Answersto Questions. Chapter 4

When the economy is “off” tHé& curve, planned expenditure will not equal outffut.
the economy is to the “left” of th& curve,E, > Y, and there is a negative unplanned
inventory change. Firms will increase output uBgiE Y. As firms seek funds with
which to increase inventory investment, they widl bp the interest rate. Thus, the
movement will tend to be upward and to the righthé economy is to the “right” of the
IScurve, there is a positive unplanned inventoryngesand either output, the interest
rate, or both will decline.

When the economy is “off” tHeM curve, the demand for real money balances will not
equal the supply of real balances in the econofitiieleconomy is to the left of thév
curve, the amount of money demanded, given thegsiteate and income level, is less
than the money supplied. Then, individuals wilkatpt to “get rid of” the excess money;
this activity will cause bond prices to rise antkiast rates to fall. This process will
continue until interest rates fall enough to caerpeality between the demand for real
balances and the money supply. It is also posHilkleindividuals will “get rid of” their
excess money balances by spending them on goodsearides. Then, the movement
will be downward and to the right. The opposite erments will occur if the economy is
to the right of the_M curve.

The crowding-out effect comes through risingiiest rates. Thus, autonomous
expenditure sensitive to the interest rate wouldtehese. Induced expenditure responds
to changes in real output.

Some government expenditure, such as localibgriidr school building construction
and other state and local expenditure for capitprovements, is sensitive to changes in
the interest rate and could be “crowded out” ifititerest rate increases. The
government debt seemed to encourage fiscal redplitysin Congress during the 1980s
and 1990s. In early 2011, Congress and Presidestn@llebated how to reduce the
budget deficit over concerns about the size ofederal debt. These occasions indicate
when it is possible that the “normal” increase @avgrnment expenditure may be
reduced in response to the interest burden ofetleral budget. Whether one thinks this
is a likely scenario, of course, depends on oniew wf the government budgetary
process.

Along a giveriM curve the money supply is unchanged. Thus, thecitglof money
rises as income rises and falls as income falltodity behaves this way because of the
effects of the interest rate and income on the denfiar money. A higher interest rate
reduces the demand for real money balances andesdugher income to keep the



demand for money equal to the fixed money supptya lower interest rate, a smaller
income maintains equilibrium in the money market.

6. a. This situation is a point to the left of t&&andLM curves. Planned spending
exceeds income at any point to the left ofltBeurve. There is an excess supply of
money at any point to the left of th& curve. When planned spending exceeds
income, firms have negative inventory investmenthey step up production and
income rises. When there is an excess supply obm@eople attempt to turn money
into stock, bonds, and other income generatingsasBbhese actions drive up the
prices of those assets and drive down the inteagsst

b. This situation is a point to the right of ttf&curve and to the left of tHeM curve.
Unintended inventory investment is positive at point to the right of théS curve.
The real demand for money is less than the sugdptyomey at any point to the left of
theLM curve. When unintended inventory investment istpes firms cut output
and income falls. When the demand for money istless the supply of money,
people attempt to turn money into stock, bonds,ahdr income generating assets.
These actions drive up the prices of those asgaédtsi@ve down the interest rate.

c. This situation is a point to the left of tif&curve and to the right of theM curve.
Unintended inventory investment is negative at aoint to the left of théScurve.
This causes firms to step up production and incoses. There is an excess demand
for money at any point to the right of th® curve. People attempt to turn stock,
bonds, and other income generating assets intoyndhese actions drive down the
prices of those assets and drive up the intertsst ra

d. This situation is a point to the right of tf&and the_LM curves. Planned spending is
less than income at any point to the right ofl®eurve and firms have positive
guantities of unwanted inventories. Therefore, thatyproduction and income falls.
The real demand for money exceeds the supply oegnahany point to the right of
theLM curve. People attempt to turn stock, bonds, ahdrahcome generating
assets into money. These actions drive down tleegpnf those assets and drive up
the interest rate.

7. The Fed's low federal funds rate from 2002@64£2fueled the development of the
housing bubble as: (a) households found it eafipance the purchase of houses and
condos not only as residences but in additionpasidative investments; (b) made it
easy for lenders to borrow short-term at low inéerates and issue long-term mortgages
at higher interest rates; (c) spawned the develapofehe sub-prime mortgage market
where too often little attention was paid to thdigtof borrowers to repay loans; and (d)
caused many homeowners to refinance their homts) wiith increases in the amount
borrowed.



When the Fed raised interest rates between 2002@06, lenders found mortgage loans
less profitable and raised interest rates abové suigprime borrowers could afford. As

a result, the climb in housing prices first slowadd then was reversed. As housing
prices fell, many homeowners could no longer aftbedr mortgages, leading to defaults
on loans. Those defaults resulted in banks takimgeoship of homes that they then
attempted to sell. The attempt by banks to selfdheclosed homes added to the supply
of houses on the market, which only contributethtoslide of house prices.

a. Shift (for a givelY, (M¥P) = (M/P)? at a lowerr).
b. Rotate (the horizontal intercept is unchanged).

Shift and rotate (both horizontal intercept alappe change).

o o

No effect on position or slope b curve.

e. Causes movement alobiyl curve, but does not affect its position or slope.

f. Since the prices of goods and services and relramounts in checking accounts
were adjusted in proportion to the amount a unéaxth currency could be converted
into the Euro, there would be no change in eitherréal demand for money or the
real money supply. Therefore, there would be neghghift or nor a rotation of the
LM curve.

g. The switch from using checks to using debit saodbuy goods and services has no
effect on the real demand for money. The switcmfahecks to debit cards merely
affects how people access the funds they haveeiokiig accounts when they buy
goods and services. Therefore, there would be eredtishift or nor a rotation of the
LM curve.

h. The switch from using checks to credit cardisup goods and services has two

effects on the real demand for money. First, thikcbweduces the real demand for

money at each combination of real income and ttezest rate. That causes thd

curve to shift to the right since it will take agher level of real income to equate the

real demand for and real supply of money, givenrterest rate. Second, the switch
reduces how much the real demand for money incsessesal income rises, given
the interest rate. That causes Ithé curve to rotate and become flatter because if the

demand for money increases by a smaller amount wdemncome rises, it takes a

smaller increase in the interest rate to restoudibgum in the money market.

If government spending becomes negatively gea$p changes in the interest rate, then
autonomous spending declines by a larger amournipgiven change in the interest
rate. Therefore, thkS curve becomes flatter and, other things being legag given

fiscal expansion results in smaller increases tpuiland the interest rate. However,
because the fiscal expansion causes a smalleas&the interest rate, it also means that
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less autonomous consumption and planned investserawded out by the fiscal
expansion.

Likewise, if autonomous taxes become positivelysitive to changes in the interest rate,
then disposable income declines when the inteagstrises. That means that
autonomous spending becomes more sensitive totibrest rate. Therefore, thecurve
becomes flatter and, other things being equal garen fiscal expansion results in
smaller increases in output and the interest Hdever, because the fiscal expansion
causes a smaller increase the interest ratepinadsns that less autonomous
consumption and planned investment is crowded pthé fiscal expansion.

If private sector spending is highly sensitiv& change in the interest rate, thenl e
curve is relatively flat. The main effect of a id@xpansion will be a higher interest rate
that reduces private sector spending almost as iemitihe fiscal expansion increases
autonomous spending. As a result, the fiscal expamauses very little increase in
output. In the case of a fiscal contraction, tHeafof the lower interest rate on private
sector spending almost offsets the effect of theaficontraction. As a result, fiscal
policy is unable to have much of an impact on outpu

On the other hand, monetary policy is quite clgabchanging output if private sector
spending is highly sensitive to a change in therast rate. A policy of tight money will
result in a sharp contraction of private sectongp®y as the interest rate rises. Easy

money will provide a large stimulus to private secpending as the interest rate falls.

If the demand for money is highly insensitigeatchange in the interest rate, then as
fiscal policy changes income and therefore the aehfiar money, it will take a large
change in the interest rate to restore equilibrimtine money market. This results in a
change in private sector spending that offsets wiatste expansion or contraction of
output caused by fiscal policy.

On the other hand, monetary policy is very poulesthen the demand for money is
highly insensitive to a change in the interest.rAtgy excess supply or demand for
money that is created by a change in monetaryyuoiigst be absorbed by the way in
which income affects the demand for money. Thiddda a relatively large change in

the interest rate and results in relatively larggéases in autonomous spending and real
output.

An increase in autonomous taxes shiftd 8murve to the left. To maintain equilibrium
in the commodity and money markets, both equilinrincome and the interest rate fall.
Consumption falls as a decline in induced consuwnpiominates any boost the lower
interest rate gives autonomous consumption. Plamvedtment rises because of the
lower interest rate.
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Smaller demand shocks mean that the shiftaheftright of théScurve become smaller,
and for a giverlLM curve, there is less variation in both real incand the interest rate.
Therefore, if the “Great Moderation” was due to Bemademand shocks, then the decline
in the variation of real GDP was accompanied bgaehse in the variation of the
interest rate as well.

On the other hand, if the “Great Moderation” wag to a better response by monetary
policymakers to the same demand shocks as preyjdbeh that means that they were
responding more rapidly by (a) reducing the reaheyosupply when a shock adds to
demand and (b) increasing the real money supplyhahghock reduces demand. In
terms of thd SLM model, theLM curve shifts left when thkS curve shifts right and the
LM curve shifts right when thé& curve shifts left. Therefore, if the “Great Modioa”

was due to a better response by monetary policyraakdhe same demand shocks as
previously, then the decline in the variation @lr&éDP was accompanied by an increase
in the variation of the interest rate.

If the Fed is not worried about inflation bsitioncerned that unemployment is too high,
it is likely to take actions to ensure that the ¢ak has its maximum impact on output.
The Fed is likely to increase the money supplyrevent any rise in the interest rate that
would otherwise result from the tax cut. The Fext8ons are likely to resemble those
shown in the top right frame of Figure 4-10.

If only the Fed is able to take action, theniit have to reduce the money supply and
raise interest rates in order to reduce actual@&d? relative to natural real GDP. If,
however, monetary and fiscal policymakers are tibbgree on a “tight money, tight
fiscal policy” mix, then it is possible to reduasal GDP relative to natural real GDP
without any increase in the interest rate. Thehittimoney, tight fiscal policy” mix
would have less of an impact on interest-rate sgagrivate sector spending than a
monetary policy that relied solely on higher intneates to reduce inflationary
pressures.

The effect of the personal tax cut is to inseeeonsumption expenditures, which results
in an increase in autonomous planned spendingtemdfore equilibrium income at each
interest rate. The effect of the tax cut is showapgically as a shift right of thH& curve.
Since the Fed wants to maintain real GDP at iteectiievel, it needs to reduce the real
money supply. The reduction in the money supplsemthe interest rate. The higher
interest rate reduces planned investment experdittiherefore, since real GDP is left
unchanged as a result of the combination of expaasy fiscal policy and tight money,
a larger percentage of real GDP is made up of copsan expenditures and a smaller
percentage of output is made up of planned invedtegenditures. The reduction is
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planned investment expenditures will leave futueaagations with less capital resources,
which would reduce future economic growth.

The argument is incorrect. High levels of cansuand business confidence shift both
the A, demand schedule and ti&curve to the right. As a result, equilibrium oczur

the commaodity and money markets at a higher leliglomme and a higher interest rate.
However, it does not follow from this that raisithge interest rate during a recession
would increase either consumer and business catféder incomeCeteris paribus, a

monetary policy that raised the interest rate weahiidt theLM curve to the left and
reduce income.

When the interest rate reaches the lower zsuaody any additional increase in the real
money supply by the Fed can have no impact omtieedist rate. Therefore when the
zero lower bound for the interest rate is reachmahetary policy cannot be used on its
own to increase real GDP. However, when the zemeldound is reached, a
combination of expansionary fiscal policy and eamyney policy can be used to
increase output without any increase in the intaege. Specifically, the Fed can buy up
the debt issued by the government to finance tharmsionary fiscal policy.

The arguments presented against this mix oflfesed monetary policy are that it will
impose a burden on future generations because afitdrest payments that result from
an increase in the national debt and that it véliriflationary. However, if the Fed buys
the securities issued by the government to findneexpansionary fiscal policy, then
there will be no additional interest to be paidfiiyre generations. As for inflation
worries, the expansionary policies adopted by thghBadministration failed to increase
“core inflation” (inflation less the effect of foaahd energy prices) between 2001 and
2007, and with unemployment as high as it was 0201, the mix would not likely
add to inflation if it were to be used to expandpoitt



