The Influence of Fiscal Policy on Aggregate Demand

ARSC 1432 Macroeconomics Co-Seminar 

 SPRING 2009

Fiscal Policy = Policy done by the Government with the intention of changing Aggregate Demand

GOAL OF FISCAL POLICY: GET THE ECONOMY OUT OF A RECESSION, SLOW DOWN GDP GROWTH IF GROWING TOO FAST, STABILIZE THE ECONOMY

HOW??

Tools: The Government has the power to change these two variables to change Aggregate Demand: 

1. Government expenditures (G) and 

2. Taxes (T)

Remember: 
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1. Government expenditures (G): The government can increase spending to stimulate the economy (or decrease spending to slow down the economy).  This will have two effects:


a. multiplier effect = each dollar spent by the government will increase AD




           by more than a dollar


Formulas: 
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Marginal propensity to consume (MPC) = the fraction of extra income that a household consumes rather than saves. Example: Suppose MPC=0.75. This means that for every extra dollar that a household earns, the household spends $0.75 (75% of that dollar) and saves the rest, $0.25.


b. crowding out effect = the increase in government spending will cause an 





   increase in MD. This will cause the interest rate to 





   increase.  This will cause I to fall, and AD to fall.   

2. Taxes (T): The government can decrease taxes to stimulate the economy (or increase taxes to slow down the economy). This will have two effects:


a. Tax multiplier effect: A tax cut will put money in the hands of the consumers.  They will spend according to the MPC.  C will increase and AD will increase.

 Formulas: 
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Note the negative sign of the tax multiplier. That means that a tax cut (a decrease in taxes) increases AD, i.e., they move in opposite directions.


b. crowding out effect = the increase in consumer spending will cause an





   increase in MD. See crowding out from above. 

Note: Fiscal policy has short and long run effects.
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