1.2 The effect of fiscal policy is the strongest when monetary authority chooses to accommodate
the government policy by fixing the interest rate.

This statement is true because fisca| policy with the

M ﬁxm3 interest rate will maintgin +g leve] of output gt
the highest level without +he effect fro

M 4djusting |
rafe. For exampl, o oy

when the overnment increqses ity Jpending
LS curve will Mitt to the right and itwill make the leve] )
of outpyt (¥) increqse from Y, o Yy

1g'  Which is the Strongest effect of

and maintain qt Y,
Fiscal policy.

-

YO —'Y1

1.4 Based on the Keynesian theory, interest rate is a countered-cyclical variable under supply

shocks.

This statement is +rue becquse +he supply shocks maxe

the interest rare moves in the opposite direction +o +ne shocks

To illustrate, +he negative Jupply shocks will atfect 199 regate

Supply curve to shift totne left and it confequently affect priee

to inerease . Then, LM curve will shift to the left a5 price increases
and it will affect +he interest rate o intregse. It is thpeninj

in the Same way in posiHiye Jupply shocks that cause interest rate

§ Yodecrease, Tnerefore, the interest rate is g Counter- cyclica
variqble under JUPPIY shocks.




Decveasitg i ovt, hawnsfer (gwf. spending)  egative 1§ shak
A Short vun impact

IS (Go,Mo,To)

L (ngw price)

AD
AD'
Yo, Yy y

N

v'oN
The unexpected permanent cat in govevment fvansfer frim G fo 6.

A megetive Change causes IS carve 1o Shift to te vight Hom 15 to 7

Polnt 0 is ovignal equilibnum befwe sinock . Then, when v and P is fixed,

e horizanta) distauce befween o and 1 caphue DAE multiplier effect.

1= 2 an effedt of falling in v that parfially shimulate e short fall of AE

3 wpesent Hine decveasing in AD when price is fixed ot p dwitial equilibvium
price). Afte taking into deount of the wegabive IS shock, thewe is an

wccess suply in the mavket, thewfore, P drops fo P in ovdev to cleav +he

excesr supply. Atter price falls, the money supply inceases and  intevest vate wil
decreases and it will cause the incgase i consumption and investment

and also cause Y4 4o InCvedses Mokover, lower prce causes fiae negahive effect
fo the suppliev (flvm needs 4o cut s production) and also cause the dirgp in wages
(p-mpy = w) and [abov employment



2 Medium vun  impaet

n medium vun, dutput, consumphion, investment, labov employmgnt
, Noming] wage, pice, veal wage and inlvert vete  will i€ pack to e
the initial vl befve shock.

5
Variables Short-run Medium-run
(relative to initial Relative to after- Relative to initial
level) shock level (short- level before
shock
run)

Output (real GDP) fallg rise QO‘U.Q|

Consumption fals Fall Fall

Investment falls fq" 'FQ ”

Labor employment falis rise Q%dl

Nominal wage £qlls £all fall

Price fallg fall fall

Real wage £alls Irise quual

Interest rate fals fal| fall

& If people can foecast the cut of gvenment spending which wake
the pace lower, the firm ae going Jo cut the wege befoe e ooy chon
s occuved 10 maivh with lowev pvice. evefod, at the time the goverpment
W veducing I pansfers, the economy  will sfill be at the same situation
as before because it has alveady adjusted vefole e situation occuved.
meefowe, te price and ntvest vate wil dvgp. otrer varidoles will ot
get effct from the cut in guevment pansfery pecause it is fortseeable.
the devigtion of achual oufput fom tae fend can wot be ebseved
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@'15\ T Yo govemmart  wands b leep  Inflation o 2T, dhey howe b incease
Unml;lo(f”)&”’ rate

3. 4)  When 0:=1, People lake o occowdt the  |ishrical  Inflaton  vafes
and not the +arae‘le& inLlakon ok W hen \Qrm ing oan OXpeofqhbn .

Whan 6:07 Peofk toke b axOMr\l‘ the '|v’\1qq1-iov\ +wge} 0}’!1‘9}
ond, e torgded inflofion rule s 07»« al h e expe cheol inflofon  “rate.

As o resuN. if on memplayme/v} e is the SOM o5 fhe PRUOUS yeav, the
'mflqﬁov\ roles  bohveen 9 \eors would be the some ond e EConomy (S sJaHA

Under the presence  ofF supply  chocles e fauchrs thot deteymine  pne
Nflokon v + e of wem lemml ore the expeded ]hFMHDI\ rate
Which dopeads on 6 , ond the policies used.



