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 7ecreasing in govt transfer govtspending1 Negative ISshock

A shortrun impact
r w

IscoomoTol NS
IstemoTol LMo LMnewprices w

r i od w

Mp
rn

y N

p y
AS

4
pp

a
AD
y NYsn y y N N

Theunexpected permanentcut ingovernment transferfrom Goto G

Anegativechange causes IS curve to shiftto therightfrom IS to IS
Point 0 isoriginal equilibrium beforeshock thenwhen r and P isfixed
the horizontal distancebetween 0 and I capture DAEmultipliereffect

I 2 is an effectoffalling in r thatpartiallystimulate theshortfall ofAE
3 representthedecreasing in AD when price is fixed at p einitialequilibrium
prices Aftertaking intoaccountofthenegative IS shock there is an
excesssupply inthemarkettherefore P dropsto P in orderto clearthe
excesssupply Afterpricefalls the moneysupplyincreases and interestratewill
decreasesand it willcause theincrease in consumptionand investment
andalsocauseyd to increasesMoreover lowerpricecausesthenegativeeffect
tothesupplier firm needstocutitsproduction andalsocause the drop in wage
PMpw w and labor employment



2 Medium run impact

In medium run output consumption investmentlaboremployment
Nominal wage price real wage and interestrate will risebacktothe
the initial level beforeshock

3

falls rise equal
falls fall fall
falls fall fall
f9115 rise equal
falls fall fall
falls fall fall
falls rise equal
falls fall fall

4 If people can forecast the cut ofgovernmentspending which make
the price lower the firm are going to cut the wage before the reduction
is occurred to match with lower price therefore at thetimethegovernment
is reducing its transfers the economy willstillbe at thesamesituation
as beforebecause it hasalreadyadjusted before the situationoccurred

Therefore the priceandinterest rate willdrop Othervariables willnot
geteffectfrom the cut in government transfers because it is foreseeable

Thedeviation of actual outputfromthe trendcannotbeobserved



Group 4
Question 3

Ttt = TIE -0.7C Ut - UI ) t Vt
TIE = G-f) TT totty

Given : f --o Uf - 5% Vf -- O TT -- 2% In year t , UE 8%

B. 1) Rate of inflation in period t, ttyttsttztt4.tt5

A- et = (1-0) 2 t 0
TIE. = 2%

It = Tie -0.9Cut - Uf ) tht)
Ttf = 2 - 0.7C-2)

= 2+1.4
= 3.4%

Ht = Ttt t y = Tlttz = Atty = Titta,
= at+ s -

3.4%

The actual rate of inflation is above the target by 1.4%

3.2) People form an expected inflation based on the targeted inflation rate t historical data
As the actual inflation rate in year th rises to 3.4%

,
actual inflation rales

would then increase in year th ,tt2,tt3,ft4,ttS . Inflation rates cannot be kept constant

3. s f is the weighted average between the past observed inflation and\
the targeted inflation rate

,
therefore

,
as inflation rises to 3.4%

,
E increases.

84 TIE +f- Ct -ATT t Etf -1 Titty = Hefty -0.70- S)
= G- l) Cz) t (1) (3.41 = 6.2 t 1.4

Tie = 3.49. = 9.6
to

Tlttb = Thefts- O .? G -s ) Tle + a
= fleet, -0.70-5)

= 3.4 ti - 4 = 76 t1.4=4.87
.

= 99.

Titty = Tleftf -orcs -S )
= 4.8 1-1.9
= 6.24.

B -5) When 0=1
, people form an expected inflation rate based on the previous year'sCt-7)

inflation rate ; not from the targeted rate . This causes inflation rate to increase every year .
by 1.4% every year.



B - 6) Tl #no = Tleftq - 0.7 ( s- s)
= Hetty
= 99.

Based on the calculation
,
the actual inflation rate is 9% which

is higher than the central bank's target by 7%
. Therefore

, the central
is not successful

3.7) Attn = Tff -0.7 cat - UH tho
2 = 9 - 0.7Cut - 5)
ht = 907,2 ts

= lots
= 15%

They have to increase unemployment rate to 15%

B.8) Ftth -

- Tie - 0.7 fue - Ugh ) t tf
= 2 - 0.7 ( 5 -5)
e- 2%

Http = Ttttlz = Tfti4=TfH5

The inflation rate in period ttiz.tt is ,tH4, HIS = 2%

3. 9) As the central bank sets inflation at 2%
, people may frm an expected inflation

based on this target , and not the past macroeconomic outcomes
,
A may reduce

from 1 to 0.

IT
B. to) Attig = 2

3%- - - - -y
,

Theft a- ATT = 2%×2%- - - - -\ Then = Tie - 0.7Cut - une ) trot)↳¥±
.
Ist

.
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Uta!

3. 11) Vt becomes 0 as the shock disappears
Https = Ttttiq = 2%

3. 12) f = I

t.ee
.
8-fiftieth III. 'II's ÷!÷.cat - anoint
B% Tlftyq = B -0.7 Cd = 3%



113) If the government wants to keep inflation at 2% , they have to increase

unemployment rate

3. 141 When 0=1
, people take into account the historical inflation rates

and not the targeted inflation rate when forming an expectation .

When 0=0
, people take into account the inflation target only ,

and the targeted inflation rate is equal to the expected inflation rate .

As a result
,
if an unemployment rate is the same as the previous year, the

inflation rates between 2 years would be the same and the economy is stable .

Under the presence of supply shocks , the factors that determine the

inflation rate t rate of unemployment are the expected inflation rate
which depends on E

,
and the policies used .


