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Econ 310

Lecture 19: Tools of the Central Bank II
I. Basic Impact of the Fed 
a. We’ve briefly been discussing how the Fed impacts the economy. In general, its expansionary monetary policy causes the interest rate to fall, encouraging new investment, and thus GDP increases. Using the abbreviation from lecture 11, we’ll find that:

M↑ ► ir↓ ► I↑ ► Y↑ 
b. The logic behind why the real interest rate would fall is due to the fact that prices are sticky—there’s a lag for how long it takes for prices to change to reflect a change in the money supply. As I’ve mentioned earlier, countries take advantage of this fact (knowingly or unknowingly) by printing lots of money to expand the economy.

c. Just as a decrease in the interest rate encourages investment, it also encourages the consumption of durables—goods that are used for a long time and thus often “big ticket items.” Houses, cars, college, appliances are usually accompanied by a loan. 
M↑ ► ir↓ ► C↑ ► Y↑ 

d. Just as expansionary monetary policy encourages investment, it also encourages consumption.
II. Tobin’s q
a. Recall that Tobin’s q helps us understand how firms determine to buy new capital (I) or purchase a failing firm and sell off its used capital. Once again, expansionary monetary policy appears.

M↑ ► Ps↑ ► q↑ ► I↑ ► Y↑ 

b. Note that I increases through two different pathways: it has become relatively cheaper to buy new capital (ir↓) and relatively more expensive to buy old capital (Ps↑).
III. International finance
a. A country’s exchange rate (E), or foreign currency/domestic currency, can rise or fall based on foreign investment. If more investors wish to invest in a country, the currency gains value (E↓); if fewer wish to invest in dollar-denominated assets, the currency loses value (E↑). As the interest rate falls fewer are willing to invest in those assets.

M↑ ► ir↓ ► E↓ ► NX↑ ► Y↑

b. As the interest rate falls, fewer are willing to invest and the dollar (or whatever the domestic currency is) looses value, making it cheaper to export.

IV. Wealth
a. Wealth can increase not just from durable goods but from another source: stock prices.

M↑ ► Ps↑ ► W↑ ► C↑ ► Y↑

V. TANSTAAFL
a. This is just a sampling of all of the ways expansionary monetary policy can increase GDP.
b. Was Heinlein wrong?
� When the money supply increases really fast, this lag tends to disappear. When money supply increases slowly, the lag might occur for months or even years, thanks, in part, to money illusion.





