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LCombining policy

Fiscal and monetary policy together

Both tools move aggregate demand = ZE3K.

The monetary chain runs: To fight a deep recession, cut
— both push AD right, so the
MSt=il= 1= AD — effects add up.
Two goals of stabilization policy 72 EE %: Combined policy closes a gap faster than

full employment 745l and price stability. cither tool alone.
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L Phillips curve

The Phillips curve

inflation LRPC
rate 4} The short-run Phillips

curve 77 HiFEFIEHr h 2% slopes down: a

short-run trade-off #7{%Hl< between

inflation and unemployment.

The long-run Phillips
curve KHAFEFIEHT B4 is verti-
SRPC cal at the natural rate — no lasting
S trade-off. It mirrors LRAS.

unemployment rate

natural rate
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L Phillips curve

What shifts the Phillips curve

expected 7w 1

SRPC,

SRPC;y

The SRPC shifts when either changes:

m higher inflationary
expectations iF H5 AT ER =
SRPC shifts up

m a negative supply shock %5 h#;
= SRPC shifts right (stagflation)

Push u below natural: inflation rises, then
expectations catch up and u returns — only
inflation is left higher.
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LMoney & inflation

Money growth and inflation

The quantity theory of

money 5H#{E1t starts from an identity: Worked example
The equation of exchange M grows 10%, output Q grows 3%:

M-V=P.-Q inflation =~ 10% — 3% = 7%

V = velocity 55 Mi7iiE 1 Z. In the long run

V and @ are steady. Neutrality of money &5 H4:

in the long run more money raises
_ _ only prices, not real output.
inflation =~ NAM — %BAQ
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L Deficits & debt

Deficits vs the national debt

m Budget deficit 715 7==: a yearly
shortfall (a flow)

m National debt [EZt{5%: total of past
borrowing (a stock)

new debt = old debt + this year's deficit

Persistent deficits pile up the debt: interest
costs, future taxpayers, crowding out.

Deficits add;
the debt is the stock
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LCrowding out

Crowding out

reaI‘ Government borrowing shifts
rate S loanable-funds demand right:

deficit = r = lprivate

Crowding out #7H%7: a
higher real rate squeezes out pri-
vate investment, so the capital
Do stock #7777 & grows slower and

D, long-run growth is weaker.

loanable funds
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LCrowding out

Crowding out

interest
rate

r
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government borrowing
raises the interest rates

»

»

loanable funds
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L Growth

Economic growth

Economic growth 2571 4< = a rise in real
GDP per capita A 5[5 E 4 77 S {E over
time. Two sources:

m more & better resources (labour,
capital, human capital)

m higher productivity 4 =% — more
output per input

Growth = the PPC shifting outward
and LRAS shifting right — the same
event.

More capital and productivity raise living
standards
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L Growth

Economic growth

»

machines 1 growth

(more / better
\ resources)
O,,/ /
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-
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decline .
(war, disaster) Y,
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L Growth

Public policy for growth

Governments raise long-run growth by building resources or lifting productivity:

Capital Technolog
physical 524775 7 . Y . Institutions
. R&D 55T %, -
(roads, machines) e property rights =11,
universities,

& human cap- honest courts,

ital A\ 71387 patents -gﬂ,_ good incentives
(schools, health) more output per input

Each shifts LRAS right and the PPC outward.
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L Recap

Unit 5 — key takeaways

0 Phillips curve e Money & inflation
short-run trade-off; LRPC vertical MV = PQ; long-run money
at the natural rate growth just raises prices

o Deficits o Growth
a deficit is a flow; the debt is the from resources and productivity;

stock it builds crowding out slows it
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L Recap

Check yourself

0 Is the long-run Phillips curve sloped or ver-
tical?

M grows 8%, output 2%. Roughly what is
inflation?

Deficit or debt: which is a yearly flow?

Crowding out reduces which kind of spend-
ing?

Answers 1. vertical (at the natural rate) 2. about 6% 3. the deficit 4. private
investment
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