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

yr =Y+ a(pr — Er1p) (AS)
Yy = —pr* —d(e, + p) +wy (IS)
My — Dy = KYy — A1+ 1y (LM)

where u;, v; haze zero means

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

Y+a(p— Eiap) = —0r" —=d(e+p) +w (AS=IS)
y=—pr'=d(e+Erap) (r°)
(a+0) (pr — Er1pr) = we (Equilibrium)
_ o}
yt—y+a+5ut (1)

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

m—p=k[y+a(p— Eap)] — "+ (ASH+LM)
m— E_1py = ky — Ar* (p°)
(1+ar) (pe — Ei1pe) + v =0 (Equilibrium)
a
=y 2
=y 1+ ar ! (2)



A neo-Keynesian model

a «
Y = 3 (pt — Er—1pt) + 3 (pr — Evopr) + w (3)
«
= a(p— Eiap) + 5 (Eioape — Ey_opy) + (4)
my—pe = Pyt (5)
V¢ = pPU—1 + Et (6)

Taking expectations of the AD equation and subtracting:
(me — Ereamy) — (e — Eveape) = B (g — Ermaye) + (v — pve—1)
where from (3), Ey_1y; = § (Ey—1pr — Ey—apt) , SO
(me — Ervmy) — (pe — Erapy) = Bac(pe — Er—ipe) + Bug + &
Taking expectations at time ¢ — 2 of (5),
(my — Eyromy) — (pr — Ei—apt) = B (ye — Er—ays) + vt
where Ey oy = § (Er—opr — Ey2Eyapr) + § (Eiapy — Eyapi) = § (Ei—2pr — Ey—api) = 0,50
(me — Er—omy) — (pe — Evopr) = By + v

Hence,

1
1+ ap
(pt - Etf2pt> = (mt - Ethmt) — By — v

(pt - Et—lpt) [(mt - Et—lmt) — Puy — €t]

Y = m [(me — Eroimy) — Buy — &) +

a
B [(my — Eramy) — By — vy] + wy

«
Yy = (1 +ad) 2+ad) [(my — Ey_amy) — Pug — &) +
« 2uy
m [(mt — Etfgmt) — /Ut] + 5 i Ogﬁ



