[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
[image: ]
image7.png
‘Thus, when the price level rises from P\ to %, increasing money demand from MD: to MD; and.
raising the interest rate from r, o, the quantity of goods and services demanded flls from Y; ©
Y
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This nalysic of the interec.rate effect can be summarized in three stps:

(2) A igher pricelevel raises moey demand.
(2) Higher money demand lesds o igher nterest ate.

(5) A highernterestratereduces the quantity of goods and services demanded.

The same logicworks for decine intheprice leel: Alower priceleve edces money demand,
i lads to 2 lowe interest rate, and this i turn ncresses the quantity of goods and services
demanded. The resul oftis analysis is 3 negaive rlationship becween thepricelvel and the
quantity of goods and services demanded, s lustrated by 2 downward-sloping sggregate-demand
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21-1c Changes in the Money Supply

So far we have used the theory of iquidity preference to explain mre ully how the total quantiy of
go0ds and services demanded in the economy changes as the price level changes. Thatis we have
‘xamined movements alon  dovmwand-sloping aggregate-demand curve. The theory also sheds
light, bowever, on some of the other events that alter the quantity of goods and services demanded.
‘Whenever the quansy of goods and services demanded changes for any give pricelevel, the
aggregate-demand curve shifs.

One important varizble thatshifsthe aggregate-demand curve is monetary policy. To see how
‘monetary policy affectsthe cconoms in theshort run suppose thatthe Fed increases the money
supply by buying government bonds inopen-market operations. (Why the Fed might do this will
‘become clear late, ater e understand the effects of such a move) Lets consider hovw this
‘monetary injection nfluences the equiibrium nterest ratefor a given price level. This vl ell us
what the injection does o the positon of the aggregate-demand curve.

A5 panel (3) of Fgure 3 shows, an increaseinthe money supply shifs the money supply curve o the.
rightfrom M1, 0 M. Because the money demand curve has not changed, the inerest race lls
from, tor, t balance money supply and money demand. Thats,the interest rate must all
induce people to hold the additons] money the Fed has crested,restoring equlibriuznin the money.
masker.

Figure3 AMonetary Injection

g ). s e 0 Fom S, M, s e e s 3 o, 1, Secase e
e 58t . 1 e ) R S G 4
1 Tom Y, B, Tk (), P2 297G orans e s e e o AD, 0 4D,

‘Once again. the intrest rate influences the quantiy o goods and services demanded, 2 shown in
‘panel () of Figuse 3. The lower interest e rchices the costof boroovwing and the refurn to aving.
Households spend more on new homes,stmulating the demand for residential investment. Firms.
spend more on new facories and nevw equipment.simulating business investment. As a resul the
‘quantity of goods and services demanded a¢a given price level, ., rises from Y; © Y;. Of course,
there s nothing special about ' The monetary injection aisesthe quantiey of goods and services
demanded at everyprice level. Thus, the entire aggregate-demand curve shife tothe ight.
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To sum up: When the Fed increases the money suppy it owerstheintzrstraceand inereases the
‘quantityof goods and services demande for anygiven pricelevel. shifting the aggregate-demand
curve o the right Gonversel when che Fed contraces the monsy supply i raesthe incerest raceand
reducesthe quantity of goods and services demanded for any given priceevel, shifing he aggregare-
demand curve o the efe.




image11.png
21-1d The Role of Interest-Rate Targets in
Fed Policy

How doss the Federal Reserve affec the economy? Our discussion here and ealier in the book has
‘reated the money supply as the Fed's policy nstrument. When the Fed buys government bonds
‘openmarket operations it increases the money supply and expands aggregte demand. When the
Fed sell government bonds in open- market operations, it decreases the money supply and contracts
aggregate demand.

‘Discussions of Fed policy often trat the interest rats,rather than the money suppl 2 the Fed's
‘policy instrument. Indeed, inrecent years, the Federal Reserve has conducted policy by seting a
Carget for the federal funds rate—the interet rae tht banks charge one another for short.term.
losis, This target i reevaluated every six wesks st meetings ofthe Federsl Open Market Committze
(FOM) The FOMC has chosen o set a target for the ederal funds ate racher than for the money
supply s it dd at cimes in the past.

There sve severa elsted rescons fo the ' decision t use the federslfunds rate a5 s target.
‘One i tha themoney supply i hare to messure with sfficient precison. Another i that money.
‘demand fluctatesover ime. For any given money supply flctuations in money demand would lead
0 fluctuatons n interest rate, ggregate demand, and outpus. By contrast, when the Fed announces:
 target forthe federal funds rate it essentally accommodtes the day-to-day shifs in money
demand by adjusing the money supply sccordingls.

“The Fed's decsion o tavget aninterest rate doss not Fndsmentaly sher our anslysis ofmonetary
‘policy: The theory ofquidicy preference llustrates i important principle: Monetary policy can be
descibed ether interms of the monay supply o in termsof theinrestrate When the FOMC sets
Carget for thefederal funds rateof, 52,  percent, the Fd's bond traders are told: “Conduct whatever
‘open market operations ave necessary to ensure that the equiibriumm interestrat is 6 percent”
other words,when the Fed sets a arget fo theinterest ate, it commitsiselfto adjusting the money
upply t make the equilirivn i the money market i that arget.

A5 resull, changes in monetary policy can be viewed either i terms of changing the interest rate
target or in terms of changing the money suppl: When you read inthe nevspaper that “the Fed has.
Towered the federsl funds rate from 6 to S percent” you should understand that this occurs only
ecausethe Fed's bond traders are doing what it takes o make i happen. To ower thefederalfunds.
rate, the Fed's bond traders buy government bonds, and this purchase increases the money supply
‘and lowvers the equilbrium interest rate (fus s n Figure 3).Smilal, when the FOMC rases the
‘Carget forthefederal funds rate, the bond traders sell government bonds, and this sale decreases the
‘money supply and raises the equilibrium interest rate.

“The lessons from this analyss are simple; Changes in monetary polcy aimed at expanding aggregate
demand can be descibed ether s increasing the money supply or s owering the ncerest ate.
Changes in monetary policy aimed at contructing aggregate demand can be described eiher s
decreasing the money supply or as raising the interest rate.
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21-1e The Zero Lower Bound

A we have just seen, maneary plicy worlks through interet raes. This conclusion aises 2
question: What i the Fed'starget nterest rate has fallen as far s it can? In the. of 2008 3nd
2009, e fadersl funds rae el to sbort sevo. I this situstion, wht, f anyching can monetary.
policy do o stmulat the economy?

‘Some econommiss describe this scuation a aiquidiy oap. According o the theory of guidicy
preference, expansionary monetary policy works b reducing interest rates and scimulating.
investment spending. But i interest rates have areadyfallen o around zero, monetary policy may
0 longes be effctive, Nominal interest res cannot fll much below e Rather than making s
Ioan at 2 negative nominal inerest rate,  person would ust hold cash. I this environment,
‘expansionary maneary policy raiss the supply of mones, making the public’s asset porolio more
liquid,but becauseinteres raes catfall any furche, the extra liquidicy might not have any effec.
‘Aggregate demand.production. and employment may be “trapped” at low levels

Other cconomists are skeptical about the relevance ofliquidity raps and believe that  central bank
contines t have tools t expand the economy; even aftr i interes rae targe hits it lower bound.
of saro, One possibility i tha the centrslbank could commi el o keeping nterest ates low for

an extended period of tme. Such a poliy s sometimes called forward guidance. ven i the central

‘bank's current arget for theinterest rae cannot fll any further, the promise that nterestrates will
remain low may help stmulate investment spending.

A second possibilcy i that he central bask could condict expansionasy open-market operstions
with alarger variey of financial instruments. Normall,the Fed conducts expansionary open-market.
‘operations by buying short-term government bonds. But it could also buy mortgages, corporate
debt, and longer-term government bonds and thereby lower the interest rates on these inds of
Loans. The Federal Reserve actvely pursued this lastoption in the ftermath o the financalcriss of
2008 and 2005, This type of unconventional manetary policyis sometimes caled quancicive easing
‘because it ncreases the quantityof bank reserves.

‘Some econormiss have suggested that the possbility of hiting the zero lower bound for interest
sates fusifiessecing the target ate of nfation wel shove sero. Under sero infiation, the resl
interes rate ke the nominal interes,can never al below zero. But i the normal rateofnflation's,
a5, percent then the central bank can easily push the realinerest ateto negative 4 percent by
Lowering the nominl interestrate toward sero. Thus, moderate inflatin gives monetary.
policymakers more room tostimulate the economy when needed, reducing therisk of hiting the
sero lower bound and having the economy fll o a liquidity trp.
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212 How Fiscal Policy Influences Aggregate Demand

The government can nfluence the behavior ofthe economy not only with menetary policy but o
‘with iscal policy:Fiscal policy efers tothe government'schoices regarding the overal level of
government purchases and taxes. Ealir in the book,we examined how fiscal polcy influences
saving investment, and growth n th long run. I the short run, howwever, the primary efect offscal
policyis on the aggregate demand for goods and services.
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21-2a Changes in Government Purchases

‘When policymakers change the money supply or the level of taxes, they sift the aggregace-demand.
curve indirectly by inflencing the spending decisions of firms or households. By contrast, when the
overnment alersits own purchases of goods and service, i shiftsthe aggregate-demand curve
directy.

Suppose, for instance, hat the US. Deparcment of Defense places 2 $20 billon orderfor new fghter
planes with Bosing, thelarge aircraft manufacture. This order rases the demand fo the output.
produced by Bosing which induces the company tohire more workers and increase production.
Because Bosing s part ofthe economy, th increaseinthe demand for Boeing planes means an
increase in th toal quantity of goods and services demanded at each price level As a result the
aggregate-demand curveshifstothe right.

By how much doesthis $20 bilon arder from the government shiftthe aggregate-demand curve? At
s, ome might guess that the aggregate-demand curve shifts o the rght by exacly $20 billon It
‘curns o, however,that his s ot the case. There are o s efects thesize
of the shif in aggregate demand to diffr from the change in government purchases. The izt —the.
‘muliplier effect—suggests the shiftin aggregate demand could be larger than $20 billon. The
Second—the crovwding-out effct—suggests the shift n aggregate demand could be smaller than $20
billion We now discuss these o efecs n .
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21-2b The Multiplier Effect

‘When the government buys $20 billon of goods from Bosing,that purchase has repercussions. The
immediate impact ofthe higher demand from the government i o raise employment and profts at
Bosing Then. asthe workers see higher earnings and thefirm ovners see higher profis they.
respond to this increase inincome by aisin their own spending on consumer goods. As  result, the
overnment purchase from Boeing raises the demand for the products of many other firms inthe.
‘conomy. Because each dolla spent by the government can raise the aggregate demand for goods.
and services by more than a dolax, government purchases are said to have 2 muliplier effect on
ageregate demand.

This mliplier effct continues even sfee this frs round, When consumer spending ries, the frms
thatproduce these consumer goods hire more people and experience higher profe. Higher earnings
‘and profits stimulate consumer spending once again and so . Thus,there i posiivefeedback as:
igher demand leads to higher income, whichin turn leads to even higher demand. Onceal these.
effctsave added togethes the tota impact o the quantityof goods and services demanded canbe
much larger than the iniial impulse from higher government spending.

Figue & lustates the multiplir sfect. The incresse in government purchases of 20 billion
mitaly shifs the aggregate-demand curve tothe ight rom AD; to AD; by exactly $20 billon But
‘when consumers respond by ncreasing ther spending the aggregate-demand curve shift sl
furcher o ADs.

Figure 4 The Multiplier Effect
‘Anincrease in government purchases of $20 biion can sfift the aggregate-demand curve to the
Fight by more than $20 billon. This multpir effect arises because increases i agoregate income:
‘stimulate additonal spending by consumers.

This muliplier effcearsing from the response of consumer spending can be strengthened by the
response of vestment o higher levels of demand. Fo instance, osing might respond tothe higher
demand for planes by deciding tobuy more equipmen or buld another lant. n his case, higher
overnment demand spurs igher demand for investment goods. This positiv feedback from
demand to investment is somesimes called the mvesoment aceeleracor.
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21-2c A Formula for the Spending Multiplier

‘Some simple algebra permis us to derive aformula for the ize of the multipler effec that arises
when an increase in government purchases induces increases in consumer spending. An imporcant
e nthis formul s the marginal propensicy . (MPC)—the fraction of exra income
that a household consumes rather than saves. For xample, suppose tha the marginal propensicy
‘consume i % This means thatfo every extra dollar that 3 ousehold earns the household spends
50.75 (3 of the dolar) and saves $0.25 With an MPC of &, when the workers and owners of Bosing.
‘eam $20 billon from the government contrac,they increase their consumer spending by % x $20
bilon,or $15 bllion.

To gauge the impact on aggregate demand of a change in government purchases, we follow the
ffectsstap-by-step. The process begins when the government spends $20 bilion, which implies that
‘matonal income (earmings and profis) lsorises by this amount. This increase n income in furn.
raises consumer spending by MPC x $20 billon, which raiss the income for the workers and.
owners ofthe firms that produce the consumption goods This second increaseinincome again
raises consumer spending thistme by MPC x (MPC $20 billion). These feedback effcts goon and

To find the otal impact onthe demand for goods and services, we add up al these effecs:

S20billion
MPC w520 billion
MPC <20 illion
MPC < $20 billion

Change in government purchases:
First change in consumption
Second change in consumption
Thisd change in consumy

Total change in demand
= (14 MPC+ MPC: + MPCY +... x S20 bilion

Here . represents an infinite number ofsimilarterms. Thus, we can write the multplieras
follows:

Mtipir = 14 MPC + MPC? + MPC'4

“This multiplier els us the demand for goods and services that each dollarof government purchases
generates.

To simplifythis equaton for the muliplier, recall fFom math clas thattis expression s an nfiite
‘ssometric series. For xbetween -1 snd +1,

Teatated e =105

In our case, x= MPC.Thus,

Autiplir

1/(1- mp0)

For example, i MPCis %, the mulplieris 1/(1 - ), which is 4 In this case, the $20 billon of
‘government spending generates $80 billon of demand for goods and services.

Thisformul or he mulplier shovws that the size of the multiplier depends on the marginal
‘propensityto consume. While an MPC of 3 leads to a maltipler of 4, an MPC of 5 leads 02
‘multipler of oly 2. Thus,  larger MPC means a larger muliplier.To seewhy this is true, emember.
hat he mulplie aises because highe income indiices grester spending on consumption. With 3
Larger MPC, consumption responds more t 2 change n income, and 5o the multpler i arger,
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21-2d Other Applications of the Multiplier
Effect

‘Because o the mulplier effec, 2 dollar of government purchases can generate more than a dolar of
agaregate demand. The logi o the muldiplier effect, howwever i not restricted o changes i
‘government purchases. nstead. it apliesto any event thatalers spending on any component of
GDP—consumpton, investment, government purchases, o net exports.

For example,suppose that a recession overseas reduces the demand for U net expors by $10
billon. This reduced spending on US. goods and services depresses US, national income, which

reduces spending by US. consumers. fthe marginal propensity to consume is % and the multiplier
54, then the $10 bilion all i net exporesleads .2 $40 bilon contraction n aggregate demand.

s another example, suppose that 2 stock market boom increases households wealth and stmulates
heiespending on goods and services by $20 billon. This extra consumer spending increases
‘natonal income, which i turn generates even more consumer spending. Ifthe margina propensity
® 15 % and the multiplier i 4, then theiniial impulse of $20 billon n spending.
cranslace o a1 $80 bilon incresse in sggregate demand.

‘The muliplier is an important concept in macrosconomics because it shows how the economy can.
‘amplify the impact o changes in spending. A small initia change in consumpion, investment,
‘eovernment purchases, o net exports can end up having alarge effct o agregate demand and.
therefore, the economy’s production of goods and services.
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21-2e The Crowding-Out Effect

‘The muliplier efect seems to suggest that when the government buys $20 billon ofplanes from
‘Bosing,the resling expansion in aggregate demand is necessarly larger than $20 billon. Yet
‘snothe effct works inthe opposie divecion. While  incresse in government purchases
stmulates the aggregate demand for goods and services, it aso causes theinerest rate o rise,
hich reduce investment spending and puts downuard pressure on aggregate demand. The
reduction n aggregate demand that resuls when a scal expansion rases the inerest rate s called
the crowding-outeffect.

Tosee why crovding ot occurslat’ consider what happens inthe money market hen the
government buys planes from Bosing, As we have discussed,this increase in demand rases the
incomes ofthe workers and ovmers of thisfirm (and. because of the multiplie efect. ofother firms.
‘2 well). As incomes rise, households plan t buy more goods and services and, as a resul, choose to
hold more oftheir wealth n liquid form. Thats, the ncrease n income caused by the fiscal
‘expansion aises the demand for moner.

The effctofth increase n monsy demand i shown in panel (s) of Figue 5. Because the Fed has
‘ot changed the money supply: the vertical supply curve remains the same. When the higher level of
income shifts the money demand curve o theright from MD, t MD;, the nterest rate mustrise
from ry 0 t keep supply and demand n balance.

Figure's The Crouding Out Efect
sl ) e o e i e g S B S 5 5 e D g e
o 2k o arans o e o M, o M, 0 e e Sl e 38 0 e T, P
(2o e s s0ega coman T R g o e s g s 4 P2 TGS
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‘The increaseinthe interestrat, i curn, reduces the quantity of goods and services demanded. In
partcular, because borrowingis more expensive the demand fo residential and business
investment goods declines. In other words, 25 the increase i government purchases increases the
demand for goods and services, it may also crowd out nvestment. This crowding out effct parially
offses the impact of government purchases on aggregate demand,as llstrated in panel () of
Figure . The increase n government purchases iniially shifts the ggregate-demand curve from
AD, 1o 4D, but once crowding out takesplace, the aggregate-demand curve drops back t AD;.

“To sum up: When the government increases s purchases by 520 billion.the aggregate demand for
goods and services could ise by more o les than $20 bllon depending on thesizesof he mulciplier
and crowding-out effecs. The muliplier effect makes theshiftin aggregate demand greater than $20
‘billon The crowding-out effec pshes the aggregate-demand curve in the opposite directon and if
arge enough, could result in an aggregate-demand shift of ess than 520 billon.
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21-2f Changes

“The other important instrument offiscal policy, besides th lvel o government purchases, i the
levelof caation. When the government cuts personal income taxe,fo nstance, it nereases
‘houssholds take home pay: Households vl sve some of this additonsl income, but they vill sl
Spend some ofit on consumer goods. Because it increases consumer spending, the tax cutshits the
aggregate-demand curve tothe right Similarky,  tax increase depresses consumer spending and
shifsthe aggregate-demand curve o the ef.

Taxes

The sizeoftheshift i aggregate demand resulting from  tax change s alo afected by the
‘maltiplier and crowding:out effcts When the governmencuts taxes and stimulates consumer
Spending, earnings and profitsrise, which further stmulates consumer spending, This is the
‘mliplier effct. At the same time, igher income leads t higher money demand, which ends to
raie interest rate. Hgher interest rates make borrowing more costl which reduces investment
spending, This s the crowding-out ffect. Depending on the sizes ofthe muliplier and crowding ot
effct,the shif in aggregate demand could b larger or smaller than the tax change that causes t.
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In additon tothe multipler and crowding.out effects, there is another important determinant of the
Sizeofthe shif i aggregace demand that results from 3 tx change: households' percepions sbout
‘whether the tax change s permanent or temporary: Fo example, suppose that the government
‘announces s taxcut o $1,000 per household. In deciding horw much o this $1000 0 spenc,
‘households must ask themselves how long this exta income vl as. I they expect the tax cut o be.
‘permanent, they vl view e a5 adding substansaly totheis fnancial resources and, therefore,
increase their spending by  large amoun. I this case,the tax cutwill havea arge impact o
aggregate demand. By contrast, i households expect the tax change t be temporary they will vew.
itas adding only slightly totheir inancia resources and, herefore, willincrease their spending by
nly 2 small amount.Inthis cas,the ax cutwill have  smal impact on aggregate demand.

An extreme example of a temporary tax cut was the on announced in 1992.Inthat year, President
(George B, Bush faced a lingering recession and an upcoming reslection campaign. He responded.
<o these circumstances by announcing 2 reducton inthe amount of income tax thatthe federal
overnment was withholding from workers'paychecks. Because legislated income tax rates did not
change, however, every dollar of reduced witkholding n 1992 meant an extra dollarof taxes due on.
Apel 15, 1993, when income tax recurns for 1992 were to be filed. Thus, his "t cut”actually
represented only 2 short.term loan from the government. Not surprsingly,the impact o the policy
‘on consumer spending and aggregate demand was relatively small.
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213 Using Policy to Stabilize the Economy

‘We have seen how monetary and iscal policy can afec the economy's aggregate demand for goods.
and service. These theoretical insights raise some important poliy questions: Should policymakers
‘use these instruments t control aggregate demand and stablize the economy? If o, when Ifnot,
whynot?
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21-3a The Case for Active Stabilization
Policy

L' retun tothe question that egan this chapters When the president and Congress rase taxes,
‘howw shonuld the Federal Reserve respond? As we have seen, th levl of axationis one determinant.
of the position of the ageregate-demand curve, Whe the government aises taxes, Sggregate
‘demand willfll,depressing production and employmment i the short run. fthe Federal Reserve
wants o prevent this adverse effect of the iscal poliy, it can expand aggregate demand by
increasing the money supply: A monetary expansion would reduce interest rates,stimulate
investment spending, and expand ageregate demand.If monetary policy s set appropriael;the
‘combined changes in manetary and iscal policy could eave the aggregate demand for goods and.
ervices unffected.

“This analysis s exacly the sor followed by members ofthe Federal Open arket Committee. They
Know that monetary policy is an important dterminant of aggregate demand. They also know that
there are other important determinants a5 wellincluding fiscal policy et by the president and.
(Congress. A5 a result,the FOMC watches the debates over isal policy with a keen eye.

“This response of monetary policy tothe change in fiscal policy is an example of 3 more general
‘phenomenon: the use of policy instruments to stabilie segregate demand and. 323 result
‘production and employment. Economic sabilizaion has been an explicit goal o US.policy snce the
‘Employment Act of 1946, Thi sct sates that i s the continuing policy and responsibiiy of the.
federal government o .. promote full employment and production” In essence, the government has
chosen o hold el ccountable for zhore run macrosconomic performance.

‘The Employment Act has two implications. The s, more modest, implicaton s that the.
government should avoid being a cause of conomie fluctuations. Thus, most economiss advise
‘againstlarge and sudden changes in monetary and fscal policy: fo such changes arelikely to cause
flucruationsin aggregate demand. Moreover, when large changes do oceur it i imporcant that
‘monetasy and fscal polcymakers be e of nd respond t exch others’sctions.

‘The second, more ambitious, mplication ofthe Employment Actis that the government should
respond to changes in the private economy to tbilie sggregate demand. The sctwas passed not
long aftr the publcation of Keymes's The General Theory of Empleyment, Inceret, and Money, wich
s been one of the most infisential books ever written sbout economics. In it Keymes emphasized
the key rol of aggregate demand in explaining short run economic luctuations. Keynes laimed.
that he governiment should acuvely stimlate aggregate demand when ageregate demand appeared
insufficient to maintain production attsfull-employment level.
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Keynes and his many followers) argued that aggregate demand fluctuates because of argely
irrational waves of pessimism and optimism. He used the term “animal spirits” to refer o these

changes in aitude. When pessimism reigns, households reduce consumpion spending
‘and firms reduce invescment spending. The resul i reduced aggregate demand,lower production,
‘and higher unemployment. Conversels when optimism reigns households and firms increase:
‘spending The resuleis higher aggregate demand, highe producion, and inflaionary pressure.
Noticethat these changesin aitude are, o some extent sel fulfiling.

Inprincipl, the government can adjust its monetary and fiscl policy i response to these waves of
‘optimismm and pessimism and, threb, stabilizethe economy: For example, when people are
excessively pessimistic,the Fd can expand the money supply o ower interest rates and expand.
‘agaregate demand. When they are excessively optimistc it can contract the money supply o raise
interest rates and dampen aggregate demand. Former Fed Chairman Willam MeChesney Martin
described this view of monetary policy very simply: “The Federal Reserve's fob i o take away the
punch bowl just as the party gets going”
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21-3b The Case against Active Stabilization
Policy

Some economists argue tha the government should avoid acive use of monetary and fscal poicy to
yto stabilizethe economy: They laim that these policy instruments should be et to achieve long-
run goals,such asrapid sconomic growth and low inflacion and that the ecomomy should belfe

desl with short run fuctuations on it own. These economists may adimit that monetary and fiscsl

‘policy can sabilize the economy intheory; but they doubt whether it can do 5o in practice.

“The primary argument against actve monetary and fiscal polic s that these policies affectthe
‘economs with along lag As we have seen, manetary policy works by changing interest ates, which
in urn influence nvestment spending, But many rms make investment plans far in advance, Thus,
most economists believe tha it takes atless & months forchanges in monetary policy t have much
effecton output and employment. Moreover, nce these efects occur they can ast for severalyears.
rites of sabilzaion policy srgue that because of this Isg the Fed zhould not ry o fineune the
economy: They cain that the Fd often rescts 100 ate to changing econormic conditons snd. 323
resul, ends up being a cause ofrather than a curefor economic fuctuations. These eries advocate
‘passive monery palicy: such s slow and stesdy growth i the money supply:

Fiscal poicy also works with alag,but unlike the g in monetary policy,the lag n iscal policy s
largely atributable o the poliial proces.Inthe United Sates, most changs in government
pending and taxes must go through congressional committees in both the House and the Senate, be
passed by both lgisltive bodies, and then b signed by the president.Completing ths process can
‘ake months o, in some cases,years. By the time the chang in fiscal policyis passed and ready to
implement, the condition of the economy may have changed.

‘Theselags in monetary and iscal policy are  problem in par because economic forecasting s 50
imprecis. IFforecasters could accurately predict the conditin of the economy  year in advance,
then monetary and fscal policymakers could look ahead when maling policy decsions.In this case,
‘policymakers could sabilize the conommy despite the lags they face. In practice, howeves, major
recessions and depressions avive without much advance warning, The best that palicymakers can
o torespond to economic changes 3= they oceun
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21-3c Automatic Stabilizers

Al cconomists—both sdvocates and eriticsof stbilisation polcy—sgres thatthelngs i
implementation reduce the efficacy of policy 25 ool fo short.run stabilization. The economy
would be more stable,therefore, i policymakers could find 2 way o avoid some ofthese lags. In fact,
hey have, Automatic stabilizers ave changes in fical poliy that stimslate sggregate demand when
the economy goes nto arecession without plicymakers having totake any deliberate acton.

‘The mostimportant automaticstabilzer i the tax system. When the economy goes nto a ecession,
the amountof taxescollected by the government falls automatically because almost al axes are
closely tied to economic actvicy: The personal income tax depends on households incomes, the
‘payroll ax depends o warkers' esrmings, and the corporats income tsx depends on i’ profits.
‘Because incomes, earings, and profts all all n a recession, th government's tax reveme fals 5.
‘well This automatie tax cut stimulates aggregate demand and, thereby reduces the magnitude of
economic fuctustions.

‘Some government spending also acs 2 an automate sabilize.In partcular when the economy
goesintoa and workersavelsid off more people apply for unemployment insurance
benefis welfare benefits, and other forms of income support. This automaic increase in
government spending stimulates aggregate demand a exacly the ime when aggregate demand s
insuffcient to maintain full employment. Indeed, when the unemployment insurance system was.
et enacted i the 19305, cconomists who advocated this policy did 5o in par because of s power.
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21-4 Conclusion

Before plicymakers make any change in policy; they mieed to consider all the efects o their
decisions. Earlerinthe book, we examined classcal models of the economy; which describe the
Tong:run effects of monetary and iscal polic: There we saw how fscal policy influences saving.
investment,and long-run grovth and hovw monetary policy influences the price leveland the
infston rate.

1 thischapren e examined the short run effctsof monetary and fcealpolcy: We s how these
policy can change the aggregate demand for goods and and alcer the =
production and employment in theshort run. When Congress redces government spending to
‘alance the budget, it needs t consider both the ong run effects on saving and groweh and the
shortun effects on aggregate demand and employment: When the Fed reduces the growth ate of
he money supply it must take nto accountthe long run efect on nflation s well a5 the shore.run.
effecton production. Inll pares of governmen policymakers must keep in mind both long:run and
short-run goals.
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Chapter Introduction

Imagine that you are a member o the Federal Open Market Commitee,the group at the Federal
Reserve that sets monetary policy. You observe thatthe president and Congress have agreed to raise
taves.How should the Fed respond to this changeinfscalpolicy? Should it expand the money
‘supply, contrac the money supply o leave it unchanged?

To answer this question, you ned t consider theimpact of monetary and fscal policy on the
‘economs: Inthe preceding chaptes we used the model of sggregte demand snd ageregate supply to
‘explin short run economie fuctuations, We saw that shifts in the aggregate- demand curve o the
‘agaregate-supply curve cause luctuations inthe economy's overal output of goods and services and.
s overalllevelof prices. As we noted i the previous chapter both monetary and fiscal poicy
influence sggregste demand. Thus, = change in one of these policies can lesd to shortran
Aucruations in output and prices. olicymakers vl want to ancicipate this effect and, perhaps,
‘adjustthe other policy in response.

Inthis chapter we examine i more detail how the government’s polic toel influence the positon.
of the aggregate-demand curve. These tools include monetary poliy (the supply of money set by the.
‘contral bank) and fseal policy (the levels of government spending and tasation st by the president.
‘2nd Congress). We have previously discussed the long run efecs of these plices. In Chapters 12
‘2nd 15, we saw howw fiscal plicy affectssaving, investment, and long run economic growth.In
‘Chapters 16 and 17, we saw how monetary plicyinfluences the pric levelinthe long run. We now
Took at how these policy tocls can hift the aggregate-demand curve and thereby affect
‘macrosconomi varisbles i the shartrun.

25 we havealready learned, many facors influence aggregate demand besides monetary and iscal
‘policy: In paricular, desired spending by households and firms determines the overal demand for
‘2oods and services. When desived spending changes, ageregate demand shifs. If policymakers do
ot respond, such shifs in aggregate demand cause shore run fuctuations in output and
‘employment.As  resul, monetary and fiscal policymakers sometimes use the poicy levers at their
disposalto ry o offse theseshifsin aggregate demand and sabilzethe economy: Here we discuss
the theory behind these policy acions and some of th diffcultiesthatarise in using this theory in
practce.
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21-1 How Monetary Policy Influences Aggregate
Demand

‘The aggregate-demand curve shovws the toal quantiy o goods and services demanded in the
‘economy for any pricelevel. The preceding chapter discussed three reasons why the sggregate-
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21-1a The Theory of Liquidity Preference

In'his lassc book The Genera Theory of Employment. Interest. and Money, ohin Maynand Keynes
‘roposed the theory of liquidity preference o explin thefactors that determine an economy’s
interest rate. The theory i, in essence, an applicaion of supply and demand. According to Keynes,
he interest rate adtsto blance the supply of nd demand for mones:

You may recal that economists distngish between two iterest rate: The nominal incerest rce1s.
the interest rate a5 usualy reported, and the real intzrest race s the interestratecorvected for the
effectsof inflation. When there s no inflation,the two rates are the same. But when borrowers and
lenders expect prices torise over the course ofthe loan,they agree t 2 nominal interet rate that
‘exceeds thereal interest rate by the expected rate of inflation. The higher nominal interest rate:
‘compensates for thefact that they expect the loan to be repaid n less valuable dollars.

‘Which inerest rate are we now trying to xplain with the theory of iquidiy preference? The answer
isboth. I the analysis thatfollows, we hold constant the expected rateofnflation. This assumption
s reasonable forstudying the economy in th shore run, because expected inflation s typially
stable over short periods of Gme. In thiscase, nominal and real interest rates differ by a constane.
‘When the nominal interest rate rises o s, the real interest ate that people expect t earn rises o
flls by similar amotnt. For the res of thischapter when w discuss changes in th interest ate,
hese changes refer t both the real and nominal interest rats.

Lt now develop the theory of iquidity preference b considering the supply and demand for
‘money and how each dpends on the interest rate.

Money Supply

‘The first piece of the theory of iquidity preference s the supply of money: As we irst discussed in
‘Chapter 16 the money supplyinthe US. economy is controlled by the Federal Reserve. The Fed
alers the money supply primarily by changing the quantity of reserves n the banking system.
hvongh the purchase snd sale of government bonds in pen- masket operations. When the Fed buys
government bonds the dollars it paysfor the bonds are typiclly depositedin banks, and these
dollars are added t bank reserves. When the Fed sell government bonds, he dollars it receives for
the bonds are withdrawn from the banking system, and bank reserves i These changes in bank.
reserves, in turn, lead to changes i banks’ sy to make loans and ereate money: Thus, by buying
‘2nd sllng bonds i open- market operations, the Fed alers the supply of money in the cconoms:

In additon to open- marketoperations,the Fed caninfluence the money supply using 2 variety of
other tocls. Ome optionis fr the Fed to change how much i€ ends to banks. For example 3 decrease
inthe discount rae (dhe interest rate a¢ which banks can borrou reserves from the Fed) encourages
more bank borrorwing which incresses bank reserves and thereby the money supply: Conversely, 31
increase n the discount rate discourages basl borrovwing which decreases bask reserves and the

‘money suppy: The Fealsoalters the money supply by changing reserve requirements (the amount
of eserves banks must hold against deposits) and by changing the interest rate it pays banks on the
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Money Demand
The second piece of the theory o iquidicy prference is the demand for maney: As  staring poiat
for understanding money demand, recll tht an asse’ iguidiy refess tothe esse vwith which that
‘asset can be converted nto the economy's medium of exchange. Because money i the cconomy's
‘medium of exchange, it is by definiton the most liquid asset vailable. The liquidiy of money.
‘explins the demand fo i People choose t hold money instead of other assets that ofer higher
ratesofrecurn because money can be used to buy goods and services.

Although many factors determine the quantityof money demanded, the one emphasized by the
heory ofliquidiy preference is the interes rate. The reason is that the inerest rate i the
‘opportunity cos of hlding money Thatis when you hold wealth s cashin your wallet nstead of
2 an interest bearing bond, you lose theinterest you could have earmed. Anincrease i theinterest.
rateraises the cost of hlding money and, s  resul reduces the quantity of money demanded. A
decrease n the interet ate edices the cost o holding money and raises the quantity demanded.
Thus, s shown in Fgure 1, the money demand curve slopes downvard.

Equilibrium in the Money Market
Acconding o the theory ofiquidity preference,theinteres rae adjuss t balance the supply and
demand for mones: There s one interes rae, called the equifbium intzrest race, at which the
quanityof money demanded exacy balances the quantiy o money supplied.fhe interest rateis.
atany other level, people will y o adjust their pordioliosof assets and, s a resuf, drive the interest
ratetoward the equilbrium.

For example,suppose that the interes rate is above the equilibrium level,such a r in Figure 1.1n
his case, the quantit of money that people want o hold, M}, islss than the quantiy of money that
he Fed has supplied. Those people who are holding the surplus of money will y to gt id of by
‘buying interest bearing bonds or by depesitingitininterest bearing bank accounts. Because bond.
isuers and banks prefe t pay lowwer interest ates, they respond to this surplus of money by
Iowering the interec rtes they offes A the interes ate fall,people become more willing o hold
‘money unti at the equilibrium interest rate, people are happy to hold exactly the amount of money
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‘the Fed has supplied.

Conversely,at interet raes below the equillrium level,such as r in Figure 1, the quantey of
money tht people want to hold, i greates tha the quancity of money that the Fed has supplied.
As aresul,people ry o increase thei holdings of money by reducing their holdings of bonds and
other interest bearing assets. As people cutback on their holdings ofbonds bond issuers ind that
hey have o offerhigher inerest rates to attrac buyers. Thus, the interest raterises uncl it reaches.
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21-1b The Downward Slope of the
Aggregate-Demand Curve

Having seen how thetheory of iquidity preference explains the economy's equilibium interes rae,
we now consider the theory's implicatons fo the aggregate demand for goods and services. s 3
warmup exercise, s begin by using the theory to s 3 topic e already understand—the.
interes rateefect and the downwand slope of the aggregate-demand curve. In pardicular suppose
hat he averall level of prices in the economy ises. What happens to theinterest race that balances
the supply and demand for money, and how does that change afectthe quantity of goods and.
cervices demandad?

45 we discussed in Chapter 17, the pric level s one determinant of the quantiy of money
demanded. At bigher prices, more money is exchanged every ime 2 good or service s sold. A2
result.people will choose to holda larger quantity of money: That s a higher priceleve increases
the quantit of money demanded for any giveninteres rate. Thus, an increase n thepricelevel from.
Py o P, shifs the money demand curve tothe ight rom MD, to M, a5 shown in panel (3) of
Egue2.

Figure 2. The Money Market and the Siope of the Aggregate-Demand Curve
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Notice how this shift in money demand affectsthe equlibrium in the money market. For a fixed
‘money supply, the interest rate mustrise o balance money supply and money demand. Because the
igher price levelhas ncreased the amount o money people wane t hold, it has shifted the money
demand curve t the ight. Yet the quantiy of money supplied is unchanged, o the nterestrate
mustrise from 1yt to discourage the adiional demand.

“This increase in th inerest ace has ramifications notonlyforthe money market but also for the
quantityof goods and services demanded, a5 shown in panel (:). At higher nterest rat,the cost of
‘borrovwing and the recun tosaving are reater Fewer households choose t borrow t buy anew

‘house,and those who do buy smaller house, 5o the demand fo residential invescment fall.Fewer
firms choose to borrow to build new factories and buy new equipment, s business investment all.




