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The classical 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 not the price level . In other words , higher values of the price level

require proportionately higher levels of the money wage for labor market

equilibrium . The real wage , employment , and therefore level of output are the same.

The Keynesian aggregrate supply curve is upward - sloping with the observation

that the wage bargain is struck in terms of the money wage , not the real wage .

The classical aggregrate supply curve is more appropriate if it is in long run .

However , the Keynesian aggregrate supply curve is more appropriate if it is

in short run with the fact that the wage and price are sticky .
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With fiscal expansion g is curve shifts to the right from is , to 152 . Accompanied by a monetary accommodation ,

LM curve shifts to the right from LM , to lMz . At r, g output increases from 4 * to y z .

At Png AD curve shifts to the right from AD, to A Dz causing an excess demand for output .

To clear market , price increases from Pn to Pz making tf decreases from tf, to Mp
,

I

LM curve shifts to the left from Linz to Lms . A shift in CM curve leads to an increase in

interest rate Cr) from r, to rz , and then a fall in consumption cc ) and investment CI) g aggregrate

expenditure CAE) g and therefore output (4) from 42 to 43 .

In addition , as price increases g value marginal product lump ) increases ; labor demand curve C Nd) shifts

to the right from Npd to Ndz . Consequently , wage CW) increases from Wp to wz g and then labor CN ) increases from Ny to Nz .

Hence , output 14 ) rises from 42 to 43 . The new equilibrium is at point c . The initial equilibrium is at point A where

output (4) is at y* , interest rate Cr) is at rn g price is at Pg , wage is at W, g labor is at Ng .

Under the situation , the size of multiplier is large due to a shift in is curve accompanied by a shift in LM curve

making interest rate is fixed CF) . Thus , there is no crowding-out effect but only a price effect . Comparing to the

effect of fiscal expansion without a monetary accommodation , output in this case increases more than that .



Question

we focus on the SD of annual real GDP fluctuations as our measure of

business cycle volatility . From the data , we observe that the average SD of real GDP

in emerging countries is higher than that in developed countries. Moreover , emerging

economies specialize in commodity production g developed countries have less fluctuations

than emerging countries as the evidence of us and Argentina business cycles
in Exhibit A In Argentina g price and wage are mere sticky so they
are unsynchronized in adjustment of products within and across

'sector .

In contrast , price and wage in the vs can be more flexibly adjusted .

Therefore
,
business cycles in emerging economies are substantially more volatile than

in developed ones .


