Competition vs. Monopolies

Competition:  degree to which businesses respond to market demand


Perfect competition: flat demand line



Large market



Easily entered



Easily obtainable information for buyers

No control over price (if P too high, buyers look elsewhere; firm either matches price or goes out of business)

Large amounts of suppliers

Extremely rare (ex.:  agriculture)


Monopoly:  exact opposite of perfect competition (vertical demand line)



1 seller



No substitutes



Barriers to entry




State laws prevent utilities (competition in this case leads to waste)




Excessive startup costs




Ownership of essential capital/resources (diamonds)



Types

Natural:  one business does its job so well (high efficiency, low cost) that competition goes out of business




Geographic/Local monopoly:  competing with mail-order/internet

Technological:  company owns a patent:  right of ownership granted for exclusive manufacturing, use, sale of an invention for a period of time




Government:  owned by Gov’t (Post Office, TVA)

Cartel:  group of businesses in different countries that try to reduce international competition by controlling supply, price, distribution (OPEC, drugs)

Investment Demand Curve (example, p. 112)


Impact of monetary policy = government influence in investment

Firms compare annual revenues from an investment with cost of capital, which in turn depends on interest rate


Annual net profit = yield on investment

IDC shows profitability in relationship to level of investment, has a downward slope


If Interest rates rise, invest only in high return points on IDC


Output levels and taxation also influence investment.


With so many factors influencing it, investment is very volatile. 

Macroeconomics

Macro:  study of the behavior of the economy as a whole


Why does output?


What causes inflation, and how can it be stopped?


How can a nation achieve economic growth?


How does the government influence the economy?


What are the tradeoffs between these goals?

Difference between Micro & Macro

Micro:  Why do oil prices rise?  Macro:  how do changes in oil prices cause inflation?

Micro:  Why should you go to college?  Macro:  unemployment in college-age youth

Micro:  How does a business decide how much to produce?  Macro:  How does output affect economic growth?

Goals of a macroeconomic economy


Stable Prices (no inflation)


High and growing output (economic growth)


Low unemployment

Inflation:  the change in the value of a dollar.  

Measured w/ CPI

CPI:  Consumer Price Index:  used for measuring changes in value of market basket of goods that consumers frequently purchase


Energy, housing not included b/c fluctuate so much


Compare changes in prices to a base year (such as 1990) to measure how much the prices have changed since that base year.


Example:  assume people spend 20% of their income on food, 50% on housing and 30% on medical expenses.


Let us also say that since our base year, these prices have increased 2%, 6%, and 10%, respectively.


CPI = (0.20*102) + (0.5*106) + (0.3*10%) = 106.4.  We use 100 b/c the prices in our base year were 100% of the prices that year.  Now, these values are 102% higher, in the case of food.


Calculating rate of inflation:  (New CPI) – (Old CPI)/Old CPI


(106.4 – 100)/100 = 6.4%.  We have a 6.4% rate of inflation.


Problems with the CPI = weighting.  What if people spend more/less on items b/c they demand more/less.  I.e. people purchasing more computers than 20 years ago b/c PCs more available, and cheaper, so this could skew our CPI.


This is why the CPI chooses goods that are consistently part of consumption.

How measure economic growth?  Gross domestic product

GDP:  market value of all final goods and services produced in 1 year


Nominal:  actual value


Real:  adjusted for inflation

Advanced economies generally demonstrate long-term improvement in living standards and growth in GDP.  This is Economic Growth
Potential GDP:  long-run productive capacity of economy


Maximum amount country can produce w/out destabilizing prices (inflation)


PPF


High level of employment


GDP gap:  difference between real & potential GDPs

Measuring GDP:  


Product approach (measures consumption)

GDP measures final goods:  those goods ultimately bought and used by consumers (households)



P1 *Q1 + P2*Q2+… + Pn * Qn = GDP



Uses market prices b/c they reflect relative economic value of those goods


Earnings approach:  



Costs of business in terms of payment for labor, rents, profits



Business costs = household payments



Figure 5-1 p.80



Disposable income:  incomes – taxes

GDP includes only final products in order to prevent repetition of intermediate goods (includes bread, not wheat)

Value added:  difference between sales of final goods and purchases of inputs


Can measure GDP w/ Price index (deflator)



Difference between real & nominal GDPs



Nom GDP (PQ) = total $ final goods



Real (Q) removes price changes 



P = deflator, so Q = PQ/P

Product vs. Earnings Approach (Table 5.6)

Unemployment:  those looking for jobs, but don’t have one.


Labor force:  those either working or unemployed



Working + those out b/c of illness, strikes, vacations



Unemployed:  no job and




Made specific efforts to find a job in last 4 weeks




Laid off and waiting to be recalled




Waiting to report to a job in next moneth


Not in labor force:  34% of adults in US

Going to school, keeping house, retired, too ill to work, or not looking for work

Natural Rate of Unemployment:  the lowest sustainable amount of unemployment in the economy; lower ( inflation

Natural rate has been shifting upward since 1960s.  Why?  

Demographic changes:  more women, minorities, and teens in work force

Government social policies such as Unemployment insurance

Increasing structural unemployment

Okun’s Law:  For every 2% that GDP falls relative to potential GDP, unemployment rises 1%.  

Ex:  GDP begins at 100% potential and drops to 98%, Unemp. Rises from 6 to 7%


Chart of unemployment pg. 236


Impact of Unemployment:  



Economic:  waste of goods/services unemployed could be producing



Social:  misery, dependency, suicide

Kinds of unemployment: 

Frictional:  people moving between regions and jobs or stages in lifecycle 


Just graduated students looking for jobs


Women re-entering after maternity


Moved to a new town, no work yet


This is often called voluntary unemployment

Structural:  mismatch between supply & demand of labor


Need for one type of labor rising, people have other skills

Oversupply of coal miners in WV, shortage of nurses in 1980s, shortage of computer technicians in 1990s

Cyclical:  Overall demand for labor is low

Structural + Cyclical = involuntary unemployment

Keynes:  wages not adjust to clear labor markets, but slowly to economic shocks

Why are wages inflexible?  Administered to reflect shortages/surpluses over a long period of time

When output drops, demand for labor drops, employment rises

Stable prices:  really low unemployment ( inflation b/c demand for labor increases


As much as possible, keep within context of free market 

Government Policy:  efforts taken by government to influence economy


Fiscal policy:  use of taxes and expenditures


Expenditures:  



Government purchases



Transfer payments


Taxes:  



Reduce incomes



Affects prices of goods

Monetary policy:  manage nation’s money, credit, banking 

Aggregate Supply and Aggregate Demand

AS:  total quantity of goods/services that the nation’s firms are willing to produce in a given period, usually a year


Depends on price level and productive capacity

Capacity, in turn, is determined by availability of inputs (labor, capital), efficiency

Exogenous variables:  influence economy, but outside of it (wars, population growth, foreign conditions)


Induced variables:  national output, employment, CPI

AD:  total amount that sectors in the economy are willing to spend in a given period


Sum of spending by consumes, government, and business


Depends on price, fiscal & monetary policy

AS-AD schedule explains stagflation:  higher cost of inputs

Intersection of AS-AD = real GDP & aggregate price that satisfies both buyers and sellers

Macroeconomics equilibrium = combination of overall P & Q where neither buyers nor sellers wish to change purchases, sales, or prices

Net Economic Welfare:  GDP – products that do not contribute to individual well-being

Government Purchases

Government buys goods & services, too = largest consumer


GDP not include transfer payments


In earnings approach, must include taxes in GDP


Net exports included in GDP

Net Domestic Production:  GDP – depreciation


Depreciation = difficult to calculate

Gross National Product:  output produced by capital, labor owned by US residents, not necessarily located w/in US

When imports > exports, net exports = negative

Consumption & Savings

Consumption generally = 2/3 of GDP

Table 6.1

Savings:  Disposable income not consumed


Determined by income


Dis-save:  borrow in order to consume


Break-even point:  neither saving nor dissaving


Relationship between consumption and income = consumption function


45-degree line



If on:  break-even



If consumption function above 45 = dissaving


Marginal Propensity to Consume:  extra amount consumed for an extra dollar of income

MPC = slope of consumption function (change in consumption for a change in income)

Marginal Propensity to Save= flip side of MPC (1 – MPC)

National Consumption Behavior

Consumption is a component of aggregate spending

$ not consumed (saved) is available for investment

What determines consumption?


Most importantly, current disposable income


Long-run income (what expect to make in future)



Ex:  farmers draw on savings in a bad year



Ex:  college students in debt b/c expecting high incomes later



“Is this year’s income unusually high/low?”

Permanent income:  income households receive when unusual circumstances are removed

Life-cycle hypothesis:  people save in order to smooth consumption over their lifetime (retirement)

Wealth:  more income disposable to consume or invest


Wealth Effect:  higher wealth = consume more

How closely consumption follows DI = National Consumption Behavior


Usually, over last 25 years, close relationship


Savings, however, have been on decline



Social Security:  less need for personal retirement savings



Government financed loans = easier borrowing



High inflation in 70s & 80s



Slow growth in incomes

Investment

Consumption + Investment = aggregate demand
Investment:  adding to the nation’s capital stock of buildings, equipment, and inventories


Not to be confused with buying stock, and not put in bank


Sacrifice current consumption in favor of increased future consumption


Modify definition of GDP:  Goods + Services (C) + Investment


Gross investment:  all investment goods produced



Not adjusted for depreciation (used capital)



This includes capital produced to replace old capital


Net Investment:  gross – depreciation


High investment ( high productivity growth


Disposable income divided between consumption and savings

Gross savings includes:


Total gross domestic investment


Net foreign investment


Divided 3 ways



Personal savings = PS (from disposable income)



Gross Business savings (GBS) = depreciation + earnings



Government deficit/surplus

Investment affects short-run output through changes in agg. demand

Affects long-run supply by influencing future agg. Supply

1/4 of investment = residential housing

1/20 = inventories

Nearly 70% = business and plant investment in equipment in the hopes that profits will > costs


Revenues:  what investments pay off (how helps to sell more)



Investment determined by GDP (are we selling enough?)

Accelerator Principle:  rate of investment primarily determined by change in output

Costs:  b/c investment goods last many years, costs are somewhat difficult to add up


Interest Rates


Calculated in terms of interest rates on borrowing

Government taxes in investment can be used to encourage or discourage in certain fields

Ex:  Federal Corporation Income Tax discourages investment in corporate sectors, but tax breaks on oil drilling increases investment there

Expectations:  investment = a gamble.  Is it reasonable to believe that returns > costs?


Will invest where & when expecting positive returns

Investment Demand Curve:  pg. 112


Impact of monetary policy = government influence on investment

Firms compare annual revenues from an investment with cost of capital, which in turn depends on interest rates

Annual Net Profit = yield on investment

Curve shows profitability in relationship to level of investment; has a downward slope

Output levels and taxation also influence investment

With so many factors influencing it, investment is very volatile

Chapter 8:  Government Trade & Output

Government fiscal policy has two components:


Government spending on goods/services


Transfer payments

Difference between GDP & Disposable Income = taxes

Taxes decrease Disposable Income, which decreases consumption, which decreases GDP and employment unless they are recirculated back into the economy

In order to keep GDP from dropping, the Government must increase spending in order to match taxes

Net Taxes = taxes – transfer payments

Investment, taxes, and government spending are independent forces that interact with consumption to = output equilibrium


Government spending benefits contractors

Examples of Fiscal Policy:  

JFK’s tax cuts end a recession, but VN puts output over potential GDP, which ( inflation

Reagan’s tax cuts & increases in military spending end a recession and starts an expansionary trend followed by supply-side cuts and an increase in deficits

Clinton raises taxes to pay off the deficits

Trade


In US, major trade exports = $662 Billion 



Foodstuffs:  $40 B



Industrial Products:  $103 B


Capital goods:  $183 B


Automobiles:  $52 B

Imports = $725 B


Merchandise:  $592 B


Industrial Products:  $289 B


Automobiles:  $102 B

Domestic expenditure = consumption + domestic investment + government purchases

Differs from GDP b/c it does not account for imports or exports

Net Exports (X) = exports – imports; in recent years, it has been negative

Calculating Exports


Price of foreign goods relative to US goods (Toyota v. Chevy)


Foreign Exchange Rate:  price at which dollar exchanges with other currencies



Impacts output, employment, inflation


Foreign changes in economy (supply & demand)


Impact of trade on GDP


Net exports add to aggregate demand

Open economy has different multiplier because some spending leaks out to the outside world

Marginal Propensity to Import:  increase in dollar value of imports for each $1 increase of GDP (MPm)



Related to MPC



Different in closed vs. open economies (0 if no foreign trade)



Ex. P. 148

In open economy:  multiplier = 1/MPS – MPm

Trade deficit hurts workers because the work is being done overseas

Chart p. 341:  history of US trade

How does international trade differ from domestic trade?  


Expanded opportunities


Dealing with other governments 


Exchange rates

Causes of trade


Diversity (every country produces some products better than others)


Decreasing costs


Different tastes

Barriers to trade


Costs of transportation


Quotas:  country only allows so much imports of a certain good


Tariffs:  tax on imports



Prohibitive:  designed to prohibit importing and kill trade

Nonprohibitive:  simply raise price in hopes of raising revenue and stimulating domestic tariffs, also called protective

Tariffs create economic inefficiency b/c of comparative advantage

Economists must know size of multipliers before they can make predictions or recommendations; this requires incredibly complex models

Aggregate Demand and the Multiplier

AD = C+I+G+X

Has a downward-sloped curve

Money supply effect:  if money supply is constant while prices rise, real money (value of money; what it can purchase) falls

When money is scarce, it is called “tight.”  In such situations, interest rates, and mortgages rise, credit is harder to obtain, and there is a decline in investments, consumption, and net exports.

With less money, demand drops

There is no substitution effect in aggregate demand because substitutes still are part of consumption; this distinguishes it from microeconomic demand

Major shifters of Aggregate Demand = 


Monetary policy:  affects supply of money


Exogenous variables:  outside forces (which usually influence X, net exports)

Multiplier model:  for each dollar change in certain expenditures such as investment or Government spending, there is a greater than $1 change in GDP

This explains government spending ( post-WWII boom, Reaganomics, and how defense cuts ( economic downturn after Cold War

Assumes prices/wages fixed in short run (in the long run, must take price/wage changes into account)

Determining Output using Savings/Investment

Savings and Investment determined by different factors


S:  Income, consumption


I:  output, exogenous factors

Savings & Investment intersection = Equilibrium GDP

Desired savings of households, investment of firms


All parties push GDP toward this point


No logical necessity for this to be the actual level, however


This is based on plans and predictions

At this point, sales are constant, so production, employment, income, and spending all remain constant

If GDP above, firms are not selling ( layoffs, which drops GDP to equilibrium

Determining Output using Consumption and Investment

Same Equilibrium

C+I approach

45-degree line:  where total level of consumption and spending =  total level of output

Where C+I line intersects 45-d line = equilibrium

Total Spending (C+I) curve = level of desired expenditure by consumers and firms.  Where crosses line = desired GDP

If not match equilibrium ( change in spending to adjust GDP

Planned vs. Actual Output

Consumption function = planned/desired consumption

Only when levels of output exactly equals planned spending will firms be in equilibrium

Sales just enough to justify continued aggregate output (GDP will exhibit no change)

Connection between Multiplier and Output

Multiplier:  number by which investment must be multiplied in order to determine change in output


Ex:  Investment increases $100 ( Increase in GDP of $300, then multiplier = 3


Multiplier = 1/1-MPC = 1/MPS because MPS = 1-MPC


Good example p. 129

Multiplier holds when there are unemployed resources

If at maximum output, there is no room for expansion, so a rise in AD ( rise in prices

Multiplier ( AS with increasingly steep slope

Taxes affected by multiplier:  to offset an increase in spending, must raise taxes by more than increase

Must raise by 1/MPC

Government Spending also has a multiplier effect

Paradox of Savings:  plan to save causes drop in GDP, which may cause savings to actually fall


Fallacy of Composition:  good for one may not be good for all



This explains the paradox

Ex:  One person gets more $, benefits them.  If everyone gets $, no one benefits (cancels itself out)


All farmers produce a big crop, total farm income falls


Everyone stands up to see at a football game

Test Here

Chapter 11

Aggregate Supply

Significance of Economic Growth


Growth enables us to provide society with scarce economic goods


Single most important factor of long-run economic success


Growth:  expansion of a country’s potential GDP

4 Elements of Economic Development


Human resources (labor, education, discipline)


Natural Resources (land, minerals, oil/fuel, farmland)


Capital Formation (machines, factories)


Technology

Theories of Economics Growth


Classical Economics



Adam Smith 

T.R. Malthus:  level of subsistence determines economic growth until population begins to starve




Did not realize technological innovation


Neoclassical Model



Robert Solow (1970s -1980s)




Emphasizes capital and technological change

Capital Deepening:  process by which amount of capital per worker changes; results in greater output per person.

In long run, w/o technological change, economy will enter a steady state in which capital deepening ceases, real wages stop growing , and capital returns and interest rates are constant. (No growth)

Figure 11.3 – 11.4

Technology continues to shift upward

Basic trends of Economic Growth:  not inevitable, just trends (this century)


Population & labor have grown, but more modest rate than capital


Upward trend in real wages


Importance (share) of wages and salaries in national income has edged up a bit

Major oscillations in real interest rates and rate of profit, but no clear trend over last century

Capital-output ratio has actually declined since 1900 


Implies improving technology


Increased ratio indicates law of diminishing returns

Ratios of national saving/investment to GDP; however, since 1980, savings declined sharply in US

After effects of business cycle are removed, national product has grown about 3% per year

Sources of Economic Growth:  labor, capital, technology


Ex. P. 217

% Q (output growth) = 3/4*L (Labor growth) + 1/4 * K (Capital) + Technical Change)

Labor contributes 3/4 of economic growth

Per Capita Growth:  growth per person

Total Factor Productivity = growth of output – growth of inputs

Aggregate Supply:  describes the behavior of the production side 


Curve slopes upward in short-run

In long-run, vertical line (price increases not lead to increases in total output supplied)

Determinants of Aggregate Supply


Potential Output

Aggregate supply is determined by, in the long-run, those factors that determine output (land, labor, capital)

Potential GDP = highest sustainable level of national output 

At potential GDP, unemployment = low (natural rate = lowest sustainable level of unemployment)


In US, natural rate of unemployment = 5.5 – 6.5%

Input costs



Wages



Import prices



Input costs for related items


Technology


Efficiency

Economists argue about how steep the AS curve is (is it flat?  Steep?  Horizontal?)


Keynesians:  hold that the AS = relatively flat in short run



Changes in AS have significant and lasting effect on output


Classical:  emphasizes strength of self-correcting forces in the economy



Little or no involuntary waste/unemployment


Efforts to manage AD have little or no impact of output

In short-run, economy seems to follow Keynes’ model; however, there are limits on expansion

Why the difference?  Some elements of business costs are inflexible in the short-run


This causes business to respond to high levels of AD by higher output


Ex:  wages, lease, utilities

In long run, these prices become flexible, and ultimately all costs will adjust to higher output prices.  Once costs have adjusted, output falls back to equilibrium

Chapter 12

Business Cycles

Business Cycle:  swing in total national output, income and employment

Usually 2-10 year period marked by widespread expansion/contraction in most sectors of the economy

Recession:  downturn of a business cycle


GDP declines for at least 2 consecutive quarters


Begins at a peak, and ends at a trough

No two recessions are same; vary widely in depth and duration


However, some common characteristics



Consumer purchases drop, inventories rise



Business respond by scaling back on production, which drops GDP



Demand for labor falls ( rise in unemployment



As output falls, inflation slows.  Wage improvements become difficult



Business profits fall sharply during recessions



Demand for credit drops, interest rates drop

Expansions are mirror opposites of recessions

Chart p. 230

What causes business cycles?


Usually change in aggregate demand


External causes:  wars, elections, oil prices, invention/discoveries, weather


Internal causes:  mechanisms within economic system ( self-generating cycles



Monetary:  expansion/contraction in supply of money/credit

Multiplier-accelerator model:  external shocks multiplied through economy

Political:  politicians manipulate fiscal and monetary policies in order to be re-elected

Equilibrium-business-cycle:  misperceptions about wages/prices ( oversupply or too little labor ( cycles

Real business-cycles:  negative/positive productivity shocks in one sector spread throughout the rest of the economy

No one of these theories is always right; however, there are elements of truth in all of them

Is Business Cycle Avoidable?


Arthur Okun:  “Recessions are now generally considered to be fundamentally preventable, like plain crashes and unlike hurricanes.  But we have not banished air crashes from the land, and it is not clear that we have the wisdom to eliminate recessions.  The danger has not disappeared.  The forces that produce recurrent recessions are still in the wings, merely waiting for their cue.”  The Political Economy of Prosperity.  P. 33

Test Here

Chapter 9:  Money & Banking 

Money:  Anything that serves as a commonly accepted medium of exchange or means of payment (Ex:  in Flintstones = clams, post-WWII:  cigarettes)


Must be accepted by all parties

Jobs of money


Medium for exchange (one good for another)


Unit of account (measures value; i.e.:  checking account has $2000)


Store of value (determines wealth; i.e.:  how much is that house worth)

Types of money:  


Barter:  1 good for another



Rare to find a satisfactory exchange:  “double coincidence of wants”


Commodity Money:  a particular item; i.e. gold, livestock



Has an intrinsic value:  value in itself



Value regulated by supply and demand


Paper Money:  valued not for intrinsic, but what it will purchase



More convienent than carrying around gold



Cannot be legally created by individuals, which makes it scarce



Overprinting leads to inflation (“Conties”, CSA, 1865)

Now fiat money:  not backed by a commodity, but faith in credit in US government


Bank Money:  checks written on funds deposited in a financial institution

Levels of Money

Transaction Money:  M1


Money actually used for transactions


Currency



Coins



Paper Currency:  “Legal tender for all debts, public and private”


Checking accounts (Demand Deposits)

Broad Money (M2):  assets, or “near money”


Savings accounts, other financial accounts such as CDs, MMAs, IRAs


Not used for transactions, but easily converted into cash


More stable than M1, useful indicator of Economic activity

Interest Rates

Interest Rates are the price of money; the interest paid per unit of time


Vary based on



Term/Maturity:  how long it will take to pay back the loan




Long-term = high interest rates



Risk



Liquidity (how easily account can be converted to cash)



Administrative costs

Nominal Interest Rate:  in terms of money

Real Interest Rate:  adjusted for inflation

Cost of holding Money:  what give up in interest for keeping money in the form of cash (the opportunity cost of cash)

Demand for Money

People need money for transactions

Times of high interest rates = times of low demand (people would rather save)

Banks and Monetary Supply

Banks are financial intermediaries:  institutions that take deposits or funds from one group of people and lend them to another group.


Commercial banks today have about 25% of the assets of financial intermediaries


Others include S&L’s, insurance companies, mutual funds, credit unions


Will focus on banks; i.e. commercial banks, b/c hold majority of M1

Bank’s balance sheet


Assets:  what owns & outstanding loans that can be called in


Liabilities:  what owes to customers’ accounts


Difference = net worth


Banks hold only a small portion of $ in vaults



Acquires no interest



Keep only enough cash on hand to do business



Send 10% to Federal Reserves



This enables Fed to control money supply

Process of Creating Deposits

Fed buys back a bond from a citizen for $1000.  That $1000 is invested in checking account


Bank sends 10% to Fed ($100)

Can loan or invest remaining $900.  Loan recipient deposits that money into their bank.  This has created an extra $900 of new money.

Of course, this process repeats, following the equation:  1000*(1+9/10+(9/10)2+…+(9/10)n) = 10,000 (1/1-%reserves)

Reaches equilibrium when full $1000 ends up as reserves (so can multiply initial amount by reserve requirement)

Multiplier:  for every additional dollar in reserves provided to the banking system, banks create an extra $10 of bank money

Runs on banks:  not enough to meet requirements, less frequent now


(Mary Poppins scene in bank)


FDIC:  Est’d 1933 covers all accounts < 100,000


Federal Reserve = ultimate lender 

Banks can have excess reserves, but try to avoid (no interest)

Chapter 10

Monetary Policy

Federal Reserve System created in 1913 for the purpose of regulating the economy

Stabilizes economy by lending money to banks when their reserves run low

Manages money supply of country

Consists of 12 regional Federal Reserve Banks (including 1 in Richmond)

Independent Government Agency:  (answers to Congress, takes advice from President)

Chair = appointee/approval position

Not subject to partisan influence

What the Fed Does


Open Market Operations:  buying/selling bonds



Most important tool of Fed



Can raise/lower bank reserves



Ex:  Fed predicts inflation




Sells bonds on a supply-demand basis




Bonds sold, paid for w/ checks to Fed, which reduces bank’s assets




Drained assets go to reserve




Multiplier:  x10 contraction in money supply prevents inflation


Discount-rate policy:  set interest rates at which member banks borrow from Fed


Determine Reserve Requirements



Set high to enable the Fed better control of money supply



Changing the requirements leads to quick, severe changes




Raise requirements = “tight money”:  more $ at Fed




Lower reqs. = more money = easier credit, low interest rates



Used cautiously b/c results in massive changes in GDP b/c of multiplier

Banking reforms 1980 & 1982 deregulated interest rates on savings accounts; Fed now influences interest rates indirectly through its monetary policy (leads to supply-demand effect on interest rates)

Deposits by outside (international) sources have same multiplier effect


Sterilization:  Fed offsets international movements

Other Jobs of Fed

Manage exchange markets (buys/sells different currencies in foreign exchange markets)

Coordinating international finances (national debts to US)

Regulating banks and insuring deposits

Effects of Money on Output and Prices


Reduces bank reserves by selling bonds


Each dollar reduction has a 10-fold affect, reduces money supply

Drop in money supply will tend to raise interest rates and tighten credit (supply and demand, supply drops, price rises)

Interest spending (investment) falls reducing Aggregate Demand

This will reduce income, output, thus inflation

Supply and Demand of Money, see figure 10-5


Determines interest rates (price)


At high interest rates, people invest in high-return assets and take fewer loans


If interest rates < inflation, investing loses money

Rates are determined by money markets, where short-term funds are lent/borrowed



Low supply (tight $) ( high interest rates


Rates affected by public demand for money/Fed’s monetary policy


Graphs 10.5 -  10.6

Trade:  opens up another link in monetary transmission mechanism

Trade impact reinforces domestic economic impact, but extremely complex to predict

Exchange rates:  enables people in one country to buy goods from another

Foreign exchange market:  people demand foreign currencies when they purchase foreign goods, so exchange rates are largely determined by foreign exports and prices.

Ex:  cost of Japanese cars drops, Americans buy more Toyotas, which ( higher demand for Yen in America.  The dollar depreciates in relationship to the Yen.

Increase in AD produced by increase in supply of $ ( rightward shift in AD which raises equilibrium GDP

Monetary expansion depresses market interest rates, which stimulates interest-sensitive spending such as investment and exporting

Chapter 13

Ensuring Price Stability

Inflation:  rise in general level of prices

Rate of inflation:  rate of change of general price level


Rate of inflation (year t) =



Price level (year t) – Price level(year t-1)  * 100




Price level (year t-1)

Consumer Price Index:  cost of a fixed selection of goods bought by typical consumer.  

Measures inflation


No highly volatile goods like energy


Things like food, clothing, shelter, medicine, college tuition, atj.



Each item weighted in price according to its economic importance



Base year:  year to which prices will be adjusted for inflation (ex. 1995)

Figure 13.3, pg. 254

Galloping inflation:  double, even triple digit inflation


Latin America in 70s and 80s (Brazil had 700% inflation)

Hyperinflation:  prices raising in millions/year


CSA 1865


Germany, 1922 – 1923:  10 trillion% inflation

Problems of inflation:  redistributes wealth from creditors to debtors, helping borrowers and hurting lenders. (Payments are worth less in real money)


Bracket creep


 Government pensions are now matched to inflation, so really poor no longer hurt


Inflation hurts efficiency, however, b/c it disrupts price signals.  

Fed takes great pains to prevent changes in inflation rates, arguing for price stability

What causes inflation?


Inertial inflation:  expected and built into contracts



Most prices/wages have a very strong inertia b/c looking ahead 


Demand-pull:  aggregate demand rises more rapidly than productive possibility



Pulls up prices to new equilibrium

Demand dollars competing for limited supplies of commodities (shortages) ( bidding wars

Another ex:  government prints too much money


Cost-push inflation:  rising costs during periods of high unemployment 



Workers demand more money, prices raise in response


Stagflation caused by higher costs w/ no change in output

Phillips Curve:  demonstrates tradeoff between inflation and unemployment


Wages rise in periods of low unemployment


Rate of inflation = Rate of wage growth – rate of productivity growth


In long run, with changes in AS and AD, more difficult to correlate

According to natural rate theory (minimum level of unemployment), Phillips Curve is a vertical line drawn at natural unemployment rate in long run

Can we fight unemployment?


Natural unemployment not optimal rate (optimal would maximize net economic welfare); natural likely to be higher than optimal


How improve?  These are just some possibilities proposed by politicians:  

Improve labor market services (employment agencies such as Interim that match up vacancies w/ unemployed workers)

More government training programs:  more skills for workers

Remove government safety nets to encourage workers to find jobs (welfare, unemployment insurance reforms or cuts)

Indexing:  adjust costs of living to match inflation so that it doesn’t hurt people (learn to live w/ inflation)


Indexing can work like a multiplier, however, enhancing inflation

Wage based (incomes) policies


Peacetime wage-price controls:  tend to be ineffective in long run


Voluntary wage-price guidelines:  ineffective vs. demand-pull inflation


Market strategies such as minimum wage laws, antitrust, some success

Tax-based incomes policies (TIPs):  taxing rapidly rising wages and giving $ to slower risers.  

