Unit 4:Guiding the Macroeconomy

Macroeconomic Policy: Objectives and Tools

The sources highlight that macroeconomic policies aim to address the major challenges facing an
economy, such as:

e Achieving Potential Output: Policies strive to help the economy operate at or near its
full capacity, producing the maximum sustainable level of output.

e Promoting Economic Growth: Policies seek to fo inable increases
in real GDP per capital, raising living standards ovegti

e Maintaining Full Employment: A key goal is to a
unemployment, where most individuals seekmg work

o Ensuring Price Stability: Policies aim to kecp’inflati
purchasing power of money and fostering a predic
businesses and consumers.

e Promoting a Fair Distribution of Income
some policies aim to reduce income inequ
of the benefits of economic growth.

e Maintaining a Healthy Balance of Pa : Thi anaging a country's
international trade and financial fl i deficits or surpluses.

ent spending and tax policies to influence
ountry's legislature and executive branch.

is includes spending on goods and services (such as
lefence), as well as transfer payments (such as social

Expansionary vs. Contractionary Fiscal Policy:

o Expansionary fiscal policy aims to stimulate economic activity, typically during a
recession or period of slow growth. It involves increasing government spending, cutting
taxes, or both. This is intended to boost aggregate demand (shifting the AD curve to the
right).



o Contractionary fiscal policy aims to slow down the economy, often to combat inflation.
It involves reducing government spending, raising taxes, or both. This is designed to
reduce aggregate demand (shifting the AD curve to the left).

The sources emphasize that the effectiveness of fiscal policy can be influenced by factors like:

e The Size of the Multiplier Effect: The multiplier effect refers to the idea that an initial
change in government spending or taxes can have a larger ripple effect on the overall
economy.

e Crowding Out: Increased government borrowing to finance budget
potentially lead to higher interest rates, which migh i i tment spending,
partially offsetting the stimulative effects of expan

o Time Lags: It takes time for fiscal policy changes t
impact on the economy. .

Monetary Policy: Managing the Money Supply

The sources define monetary policy as actions tak
supply and credit conditions to influence economi
is set by an independent central bank to insulatgh

Tools of Monetary Policy:

nding rates for businesses and consumers.
Lowering intergsigia S ye borrowing and spending, while raising rates
has the oppos

¢ Reserve Reg

¥ capacity.
: These involve buying or selling government bonds in the
bonds injects money into the economy, while selling bonds

Expansionary vs. Contractionary Monetary Policy:
Similar to fiscal policy, monetary policy can be:
o Expansionary: This aims to stimulate the economy, typically by lowering interest rates,

reducing reserve requirements, or buying bonds. These actions increase the money supply
and make credit more accessible, encouraging borrowing and spending.



o Contractionary: This aims to slow down the economy, typically by raising interest rates,
increasing reserve requirements, or selling bonds. These actions reduce the money supply
and make credit less accessible, which can help curb inflation.

Income Policies: Influencing Wages and Prices

Income policies are government attempts to directly influence wage and price decisions. They
are generally less common than fiscal and monetary policies and are often in response to
periods of high inflation.

Types of Income Policies:

o Wage and Price Guidelines: These are voluntary req

the government to businesses and labour unions to
e Wage and Price Controls: These are mandatory li i nt on
wage and price increases. These are typical

o Floating Exchange Rates: Determined by market forces of supply and demand for the
currency.

« Fixed Exchange Rates: The government or central bank pegs the value of the currency
to another currency or a commodity (like gold).

o Managed Float Systems: A hybrid system where exchange rates are generally allowed
to float, but the central bank may intervene to moderate fluctuations.



Impact of Exchange Rate Changes:

Governments may use various tools to influence exchange
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Depreciation: When a currency depreciates, it becomes cheaper relative to other
currencies, making a country's exports more competitive and imports more expensive.
Appreciation: When a currency appreciates, it becomes more expensive relative to other
currencies, making exports less competitive and imports cheaper.

Direct Intervention in the Foreign Exchan.Mark i eir own
currency to affect its supply and demand.

Interest Rate Policy: Higher interest rates can att
demand for the currency and potentially causing it t
the opposite effect.
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