Chapter 34:  The Influence Of Monetary And Fiscal Policy On Aggregate Demand
1. How Monetary Policy Influences Aggregate Demand

a. The aggregate-demand curve shows the total quantity of goods and services demanded in the economy for any price level.

b. The aggregate-demand curve slopes downward for three reasons:

i. The wealth effect:  A lower price level raises the real value of households’ money holdings, and higher real wealth stimulates consumer spending.

1. Because money holdings are a small part of household wealth, the wealth effect is the least important of the three.

ii. The interest-rate effect:  A lower price level lowers the interest rate as people try to lend out their excess money holdings, and the lower interest rate stimulates investment spending.

1. For the U.S. economy, the most important reason for the downward slope of the aggregate-demand curve is the interest-rate effect.

iii. The exchange-rate effect:  When a lower price level lowers the interest rate, investors move some of their funds overseas and cause the domestic currency to depreciate relative to foreign currencies.  

1. This depreciation makes domestic goods cheaper compared to foreign goods and, therefore, stimulates spending on net exports.

2. In addition, because exports and imports represent only a small fraction of the U.S. GDP, the exchange-rate effect is not very large for the U.S. economy.

3. However, this effect is much more important for smaller countries because smaller countries typically export and import a higher fraction of their GDP.

c. The Theory of Liquidity Preference

i. John Maynard Keynes’s theory that the interest rate adjusts to bring money supply and money demand into balance.
ii. Money Supply

1. Because the quantity of money supplied is fixed by Fed policy, it does not depend on the other economic variables.

2. Once the Fed has made its policy decision, the quantity of money supplied is the same, regardless of the prevailing interest rate.

iii. Money Demand

1. The theory of liquidity preference emphasizes that the quantity of money demanded is determined by the interest rate.

2. The reason is that the interest rate is the opportunity cost of holding money.

3. An increase in the interest rate raises the cost of holding money and, as a result, reduces the quantity of money demanded.

4. A decrease in the interest reduces the cost of holding money and raises the quantity demanded.

iv. Equilibrium in the Money Market

1. There is one interest rate, called the equilibrium interest rate, at which the quantity of money demanded exactly balances the quantity of money supplied.

d. The Downward Slope of the Aggregate-Demand Curve

i. High price level.

1. A higher price level raises money demand.

2. Higher money demand leads to a higher interest rate.

3. A higher interest rate reduces the quantity of goods and services demanded.

ii. Low price level.

1. A lower price level reduces money demand.

2. Lower money demand leads to a lower interest rate.

3. A lower interest rate increases the quantity of goods and services demanded.

iii. The end result is a negative relationship between the price level and the quantity of goods and services demanded.

e. Changes in the Money Supply

i. Whenever the quantity of goods and services demanded changes for a given price level, the aggregate-demand curve shifts.
ii. When the Fed increase the money supply, it lowers the interest rate and increases the quantity of goods and services demanded for any given price level, shifting the aggregate-demand curve to the right.
iii. When the Fed contracts the money supply, it raises the interest rate and reduces the quantity of goods and services demanded for any given price level, shifting the aggregate-demand curve to the left.

f. The Role of Interest-Rate Targets in Fed Policy

i. The Federal Reserve has conducted policy by setting a target for the federal funds rate—the interest rate that banks charge one another for short-term loans.
ii. Monetary policy can be described either in terms of the money supply or in terms of the interest rate.

iii. Changes in monetary policy that aim to expand aggregate demand can be described either as increasing the money supply or as lowering the interest rate.

iv. Changes in monetary policy that aim to contract aggregate demand can be described either as decreasing the money supply or as raising the interest rate.

2. How Fiscal Policy Influences Aggregate Demand

a. Fiscal policy refers to the government’s choices regarding the overall level of government purchases or taxes.
b. Changes in Government Purchases

i. When policymakers change the money supply or the level of taxes, they shift the aggregate-demand curve by influencing the spending decisions of firms or households.

ii. When the government alters its own purchases of goods and services, it shifts the aggregate-demand curve directly.

c. The Multiplier Effect
i. The multiplier effect is the additional shifts in aggregate demand that result when expansionary fiscal policy increases income and thereby increases consumer spending.
d. A Formula for the Spending Multiplier
i. An important number in this formula is the marginal propensity to consume (MPC)—the fraction of extra income that a household consumes rather than saves.
ii. Multiplier = 1/(1-MPC).

e. The Crowding-Out Effect

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

ii. When the government increases its purchases, the aggregate demand for goods and services could rise, depending on whether the multiplier effect or the crowding-out effect is larger.

f. Changes in Taxes

i. The other important instrument of fiscal policy, besides the level of government purchases, is the level of taxation.

ii. Tax cuts increases consumer spending and shifts the aggregate-demand curve to the right.

iii. A tax increase depresses consumer spending and shifts the aggregate-demand curve to the left.
3. Using Policy To Stabilize The Economy

a. The Case for Active Stabilization Policy
i. First, the government should avoid being a cause of economic fluctuations.
ii. Second, the government should respond to changes in the private economy in order to stabilize aggregate-demand.

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

b. The Case against Active Stabilization Policy

i. The primary argument against active monetary and fiscal policy is that these policies affect the economy with a long lag.

c. Automatic Stabilizers

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

ii. The most important automatic stabilizer is the tax system.

iii. Government spending also acts as an automatic stabilizer.

