
Macroeconomics 2. Week6.
A practice question.
An open economy is described by the following equations

yt = ȳ + α(pt − Et−1pt) (AS)

yt = −βr∗ − δ(et + pt) + ut (IS)

mt − pt = κyt − λr∗ + vt (LM)

where ut, vt haze zero means

Compute equilibrium output under the assumptions of fixed and flexible exchange rate regimes.
Fixed ē : (AS)&(IS) solely determine y and p, LM determines m

ȳ + α (pt − Et−1pt) = −βr∗ − δ (ē + pt) + ut (AS=IS)

ȳ = −βr∗ − δ (ē + Et−1pt) (pe)

(α + δ) (pt − Et−1pt) = ut (Equilibrium)

yt = ȳ +
α

α + δ
ut (1)

Flexible e : (AS)&(LM) determine y and p, (IS) determines e

m̄ − pt = κ [ȳ + α (pt − Et−1pt)] − λr∗ + vt (AS+LM)

m̄ − Et−1pt = κȳ − λr∗ (pe)

(1 + ακ) (pt − Et−1pt) + vt = 0 (Equilibrium)

yt = ȳ +
α

1 + ακ
vt (2)
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A neo-Keynesian model

yt =
α

2
(pt − Et−1pt) +

α

2
(pt − Et−2pt) + ut (3)

= α (pt − Et−1pt) +
α

2
(Et−1pt − Et−2pt) + ut (4)

mt − pt = βyt + vt (5)

vt = ρvt−1 + εt (6)

Taking expectations of the AD equation and subtracting:

(mt − Et−1mt) − (pt − Et−1pt) = β (yt − Et−1yt) + (vt − ρvt−1)

where from (3), Et−1yt = α

2
(Et−1pt − Et−2pt) , so

(mt − Et−1mt) − (pt − Et−1pt) = βα (pt − Et−1pt) + βut + εt

Taking expectations at time t − 2 of (5),

(mt − Et−2mt) − (pt − Et−2pt) = β (yt − Et−2yt) + vt,

where Et−2yt = α

2
(Et−2pt − Et−2Et−1pt) + α

2
(Et−2pt − Et−2pt) = α

2
(Et−2pt − Et−2pt) = 0,so

(mt − Et−2mt) − (pt − Et−2pt) = βyt + vt

Hence,

(pt − Et−1pt) =
1

1 + αβ
[(mt − Et−1mt) − βut − εt]

(pt − Et−2pt) = (mt − Et−2mt) − βyt − vt

yt =
α

2 (1 + αβ)
[(mt − Et−1mt) − βut − εt] +

α

2
[(mt − Et−2mt) − βyt − vt] + ut

yt =
α

(1 + αβ) (2 + αβ)
[(mt − Et−1mt) − βut − εt] +

α

(2 + αβ)
[(mt − Et−2mt) − vt] +

2ut

2 + αβ
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