Chapter 16
The influence of Monetary and Fiscal Policy on Aggregate Demand 

Review Problems: 3, 8, 11

Introduction

Policymakers can use monetary and fiscal policy to influence aggregate demand. 

However, there are other factors that can affect aggregate demand as well.

So stabilizing the economy is an inexact science. 

15-1 How Monetary Policy Influences Aggregate Demand 

Three effects work together to explain the downward slope of the aggregate demand curve. 

Of those three, Keynes' interest rate effect is the most important.

Pigou's wealth effect is the least important since households hold so little of their wealth in money holdings.

Since exports and imports are such a small portion of the U.S. GDP, the Mundell-Fleming exchange rate effect is not very important either. 

The Theory of Liquidity Preference

Keynes proposed the theory to explain which factors determine the economy's interest rate. 

Money Supply 

The money supply is controlled by the Fed.

We will assume that a vertical supply curve for money supply is appropriate. 

Money Demand 

People want to hold money instead of other assets that offer higher rates of return because money can be used to buy goods and services. 

It is a liquid medium of exchange. 

Money demand is downward sloping because when the cost of holding money goes up (interest rates rise) the quantity of money consumers hold decreases. 

Equilibrium in the Money Market

The interest rate adjusts to balance the supply and demand for money. 

The Downward Slope of the Aggregate Demand Curve 

If the overall level of prices in the economy rises, 

· what happens to the interest rate that balances the supply and demand for money, and 

· how does that change affect the quantity of goods and services demanded?

At a higher price level, money demand is higher because people need money for transactions purposes. 

See Figure 15-4. 

Money demand shifts to the right which increases the equilibrium interest rate. 

At higher interest rates, borrowing is more expensive and saving is more lucrative. 

· Consumers spend less and don't buy new homes as much so residential investment falls. 

· Businesses are less likely to build new factories or buy new equipment; business investment falls too. 

Therefore, the quantity of goods and services demanded falls. 

The end result is an inverse relationship between the price level and the quantity of goods and services demanded. 

Changes in the Money Supply

When the Fed buys bonds in the open market, money supply increases, shifting the curve to the right. 

The equilibrium interest rate falls. 

This encourages more consumption and more investment so the aggregate demand curve shifts to the right. 

A monetary injection by the Fed increases the money supply. 

For any given price level, a higher money supply leads to a lower interest rate, which in turn increases the quantity of goods and services demanded. 

Interest-Rate Targets and Fed Policy 

Often the Fed uses an interest rate target rather than a target on the monetary aggregates to control the money supply. 

The Fed sets a target for the federal funds rate-the interest banks charge one another for short term loans-and reevaluates it every six weeks. 

There's really no difference because monetary policy

 can be described either in terms of the money supply or in terms of the interest rate. 

To expand aggregate demand, the Fed will lower the interest rate or raise the money supply. 

To contract aggregate demand, the Fed will raise the interest rate or lower the money supply.

15-2 How Fiscal Policy Affects Aggregate Demand

Fiscal policy has long-run effects on saving, investment, and growth. 

Its short-run effects are seen primarily on the aggregate demand for goods and services.

Changes in Government Purchases 

Government purchases shift the aggregate demand curve directly. 

An increase in government purchases shifts the aggregate demand curve to the left.

A decrease in government purchases shifts the aggregate demand curve to the right.

The shift in the aggregate demand curve is not exactly the amount of the government purchase though. 

· The multiplier effect suggests that the shift in aggregate demand could be larger

· The crowding out effect suggests that the shift in aggregate demand could be smaller than the original amount of the government purchase.

The Multiplier Effect 

Definition of multiplier effect - the notion that a dollar spent can raise the aggregate demand for goods and services by more than a dollar

If government spends money it is government's expenditure but income for the receiver. 

In the same way when the receiver spends the money, it is expenditure for him but income to the next person. 

As the money makes it around and around through the circular flow, more income is generated than the original purchase.

See Figure 15-6. 

Once all the effects are added together, the total impact on the quantity of goods and services demanded can be much larger than the initial effect of the higher government spending.

FYI: A Formula for the Government-Purchases Multiplier 

The MPC is the marginal propensity to consume and describes the fraction of extra income that a household consumes rather than saves. The government-purchases multiplier is 1/(1-MPC). 

The Crowding Out Effect 

The crowding out effect is the reduction in demand that results when a fiscal expansion raises the interest rate. 

This effect works in the opposite direction as the multiplier effect. 

If government spends so much money that the resulting increase in the interest rate drives out more investment than government initially spent, the effect on the aggregate demand for goods and services could be smaller than the original government purchase.

In sum, when the government increases spending by $1, the aggregate demand for goods and services could rise by more or less than $1, depending on whether the multiplier effect or crowding out effect is larger.

Changes in Taxes 

The two instruments of fiscal policy are government spending and taxation. 

A tax increase depresses consumer spending and shifts the aggregate demand curve to the left. 

A tax cut shifts the aggregate demand curve to the right. 

The size of these shifts are affected by the multiplier and crowding out effects too, but there is another factor which is important. 

If households perceive that the tax cut is temporary, it will have a very small impact on aggregate demand. 

FYI: How Fiscal Policy Might Affect Aggregate Supply 

Some economists think the effects of fiscal policy can have a large impact on aggregate supply. 

If a tax cut makes households aware they can keep more of their income, they are stimulated to work harder. 

And if government spends money for things like infrastructure, from which business and commerce benefits, the aggregate supply curve shifts. 

Other economists think the effect is much smaller and is probably an issue of long-term benefit rather than short-term.

15-3 Using Policy to Stabilize the Economy

The Case for Active Stabilization Policy 

The Employment Act of 1946 commits government to promoting full employment. 

To do this fiscal and monetary tools are used to stabilize the economy.

Two implications of the Employment Act for policymakers: 

1.The government should avoid being a cause of economic fluctuations. 

2.The government should respond to changes in the private economy in order the stabilize aggregate demand. 

Keynes claimed that the government should actively stimulate aggregate demand when aggregate demand appeared insufficient to maintain production at its full-employment level. 

Case Study: Keynesians in the White House 

The Kennedy administration's tax cut was designed by economists who were schooled in Keynesian theory. 

The Clinton stimulus package was also in line with Keynesian theory but it was defeated by Congress who thought deficit reduction was a more appropriate goal than increased spending.

The Case Against Active Stabilization Policy 

Some economists argue that policy should focus on long-term goals and doubt whether short-term stabilization policy works in practice anyway since there is a substantial lag from when policy is made to when the economy feels it. 

Automatic Stabilizers 

Automatic stabilizers are changes in fiscal policy that stimulate aggregate demand when the economy goes into a recession without policymakers having to take deliberate action. 

The tax system is the most important automatic stabilizer we have. 

Other examples are unemployment benefits, welfare, and corporate income taxes which vary as profits vary.

In the News: The Independence of the Federal 

Reserve

The Fed acts as an independent agent of government predominately untouched by significant political pressure. 

Some congressmen have recently advocated legislation to reduce the Fed's independence. 

15-4 The Economy in the Long Run and Short Run

Interest rates adjust to balance both the supply and demand for money and for loanable funds. 

Classical macroeconomic theory says these variables are determined as follows: 

1.Output is determined by the supplies of capital and labor and the available production technology for turning capital and labor into output. 

2.For any given level of output, the interest rate adjusts to balance the supply and demand for loanable funds. 

3.The price level adjusts to balance the supply and demand for money. 

Changes in the supply of money lead to proportionate changes in the price level. 

Most economists agree these three principles do a good job of describing the economy in the long-run. 

However, these propositions do not hold in the short-run because many prices are slow to adjust.

For thinking in terms of the short-run it is best to reverse the order of analysis: 

1.The price level is stuck at some level, in the short run, and is relatively unresponsive to changing economic conditions. 

2.For any given price level, the interest rate adjusts to balance the supply and demand for money. 

3.The level of output responds to changes in the aggregate demand for goods and services, which is in part determined by the interest rate that balances the money market. 

4.When thinking about interest rates in the long run, it is best to think of the loanable funds theory. 

This theory highlights the importance of an economy's saving propensities and investment opportunities. 

5.But when thinking about interest rates in the short run, it is best to keep the liquidity-preference theory in mind. 

This theory highlights the importance of monetary policy. 

FYI: The Long Run and the Short Run: An

                        Algebraic Function 

15-5 Conclusion

Before policy makers make any change, they need to consider all the effects of their decisions, short-run and long-run. 
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