Clara Rodriguez
Assignment 4

1. If taxes and government spending rise by equal amounts, what will happen to the position of the IS curve?  How will this affect the AD curve?  What will happen to output, interest rate, and prices?  Use goods market model, IS-LM model and AS-AD model to explain and illustrate your 
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The initial equilibrium point is at point     A rise in taxes does not affect aggregate output directly, but does lower the amount of income available for consumption.  A decrease in aggregate income decreases consumption and shifts the aggregate demand downward toand the green point on the figure below.  If an equal amount of money is spent by the government the effects is a shift in aggregate output to. The final equilibrium point for this analysis will be located at point  and the red point on the figure below. In the end, n equal amount of government spending and increase in taxes will increase aggregate output.
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2. If a series of defaults in the bond market make it riskier and as a result the demand for money rises, predict what will happen to interest rates and aggregate output.

If there is a series of defaults in the bond market, and bonds are converted to money, increasing the demand for money, the interest rate will rise unless the money supply is increased.  Aggregate output will decrease in the short and long run.  Bond defaults would affect future investment through the expectations theory and therefore impact the short and long run interest rates and aggregate output.

3. Explain the traditional interest rate channel for expansionary monetary policy.

The traditional interest rate channel for expansionary monetary policy has the following effects when an expansion effort is taken.  The interest rate will decrease, which lowers the cost of capital and increases investment (I).  This increase in investment will lead to an overall increase in output.  There is a cross application of the variable I, in which the household consumption of durable goods can be substituted for planned investment spending in the commercial sector and examined. 

The effects of the traditional interest rate channel apply in the short and long terms.  The sticky prices phenomenon states that, the fact that aggregate price levels adjust over time, suggests that the expansionary policy lowers the real and nominal interest rate.  This also can be calculated into the expectations hypothesis which states that the long term interest rate is the average of the sum of short term interest rates.  Therefore lower real interest rates will lead to an increase in fixed investment, inventory investment, residential housing investment, and consumer durable expenditure, all of which will increase aggregate output.

Some economists suggest this is strong evidence suggesting interest rates are directly correlated to consumer and investment spending.  Other economists, including Ben Bernanke, have opposite opinions and believe empirical evidence does not support strong affects of interest rates operating through the cost of capital.  They see the failure of the traditional mechanism as having laid groundwork for innovation of other transmission mechanisms.  
4. Discuss how expansionary monetary policy affects aggregate demand through the credit                   channels.
  
Bank lending channel- banks play the role of providing access to credit.  When expansionary monetary policy occurs banks reserves are increased and in turn bank deposits are increased.  Many individuals rely on bank financing to fund investments for their business and an increase in the amount of available funds for loaning will increase the amount of borrowers who will be attractive to the bank.
Expansionary monetary policy → bank deposit increase → bank loans increase → Increased investment → Increased demand

Balance Sheet channel- Expansionary monetary policy increases stock prices raising net worth, decreases adverse selection, decreases moral hazard, increases lending, increases investment, and increase demand

Cash Flow Channel- the cash flow equals cash receipt minus cash expenditures.  Expansionary monetary policy will decrease nominal interest rates → increases cash flow → less adverse selection → increased investment → increased demand

Household liquidity effects- expansionary monetary policy will increase the stock prices → increases the value of financial assets → decreased likelihood of financial distress → durable goods more attractive → increased demand

Unanticipated price level channel- expansionary policy → unanticipated price level increase → real net worth rises because real debt burden decreases → less adverse selection and moral hazard → lending increase → investment increase → increased demand





5. How can the Fed's desire to prevent high interest rates lead to inflation?
 (
= 
If the money supply
 curve intersects the natural output level at a high interest rate, without a shift in the natural output level any shift in money supply will lead to an excess supply of money and the market will seek to adjust.
= 
An increase in the money supply will shift the LM curve outwards. 
 If the Fed increases the money supply past the natural rate of output, the price level rises, the real money supply falls, and the LM curve shifts back to 
. The amount of time that it takes to shift back to the original equilibrium is the basis of determining how effective the monetary policy.
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6. Why are activist policies to eliminate unemployment more likely to lead to inflation than
non-activist policies?

Activist policies to eliminate unemployment are more likely to lead to inflation than non-activist policies.  Non-activist policy relies on the long-term reversion to equilibrium and takes the do nothing approach.  Activist policies would facilitate an outward shift of the aggregate demand curve through increasing the money supply, increasing government spending, and or decreasing taxes.  All of these efforts have a lag time in taking affect, however in the long term the equilibrium is shifted to point 2, rather than reverting to the original equilibrium of point one. 
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 = activist policy long-run equilibrium
= Short run activist policy equilibrium
 = 
starting point of analysis, aggregate output lower than natural level, high unemployment
 = Non-activist long-run equilibrium
, original equilibrium
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The Phillips curve theory indicates that changes in inflation are influenced by the state of the economy relative to its productive capacity.


7. Explain how interest rate is determined based on Taylor rule. Explain what "leaning against
the wind" policy means.

The Taylor Rule states that the federal funds rate should be set equal to the inflation rate plus an equilibrium real fed funds rate plus the weighted average of the two gaps: an inflation gap (current- target) and an output gap, the percentage deviation of real GDP from an estimate of its potential full employment level.
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