumption (c) and investment CI) 4 aggregrate

expenditure (AE) o and therefore, ovtput (1) fom 4, t0 Y, .

In addition, G price increases ¢ value warginal product (vMp) increases 5 [dbor dowand Cupve CN®) ghits

to the right from N7 to N9, Consepuently, wage Cw) increasts from o 40 Wy oand then labon (N) incresses fom Wy to N .
Henee g ovbpet (4) rises from Yy t0 Yy, The mew equilibnum is of point C. The inital equilitivm iS at point A where
otpit (4) is at y¥* , inferect mfe (1) & at By o price s of P 4 wage IS ab w, , lobor is of Ny

Under the sitvation, the size of multiplier is large due to a hittin 1§ curve accompanied by q shitk in M curve
making interest rate s fixed CF). T, there s o Crowding-out eFfect but °“|M A price etfect, Companing to the

otfect of fiscal expansion without a monefary dccommodation o output I this case (ucreases more than that.



QUESTION 2

We  focws on the P of anpval real Gbp fluctuations as ovr meadre ot
business cycle volatility, From the data, We observe that e average Sp oft real cpp
Ih omerging Comnbries is higher Ynam that W developed countries. Moveoubt o Umerging
econom|es spec(aﬁze M commodﬂy production ; developed covntnes have less Fluctuations
than emerging coyntries as e evidence OF US and Argentina busiiness cyeles
n Cxhibit A pn Agentind 4 pnee ad wige AR more sticky co wy
ave unsyychorized W adjustnent o pducts within avd aonss yector.

In Contvast, N avd wage 1 the o5 can b mog, Plexibly adysted

ThQW.f(N/’ buginess  cytles in emerging economies are substantially move volatie than

in deueloped 0 hes .



