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FOREWORD 

 

Macroeconomics 

Understanding macroeconomics (which is a field or branch of economics that studies the 
behaviour and economic performance of the economy as a whole) has become a necessity or a 
compelling imperative for professionals, students and investors across the globe, due to  
rapid/bewildering changes in the economic environment (in developed and/or developing 
economies and the global economy), rising economic instability (in the post-global financial 
crisis world) and growing influence of economic factors on business conditions/environment, 
corporate growth strategies and earnings and financial, investment, marketing, sales, strategic, 
economic, savings and consumption related decision-making.  

Unfortunately, macroeconomics is often considered a difficult, theoretical, highly 
technical/mathematical or complex subject by many professionals, students and investors. 
Consequently, despite their best endeavours, many in the aforesaid audience often find 
themselves ‘overwhelmed’ and not being able to ‘make sense’ of or adequately comprehend the 
rapidly changing economic environment and economic factors driving such change. Further, 
they are often unable to clearly grasp or better understand what economists, policy makers and 
media have to say on substantive ‘real world’ economic issues such as GDP growth, inflation, 
unemployment, interest rates, exchange rates, recession etc. Moreover, many who have some 
background of macroeconomics find it difficult to relate this field of economics to ‘real world’ 
economic developments or comprehend such developments, due to having acquired knowledge 
of macroeconomics which is probably too theoretical, abstract or voluminous.     

To facilitate or make easier the understanding of macroeconomics, so that one can start to 
‘make sense’ of the rapidly changing economic environment and comprehend ‘real world’ 
economic developments, we have designed this short online (180 hours) course – 
‘Macroeconomics for Professionals, Students and Investors – A Non-Technical Approach.’ 
This course does not require an understanding of mathematics. The endeavour has been to 
provide knowledge of macroeconomics that is more practical or useful, rather than voluminous 
and unnecessarily theoretical, so that one can relate such knowledge to ‘real world’ economic 
developments/trends and most importantly use it to start comprehending or performing 
intelligent analysis of the economic environment and rapid changes in the same. 

The distinguishing feature or aspect of this course is that it focuses primarily on economic 
issues related to the short run, rather than on long run economic growth and development. This is 
because professionals, students and investors and firms across the globe are usually most 
affected or impacted by rapid changes in the economic environment, short-run fluctuations in 
economic activity in their respective economies and the global economy, day-to-day economic 
developments and rising economic instability (which is being reflected in more volatile growth 
rates, inflation rates, exchange rates and interest rates in the short run).   

Every attempt has been made to give just enough or sufficient knowledge of macroeconomics 
required to better understand the rapidly changing economic environment and ‘real world’ 
economic developments,’ rather than give unnecessary material that can make learning very 
cumbersome and leaves one none the wiser. We at ‘Macroeconomics School’ do sincerely hope 
that going through this course is an enriching experience for you. 
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Gross Domestic Product 

We wish to focus and draw your attention in this module to the key macroeconomic variable or 
indicator - known as Gross Domestic Product (GDP) - which is the primary and the most 
comprehensive or broadest measure of macroeconomic performance or the state of an economy 
and represents the market value of total output (i.e. all final goods and services) produced in an 
economy during a given or specific period of time (typically a quarter or a year) i.e. GDP is  a 
comprehensive measure of the total output of final goods and services produced in an economy 
during a given or specified period of time. Further, it is usually the official measure of a 
country’s economic output. 

It might be pertinent to mention here that when we refer to GDP in this module and the entire 
course we mean real GDP i.e. GDP adjusted for inflation or what is called GDP at constant 
prices. Further, GDP is also called aggregate output (Y). Another point worth mentioning at the 
outset is that when an economy is in a recession it means that GDP has contracted (usually at 
least for two consecutive quarters) and when an economy is recovering it means that GDP has 
started to grow again. 

Essentially, GDP serves as a barometer of the state of an economy i.e. the growth rate of GDP 
informs us of the pace at which an economy is growing, slowing down or contracting and is 
also reflective of the soundness of macroeconomic management of an economy. Further, the 
growth rate of GDP signals the likely direction of overall economic activity in an economy in the 
coming quarters (i.e. in the short run).   

Economists and analysts try to gauge the macroeconomic performance or state of an economy 
(i.e. is it expanding, slowing down or contracting) by usually comparing quarter (latest)-on- 
quarter (previous) growth (%) of GDP and year-on-year growth (%) of GDP (i.e. growth (%) of 
GDP in the latest quarter when compared to the same or corresponding quarter (period) of the 
previous year). The first comparison provides us with the quarterly growth rate (%) of GDP and 
the second comparison provides us with the annual growth rate (%) of GDP.  

A sustained and high growth rate of GDP ( i.e. aggregate output – Y) along with price stability is 
what policy makers’ wish for in any economy and they mainly or usually use two 
macroeconomic policies (monetary policy and fiscal policy) to attain these key macroeconomic 
objectives. Monetary policy involves changes in money supply or interest rates by the 
central bank of a country and fiscal policy involves changes in government expenditure 
and/or taxes. Please refer to module 7 on ‘Monetary Policy’ and module 8 on ‘Fiscal Policy’ 
for more details. It might be noted that these two policies affect or influence not only GDP and 
inflation, but also interest rates, exchange rates and a host of other macroeconomic variables.     

A very important point worth mentioning here is that macroeconomic policy (i.e. monetary 
policy and fiscal policy) is primarily focused on aggregate demand management in the short run, 
as it takes time (over the long run) to enhance the productive capacity (i.e. aggregate supply side) 
of an economy, and such policy affects both GDP (i.e. aggregate output – Y) and inflation in the 
short run primarily through its influence on aggregate demand. At this stage you might not be 
able to fully grasp this point, however, when you go through module 4, 5, 7 and 8 on 
‘Aggregate Demand and Aggregate Supply,’ ‘Business Cycles,’ ‘Monetary Policy,’ and 
‘Fiscal Policy’ respectively this point should become very clear to you.  
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Having stated the above, an important reason why policy makers are keen to have a sustainable 
and high growth rate of GDP (along with price stability) is due to its beneficial effect on private 
investment, consumer confidence (which usually results in higher consumer spending on goods 
and services), employment generation and household incomes.  

For example, if an economy has been growing in a sustainable manner for at least 2-3 quarters 
due to a rise in consumer spending over the same period (2-3 quarters), firms, once sure of the 
continuation of such a positive trend, tend to undertake capital investment to cater to increasing 
consumer demand for goods and services, which results in more people being employed (due to 
higher demand for labor) and consequently higher household incomes.  

Higher household incomes tend to boost consumer confidence and spending, which in turn 
results in higher investment spending by firms (that leads to more employment and incomes) and 
consequently higher GDP growth and an economic expansion that is self-sustaining (for a while, 
until accelerating inflation or rising inflationary pressures, due to continued increase in consumer 
and investment demand, forces policy makers to slow down the economy through appropriate 
macroeconomic policy actions (mainly through ‘tight’ monetary policy) or the economy is 
buffeted or hit by a negative demand side shock (for example, a  financial crisis) or a negative 
supply side shock (for example, an unexpected surge in international oil prices) that leads to an 
economic slowdown, recession or a reversal of the self-sustaining economic expansion). 

Next, the official estimate of growth rate of GDP, which is published quarterly by most countries 
(a few countries release the official estimate of growth rate of GDP on an annual, rather than on 
a quarterly basis) is the most sought after and awaited macroeconomic statistic by policy makers, 
corporate world and financial markets, as it provides them with key information pertaining to the 
state of an economy and where it is likely to head in the near future (i.e. in the coming quarters). 
Such information is very important for policy making, macroeconomic management, 
business/commercial/financial/strategic planning and decision-making by firms and financial 
investment decision-making by investors, due to the fact that growth rate of GDP has a potent 
influence on four important variables in any economy - interest rates, inflation rates, exchange 
rates and corporate profitability – which influence overall economic activity, business 
confidence and investment activity, stock markets and bond yields.  

Let us give you a small example of how growth rate of GDP has a potent influence on the 
aforesaid four variables.  

Let us take the example of an economy that has been experiencing several quarters of strong 
growth (i.e. strong GDP growth) – accompanied by strong growth in corporate profitability - due 
to which capacity utilization across varied sectors of the economy is very high (around 85% or 
more), and the official estimate of quarterly GDP growth for the latest quarter (for which such 
data is available) also showing that the economy continues to grow very rapidly.  

Such an economic scenario is likely to lead to higher inflation and elevated inflation 
expectations in the near future (as the economy’s capacity to expand output further in the short 
run is limited). This in turn is likely to result in a rise in domestic interest rates, which tends to 
dampen private investment (and corporate profitability) and consumer spending (due to higher 
cost of borrowing for firms and households) and consequently leads to higher unemployment in 
the near future.  
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Further, a rise in domestic interest rates is likely to result in an appreciation of the domestic 
currency vis-à-vis foreign currencies (i.e. currency appreciation) that will tend to dampen 
export demand (as domestic goods will become more expensive for foreign residents). Moreover, 
a rise in domestic interest rates will lead to a fall in bond prices (as they are inversely related) 
and also adversely affect house prices and stock (share) prices.     

Due to all these reasons, the economy is likely to witness weaker growth or an economic 
slowdown (i.e. weaker or lower GDP growth) in the near future.  

Once the economy witnesses an economic slowdown or weaker economic growth, domestic 
interest rates tend to fall as inflation goes down. Further, as a result of the economic slowdown, 
corporate profitability falls further. Moreover, due to falling domestic interest rates there could 
be a significant capital outflow from the country (as foreign investors (FII’s), who seek highest 
expected returns on their investments, dump domestic financial assets to purchase foreign 
financial assets), which can result in a significant currency depreciation (i.e. significant 
depreciation of the domestic currency vis-à-vis foreign currencies).  

Having given this example, let us return back to currency appreciation, as we need to 
mention something important:  

When domestic interest rates rise, due to higher inflation and inflation expectations, domestic 
financial assets tend to become more attractive to foreign investors when compared to foreign 
financial assets (as a result of a rise in domestic interest rates relative to foreign interest rates). 
Consequently, demand for domestic currency in the foreign exchange market rises (because 
foreign investors need domestic currency to purchase domestic financial assets) and the country 
experiences a capital inflow (to purchase domestic financial assets), which leads to currency 
appreciation – that tends to dampen export demand, as domestic goods become more 
expensive for foreign residents.  

Next, it’s important to note that the first official estimate of growth of quarterly GDP for a given 
quarter, for example the latest quarter, is usually released in the following month in many 
countries. Though this estimate does provide us with a valuable insight into the current 
macroeconomic performance or the state of an economy and where it might be heading in the 
coming quarters, yet it’s advisable not to always put undue weight on the same and one must also 
interpret it with care. This is because the first official estimate of growth of quarterly GDP for a 
given quarter, for example the latest quarter, is usually subject to one or two subsequent 
revisions in the following months in most economies and if these revisions are large enough or 
substantial (which they sometimes can be, particularly in those economies where official data is 
not very reliable or of high quality) then it can sometimes significantly change one’s outlook on 
the economy. This in turn would possibly require a reassessment of previous    
business/commercial/financial/strategic and investment related decisions taken soon after the 
release of the first official estimate of growth of quarterly GDP for a given quarter. 

If official estimates of growth of quarterly GDP are often subject to large or substantial revisions 
in any economy, it leads to another major problem; policy makers find it hard or more 
challenging to assess the macroeconomic performance or state of the economy and the likely 
direction of the economy in the coming quarters. This makes the task of policy formulation and 
macroeconomic management particularly difficult for policy makers.   
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What we have just stated is to emphasize that the quality of GDP data and other official statistics 
that are released in any country must be high and reliable. 

If such data is often subject to large or substantial revisions in any country, then it’s possible that 
the quality and reliability of official statistics leaves much to be desired and hence one must 
exercise tremendous caution when attempting to interpret the first official estimate of growth of 
quarterly GDP for any given quarter.  

Note: Different economies have different names for the first official estimate of GDP and its 
subsequent revisions (for example, preliminary estimate, advance estimate, revised estimate 
etc.). Do find out the terms for these estimates in your economy or any other economy that you 
wish to monitor or are interested in.   

Having stated the above, given below is an example of the GDP of a country (US economy).   

Graph: US GDP (i.e. US real GDP) - 1960-2012 (in billions of chained 2009 US$)  

US Real GDP
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Source: US Bureau of Economic Analysis 

Given above is a graphic representation (refer to the wavy pink line above) of time series data 
(1960-2012) on the US real GDP. This graph shows that in the long run aggregate output (Y) i.e. 
real GDP of the US economy has been increasing or trending upwards, reflecting an overall trend 
of economic expansion over time (i.e. in the long run). However, note that the long run trend 
of US real GDP does not follow a straight line, as is evident from the graph. This is because 
though the trend of US aggregate output (Y) is rising upwards, which indicates economic 
expansion over time, the US economy has faced alternating periods of economic expansions and 
contractions in economic activity in the short run (i.e. the US economy has faced cyclical 
fluctuations in economic activity in the short run - which are known as ‘Business Cycles’) due to 
which economic growth has not followed (and doesn’t follow) a smooth and steady path 
over decades.  
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A similar pattern of macroeconomic behavior is exhibited by other countries across the globe 
who have witnessed an overall trend of economic expansion over time (i.e. in the long run). In 
the short run, they too, like the US economy, have faced cyclical fluctuations in economic 
activity (where there are alternating periods of economic expansions and contractions in 
economic activity) and due to such fluctuations economic growth in these countries too has not 
followed a smooth and steady path over decades (and consequently the long run trend of real 
GDP of these economies though trending upwards, does not follow a straight line).    

It might be pertinent to mention here that the focus of this course is on the short run (rather 
than on the long run) where macroeconomic analysis focuses on business cycles, and 
macroeconomic policies (monetary and fiscal policies) that attempt to smoothen short run 
fluctuations in economic activity and achieve high, yet sustainable growth of GDP (along with 
price stability) in an economy.  

Long run macroeconomic analysis on the other hand focuses on economic growth (i.e. 
sustained upward trend in an economy’s aggregate output (GDP) over many decades) and 
policies relating to capital accumulation, labor supply, technological growth, savings rate, 
growth of population, labor productivity etc. that enhance economic growth in the long run (and 
also lead to higher living standards) in an economy. It might be pertinent to mention here that 
traditionally macroeconomics is divided into the ‘short run’ and the ‘long run.’ 
Having stated the above, let us now turn to the definition of GDP and varied aspects of this 
barometer of the state of an economy.   

A.1 GDP: Definition and Three Sides of GDP 

Definition: GDP measures the market value of all final goods and services produced in a country 
or an economy in a given period of time (usually a quarter or a year) i.e. GDP is an aggregate 
measure of economic activity in an economy. As stated before, when we refer to GDP in this 
module and course we mean real GDP (which is measured in constant prices or prices during a 
reference or base year) i.e. GDP adjusted for inflation.  

The purpose behind computation of real GDP is to isolate changes in output from changes in the 
price level, so that we know how much or how rapidly an economy has been growing as a result 
of an increase in the volume of output only – which is what really matters. So the growth rate 
of real GDP reveals changes in total output after adjusting for inflation. 

On the other hand, nominal GDP, which is measured in current market prices, is not adjusted for 
inflation or price rises (i.e. it does not isolate changes in output from changes in the price level), 
so GDP will tend to appear higher than it actually is if we use this measure of GDP (i.e. nominal 
GDP). 

Estimation of GDP 

Having stated the definition of GDP, it’s important to know that GDP is estimated in three 
ways or has three sides - GDP (Expenditure), GDP (Income) and GDP (Output) - which 
should ideally sum up to the same amount (where expenditure=income=output sides), but in 
practice or reality they don’t due to various reasons and the difference is a statistical discrepancy.  
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It might be noted at the outset that the focus of this course is on GDP - Expenditure side. 
Therefore, we have explained the same in a fairly elaborate manner below, when compared to 
GDP – Income and GDP – Output sides which we have mentioned only very briefly.  

1. GDP -Expenditure side    

GDP -Expenditure side measures total final expenditure (i.e. the total of consumer spending 
(C), private investment (I), government expenditure (G) and net exports (X-M) i.e. exports (X) – 
imports (M)) incurred on the total or aggregate output (Y) produced in an economy during a 
given period of time (usually a quarter or a year) and represents the aggregate demand side of 
the economy – where aggregate demand is equal to the sum of C, I, G and (X-M). 

(Note: C, I, G and (X-M) are the four components of aggregate demand).   

GDP – Expenditure side can be written in the form of an equation: 
Y= C + I + G + (X – M) 

Constituents of GDP - Expenditure side (i.e. components of aggregate demand)  

GDP - Expenditure side represents the aggregate demand side of the economy and the four 
components of aggregate demand are:  

Consumer Spending (C) essentially means household consumption spending on durable and 
non-durable goods and services. It’s typically or usually the dominant or largest component of 
aggregate demand and has a substantial effect on aggregate output of an economy. For example, 
consumer spending accounts for approximately 70% and 60% of aggregate demand or 
expenditure on aggregate output (Y) in the US and UK respectively. 

An important point worth mentioning here is that trends in consumer spending in the US have 
important implications for global economic growth. This is because the US economy is a very 
large importer of goods from other countries and if there is a sharp slowdown in consumer 
spending in the US, it has a substantial downside effect on demand for goods produced by other 
economies (i.e. demand for their exports), which in turn adversely affects overall economic 
activity, growth and the labour market in these economies.                

Private Investment (I) refers to gross private domestic investment and includes business fixed 
investment, residential investment and inventory investment by firms. Private investment adds 
not only to aggregate demand but also to the productive capacity of an economy. Though the 
share of private investment (I) in aggregate demand or expenditure is typically or usually much 
smaller than consumer spending in most economies, however, it is the most volatile and unstable 
component of aggregate demand in the short run and varies considerably over the business cycle. 
Further, private investment (I) tends to be more volatile than the GDP over the business cycle. 
Moreover, private investment (I) tends to grow more rapidly than GDP during economic 
expansions and fall by more than GDP during economic downturns. 

Government Expenditure (G) includes government final consumption expenditures plus 
government investment expenditure (i.e. gross capital formation expenditure by the government) 
and is another major component of aggregate demand. 
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Examples of government final consumption expenditures are expenditure on services such as 
defense, law and order, education, public health etc. wages and salaries of government 
employees and purchases of goods and services, in order to provide services to the people. Such 
spending affects the economy right away.   

Examples of government investment expenditures are construction of new roads, bridges, 
airports and other forms of infrastructure spending. Such spending promotes future growth.  

If an economy needs a short run demand stimulus, in order to kick start economic recovery or 
boost growth, then the government can either enhance its final consumption expenditures or 
investment expenditures or even use a combination of these two types of expenditures.    

Net Exports (X-M) is simply the value of exports (X) of goods and services minus the value of 
imports (M) of goods and services (Note: Net exports is also known as ‘Trade Balance’). 
Exports(X) arise when residents of other countries (i.e. foreign residents) spend on the output of 
the domestic economy. Such spending adds to the demand for domestically produced output. At 
the same time, domestic residents spend on the output of other countries, which is termed as 
imports. Such spending by domestic residents on imports has to be subtracted from exports to 
arrive at the figure for net exports (X-M). 

If net exports are continually negative for a long number of years it usually reflects a high level 
of imports and that the country is not exporting enough to pay for its imports, which can have 
serious repercussions for domestic macroeconomic stability and inflation and exchange rate 
stability.    

A point worth mentioning is that in the case of imports, domestic spending is incurred on 
foreign output, rather than domestic output. This goes to reduce domestic expenditure on output 
produced within the borders of the country and has downside implications for domestic output, 
income and employment growth. 

Having briefly mentioned about the four components of aggregate demand (i.e. the four 
constituents of the Expenditure side of GDP), it’s important to note that while an increase in 
aggregate demand generally leads to more output and employment in an economy, however, if 
aggregate demand rises too fast relative to the aggregate supply or the productive capacity of an 
economy, the result will be sharply rising or accelerating inflation, rather than an increase in 
aggregate output (and employment). Therefore, policy makers desire that growth in aggregate 
demand should be high, yet sustainable. To fully grasp the concepts of aggregate demand and 
aggregate supply, please refer to module 4 - ‘Aggregate Demand and Aggregate Supply.’  

Having stated the above, provided below is a hypothetical example of the break up of    
GDP - Expenditure side of an economy for a particular quarter (for example, the fourth 
quarter of 2013) in billions of US$. 

Fourth Quarter 
2013 

Billions of US$ 
(Level Value) 

Share of GDP (%) 

GDP 10,000 100 
C   6,500  65 

I   1,700  17 
G   1,500  15 

(X-M)      300   3 
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From this table you can gather that consumer spending (C), private investment (I), government 
expenditure (G) and net exports (X-M) accounted for 65%, 17%, 15% and 3% of GDP 
respectively in the fourth quarter of 2013 in a particular economy. We have provided you with 
this example just to enhance your understanding of the four constituents of GDP - Expenditure 
side (i.e. the four components of aggregate demand).       

An important point worth noting here is that net exports (X-M) can either be positive or 
negative. When exports exceed imports, net exports are positive and when exports are lower than 
imports, net exports are negative. An increase in a country’s exports increases aggregate or total 
final expenditure on domestically produced output. On the other hand, when domestic residents 
import goods from other countries, rather than purchasing the same from domestic suppliers, 
they are spending money or incurring expenditure on foreign output rather than domestic output, 
which reduces the aggregate or total final expenditure on domestically produced output.     

2. GDP - Income side 

GDP - Income side measures the sum of total factor incomes (wages, salaries, interest rent, 
profits etc.) earned by individuals and corporations in the production of total or aggregate output 
in an economy during a given period of time (usually a quarter or a year). These incomes are 
returns to labor and the capital employed for production of output in an economy.  

A very important point to note with reference to the share of factor incomes among labor and 
capital is that, on the average, typically about two thirds of such incomes (gross) go to labor and 
the rest to capital. Since a very large percentage (%) of factor incomes usually go to labor, the 
state of the labor market has important implications for the pace of growth of an economy.     

GDP - Income side is used to calculate the per capita income of a country. 

3. GDP - Output side   

GDP - Output side measures the total or aggregate output produced by each sector (i.e. broadly 
categorized into agriculture (and allied activities), industry and services sectors) of an economy 
during a given period of time (usually a quarter or a year).  

It might be noted that GDP - Output side represents the aggregate supply side of the 
economy and informs us about the relative size or importance of each sector in terms of their 
share (%) in the domestically produced output.  

Having stated the three different ways in which GDP of a country is estimated, it’s 
important to note that GDP - Expenditure side is usually the preferred or ‘headline’ 
macroeconomic indicator to assess the state of the economy in most economies.  However, in 
some economies official data on GDP - Expenditure side is unreliable and consequently GDP      
- Output side is the preferred or ‘headline’ macroeconomic indicator to assess the state of 
the economy. 

Essentially, policy makers and analysts in most economies focus on GDP growth (%) – 
Expenditure side (along with growth (%) in each of its constituents – consumer spending, private 
investment, government expenditure and net exports) to gauge the state of the economy.  
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However, in some economies, where official data on GDP - Expenditure side is unreliable, the 
focus is on GDP growth (%) - Output side (along with growth (%) in each sector i.e. sectoral 
contribution of each sector - broadly categorized into agriculture (and allied activities), 
industry and services sectors) to gauge the state of the economy.   

Having stated the above, as already mentioned before, the focus of this course is on GDP     
- Expenditure side. This is because macroeconomic policy focuses predominantly on the 
Expenditure side of GDP (i.e. aggregate demand side of the economy) in the short run. 

In other words, macroeconomic policy focuses predominantly on management of aggregate 
demand in the short run for sound macroeconomic management. Consequently, it is the 
aggregate demand side of the economy that is of importance in the short run, rather than the 
aggregate supply side of the economy. This is because it takes time (over the long run) to 
enhance the productive (i.e. aggregate supply) capacity of an economy 

Having stated the above, it might be noted that macroeconomics for the short run (and related 
analysis) focuses on business cycles (i.e. short run fluctuations in economic activity in an 
economy - which are primarily or usually due to fluctuations in aggregate demand rather 
than aggregate supply), and macroeconomic stabilization policies (monetary and fiscal policies) 
that are used for short run aggregate demand management - in order to smoothen short run 
fluctuations in economic activity and achieve high, yet sustainable growth of GDP (along with 
price stability) in an economy.  

It might be noted that macroeconomics for the short run focuses on the aggregate demand side of 
the economy, while macroeconomics for the long run focuses on the aggregate supply side of the 
economy.     

 

Having stated the above, let us now turn to important points (listed on pages 12-13) with 
reference to GDP which are worth keeping in mind.  
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A.2 Important points with reference to GDP – worth keeping in mind 

 C+ I+ G+ (X-M) represents aggregate or total expenditure on domestically produced output  
i.e. aggregate demand for domestically produced output. Having stated this, an important 
point worth mentioning is that domestic households, firms and the government (i.e. domestic 
residents) do not spend only on domestically produced output, but also spend on output 
produced in other countries (i.e. imports (M)). Therefore, M is subtracted from the equation 
Y= C + I + G + (X-M). Further, X (exports) is added to this equation, as foreign residents 
also spend on domestically produced output – adding to the demand for or expenditure on 
domestically produced output.  

 Only final goods, not intermediate goods (i.e. goods used in the production of final goods), 
are included in the computation of GDP of a country.  

 Only goods produced and services offered during a given or specific time period (typically a 
quarter or a year) are included in the computation of GDP for that particular period.    

 Transfer incomes such an unemployment benefits, pensions, etc. are not included in the 
computations of GDP as they represent monetary transfers to individuals with no 
corresponding receipt of goods or services. Moreover, income from capital gains and loans 
taken for consumption purposes are not included in the computation of GDP. 

 When countries are structurally different, for example, US and China, and one wishes to 
compare their overall macroeconomic performance, then the appropriate measure for such 
comparison is the  growth rate of  their respective GDP’s. 

 It must be noted that the output of goods and services produced only by the factors of 
production located within an economy (irrespective of the nationality of the labour employed 
in the production process and the organization) will be included in the GDP of that economy. 
For example, if Japanese companies produce cars in the US or a foreign worker is employed 
in the US and is producing output there, then such output will be included in the US GDP as 
production is taking place within the boundaries of the US economy.  

 How powerful is the impact of the global economic environment on the rate of growth of 
GDP of an economy and fluctuations or volatility in the same depends on the degree of  
‘openness’ of that economy and its integration with the global economy. 

 The trend of rapidly accelerating economic integration and interdependence between 
countries, due to marked increase in cross-border trade, investments and capital flows (i.e. 
more ‘openness’), is making economies more vulnerable to external shocks and to increases 
and decreases in spending or demand levels in other countries, which is turn is leading to 
greater fluctuations and volatility in their respective GDP’s in the short run. Consequently, 
monitoring the economic performance of major economies (such as the US, Eurozone, 
China, Japan, Germany and UK) has become an imperative (as these economies drive the 
world economy) and also monitoring the economic performance of a country’s trading 
partners is of paramount import or significance.   

 Financial globalization is exacerbating or increasing fluctuations or volatility in the rate 
of growth of GDP of many economies across the globe. 
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 Impact of changes in the GDP of an economy on its stock market and the bond market can be 
significant.   

 The nominal GDP can be a misleading indicator of the state of an economy or its 
macroeconomic performance, as unlike real GDP, it does not account for inflation. When 
inflation is not accounted for in the GDP statistics, then GDP will appear higher that what it 
actually is – giving an erroneous or misleading picture about the state of an economy.   

 The GDP of a country represents the value of all final output (of goods and services) 
produced in a country during a given or specific period of time (typically a quarter or a year). 
However, what is produced is not always sold. The part of output that is produced, yet not 
sold, is a part of inventory and is therefore classified as additions to inventory (which is a 
part of private investment (I)). 

It might be noted that additions to inventory during a given or specified period of time are 
also counted as a part of GDP for that period. In other words, additions to inventory during 
any given or specific time period must be added to the actual output of goods and services 
sold to domestic residents and foreign residents to calculate or arrive at the GDP for that 
particular period. 

In essence, both final output sold and not sold (= final output produced) are counted as part 
of GDP. 

 There is a difference between GDP (gross domestic product) and gross national product 
(GNP). GNP = GDP + Net Factor Income from Abroad (i.e. factor income received from 
abroad – factor payments made abroad). Examples of factor incomes and payments are 
wages, salaries, rent, dividend, interest and profits.      

 The three main sources of economic growth in a country over time (i.e. in the long run) are 
increases in labour supply and capital, rise in the productivity of these two factors of 
production (labour and capital) and technological advances.    

Having stated the above, let us now turn to a practical example of GDP growth (i.e. real GDP 
growth) of an economy.  

A.3 Example of GDP growth (i.e. real GDP growth) 

Provided below is an example of quarter-on-quarter growth rate (%) of GDP and year-on-year 
growth rate (%) of quarterly GDP along with formulas to compute these growth rates and certain  
important points with reference to these growth rates.  

1. Quarter-on-quarter growth (%) of GDP  

Provided below is a graph of quarter-on-quarter growth rate (%) of GDP (UK economy) for 
every quarter from 1989Q4 to 2013Q3 (Note: Q refers to ‘Quarter’)    
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Quarter on Quarter Growth Rate of GDP(UK)
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Source: Office for National Statistics, UK 

Computation of quarter-on-quarter growth rate (%) of GDP  

Formula 

(GDP (2013 Quarter t) – GDP (2013 Quarter t-1))  X 100  

                     GDP (2013 Quarter t-1) 

For example, if you want to compute quarter-on-quarter growth rate (%) of GDP of an economy 
for the 4th quarter of 2013, then the formula is:  

(GDP (2013 4th Quarter) – GDP (2013 3rd Quarter))  X 100  

                     GDP (2013 3rd Quarter) 

Or  

If you want to compute quarter-on-quarter growth rate (%) of GDP of an economy for the 3rd 
quarter of 2013, then the formula is: 

(GDP (2013 3rd Quarter) – GDP (2013 2nd Quarter))  X 100  

                     GDP (2013 2nd Quarter) 

Similarly, we can obtain the quarter-on quarter-growth rate (%) of GDP for any quarter or for as 
many quarters as we like. You can easily use the Excel spreadsheet to perform such 
computations.   
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Key points with reference to quarter-on-quarter growth rate (%) of GDP 

 Quarter-on-quarter growth rates of GDP are crucial to track and monitor the quarterly 
changes or evolution of an economy and help to provide a snapshot or a summary view of the 
current and very recent macroeconomic performance of an economy i.e. quarter-on-quarter 
growth rates of GDP are very useful to monitor and track short term macroeconomic 
developments in an economy and its growth momentum.       

 The main advantage of quarter-on-quarter growth rates of GDP is that they can be used for 
relatively quick or early detection or identification of turning points in economic activity (i.e. 
economic expansions and downturns) in an economy. In comparison, year-on-year growth 
rates of quarterly GDP are slower in the detection or identification of turning points in 
economic activity in an economy.    

 For computation of quarter-on-quarter growth rates of GDP, the GDP data must be 
seasonally adjusted, in order to eliminate the effect of seasonality on such data. The presence 
of seasonal fluctuations in the GDP data can obscure the underlying trend in such time series 
data and consequently lead to erroneous conclusions about the current and very recent 
macroeconomic performance of an economy.        

 Quarter-on-quarter growth rates of GDP can be quite or highly volatile from quarter to 
quarter. Therefore, robust growth of GDP in one quarter does not always imply that the 
economy will continue to grow rapidly in the subsequent quarter. It’s very important to keep 
this in mind.    

 The occurrence of irregular events in any given quarter or quarters, for example, wars, 
droughts, surge in oil prices, strikes, natural disasters, financial crisis etc. can cause a 
substantial plunge in output in an economy and result in quarter-on-quarter growth rates of 
GDP being highly variable, which in turn can obscure the underlying trend in such time 
series data. Therefore, when you analyze quarter-on-quarter growth rates of GDP for a given 
period (for example, for 3-4 quarters) or the quarter-on-quarter growth rate of GDP for the 
most recent quarter (i.e. the latest quarter for which official estimate of quarter-on-quarter 
growth rate of GDP is available) do investigate if there has been an occurrence of an 
irregular event or events in the same period (i.e. quarter or quarters) and how severely has it 
affected output.         

 A major disadvantage of quarter-on-quarter growth rates of GDP is that they are subject to 
more frequent or larger revisions, when compared to year-on-year growth rates of quarterly 
GDP.   
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2. Year-on-year growth(%) of quarterly GDP  

Provided below is a graph of year-on-year growth rate (%) of quarterly GDP (UK economy) for 
every quarter from 1989Q4 to 2013Q3 (Note: Q refers to ‘Quarter’)    

Year on Year Growth Rate of Quarterly GDP(UK) 
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Source: Office for National Statistics, UK 

Computation of year-on-year growth rate (%) of quarterly GDP  

Formula 

(GDP (2013 Quarter t) – GDP (2012 Quarter t))  X 100  

                     GDP (2012 Quarter t) 

For example, if you want to compute year-on-year growth rate (%) of quarterly GDP of an 
economy for the 4th quarter of 2013, then the formula is:  

(GDP (2013 4th Quarter) – GDP (2012 4th  Quarter))  X 100  

                     GDP (2012 4th Quarter) 

Or  

If you want to compute year-on-year growth rate (%) of quarterly GDP of an economy for the 3rd 
quarter of 2013, then the formula is: 

(GDP (2013 3rd Quarter) – GDP (2012 3rd  Quarter))  X 100  

                     GDP (2012 3rd Quarter) 

Similarly, we can obtain the year-on-year growth rate (%) of quarterly GDP for any quarter or 
for as many quarters as we like. You can easily use the Excel spreadsheet to perform such 
computations.   
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Key points with reference to year-on year growth rate (%) of quarterly GDP: 

 Year-on-year growth rates of quarterly GDP for several quarters provides us with a more 
sound or reliable underlying picture of short run fluctuations in economic activity (known as 
‘Business Cycles’) in an economy than quarter-on-quarter growth rates of GDP. 

 If we wish to gauge the macroeconomic performance of an economy over the last four 
quarters (including the latest quarter for which official estimate of GDP has been released) 
i.e. how rapidly or slowly has the economy actually grown in the last four quarters, it’s 
preferable to use year-on-year growth rates of quarterly GDP rather than quarter-on-quarter 
growth rates of GDP, as year-on-year growth rates of quarterly GDP are a more reliable or 
sound measure of the underlying pace of growth of an economy over a longer period.  

 An important reason why economists and analysts prefer to rely on year-on-year growth rates 
of quarterly GDP over quarter-on-quarter growth rates of GDP is that the former are subject 
to smaller revisions than the latter.  

 Year-on-year growth rates of quarterly GDP are more useful in detection of underlying 
trends in the pace of economic activity in an economy (as they display an underlying trend) 
than quarter-on-quarter growth rates of GDP. In other words, year-on-year growth rates of 
quarterly GDP give a better or a more sound picture of the underlying growth rate of an 
economy over a longer period than quarter-on-quarter growth rates of GDP.     

 Generally, when an economy is on a steady growth path (rather than growth being highly 
volatile or subject to considerable volatility) focusing only on year-on-year growth rates of 
quarterly GDP would be adequate for most purposes. However, when growth in an economy 
is highly volatile or subject to considerably volatility in the short run, then one also needs to 
pay attention to quarter-on-quarter growth rates of GDP.    

 Many countries have adopted year-on-year growth of quarterly GDP as the primary measure 
of economic activity.  

 Year-on-year growth rates of quarterly GDP are also sensitive to occurrence of irregular 
events. For example, if there was an occurrence of an irregular event that caused a 
substantial plunge in output in a particular quarter this year, then the corresponding quarter of 
the next year (assuming that there is no occurrence of any irregular event) could show an 
exceptionally strong year-on-year growth in quarterly GDP – which can be very 
misleading.  

 Analysis of year-on-year growth rates of quarterly GDP of the previous 3 to 5 years is more 
than adequate (for most situations) if one wants to obtain or gain a sound insight of the 
underlying short run macroeconomic trends in an economy and changes in the same.   

A.4 GDP data – Important things to look for 

1. GDP Expenditure side – Important things to look for  

Though GDP is measured in three different ways (as stated on page 7), in reality, when official 
data is reliable, the growth rate of GDP - Expenditure side (which represents the aggregate 
demand side of an economy) is usually the preferred or principal macroeconomic variable used 
to measure the macroeconomic performance of an economy. 
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Consequently, quarter-on-quarter change i.e. quarter-on-quarter growth rate (%) in its four 
components (i.e. consumer spending (C), private investment (I),government expenditure (G) and 
net exports (X-M) should be analyzed after official estimate of quarter-on-quarter growth rate 
(%) of GDP - Expenditure side for the latest quarter is released, in order to know which 
component (or components) is currently driving overall growth (i.e. growth in GDP                     
- Expenditure side) or making a very strong contribution to it and which component (or 
components) is pulling down overall growth. Such analysis is also very important, as it is 
changes in aggregate demand that primarily determine changes or fluctuations in economic 
activity in an economy in the short run.     

For such analysis, what one needs to do is to compare the overall quarter-on-quarter growth 
rate (%) of GDP - Expenditure side of an economy with the quarter-on-quarter growth rate (%) 
of each of its components (i.e. C, I, G, (X-M)) for the same period (as stated above). The 
component (or components) that registers a higher growth rate than the overall growth rate of 
GDP - Expenditure side is obviously making a very strong contribution to overall growth and 
driving it. While the component (or components) whose growth rate is less rapid or lower than 
the overall growth rate of GDP - Expenditure side is obviously pulling down overall growth. 

For example, if, according to latest official data, the overall growth rate (quarter-on-quarter) 
of GDP - Expenditure side is 0.9% and growth rate of consumer spending (quarter-on-quarter) is 
1.2%, then robust consumer spending is currently propelling or driving overall growth (i.e. 
making a very strong contribution to overall growth). In other words, since consumer spending 
is growing faster than GDP, overall growth is currently consumer driven. On the other hand, if 
the growth rate of private investment (quarter-on-quarter), for example, is only 0.6% (which is 
less than the overall growth rate (quarter-on-quarter) of GDP - Expenditure side), then weak 
growth in private investment is currently pulling down overall growth. 

Similarly, you can compare the overall growth rate (quarter-on-quarter) of GDP - Expenditure 
side with the quarter-on-quarter growth rate of the other two components – government 
expenditure and net exports – to find out whether they are growing faster or slower than GDP 
and hence contributing strongly to overall growth or pulling it down.            

Such analysis will enable you to determine whether current overall growth is being driven or 
pulled down by consumer spending, private investment, government expenditure or the external 
sector or some combination of these components of aggregate demand.    

Having stated the above, let us now take four scenarios.   

Scenario 1: Consumer Driven Growth 

If upon such analysis we find that growth is being largely consumer driven (i.e. growth is 
consumer led), then one must find out if the productive capacity of the economy is keeping pace 
with the rapid growth in consumer spending. 

If the productive capacity of the economy is not keeping pace with consumer spending, due to 
insufficient private investment, then firms will face increasing capacity constraints and supply 
bottlenecks, which can lead to higher inflation and inflation expectations (that invariably or 
ultimately results in lower overall growth) and more imports (to cater to robust consumer 
demand).  
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Higher imports in turn, unless counterbalanced by higher exports, will lead to lower net exports, 
which will have adverse implications for domestic economic activity, output and employment, 
and also put downward pressure on the domestic currency (i.e. possibly lead to currency 
depreciation) – that can lead to higher domestic inflation (as imports will become more 
expensive for domestic residents, due to currency depreciation). 

Another point worth mentioning is that if growth is largely consumer driven in an economy, 
consumer debt (i.e. household debt) can rise sharply and eventually to unsustainable levels and 
make the economy more vulnerable to external shocks (such as a global financial crisis or 
an unexpected surge in international oil prices). Further, if external shocks were to hit an 
economy that has a high or unsustainable level of consumer debt, due to growth being largely 
consumer driven, then the economic downturn is likely to be more severe or protracted.    

Scenario 2: Investment Driven Growth 

If upon such analysis we find that growth is being largely driven by private investment, then 
this is usually desirable as private investment activity enhances the productive capacity of an 
economy (which increases the capacity of an economy to supply more output in the future) and 
also provides a boost to GDP growth in the short run. However, there is a word of caution 
here.     

If, for example, a high level of private investment is taking place in an economy in the face of   
limited domestic consumption and sluggish export demand, then this could lead to problems of  
excess supply or supply glut, substantial idle or unutilized plant and machinery in various sectors 
of the economy, inefficient use of capital, unplanned increase in inventories, marked rise in 
corporate debt and reduction in corporate profitability – which could endanger the financial 
stability of the country. Such an economy is in an urgent need of ‘rebalancing.’  
In other words, such an economy urgently needs a reorientation of growth away from being 
largely investment driven to being more domestic consumption and export driven (through 
various policy initiatives), in order to witness or have more ‘balanced’ and sustainable 
overall growth.     

Scenario 3: Government Expenditure Driven Growth 

If upon such analysis we find that growth is being largely driven by government expenditure, it 
is probably indicative of the fact that the government is actively trying to stimulate the economy, 
possibly due to insufficient consumer spending, weakness in private investment activity, sluggish 
export demand or because of a combination of these factors, or to stabilize it (i.e. the economy) 
in the short run.       

The problem with government expenditure driven growth is that though it can give a much 
needed boost to a flagging economy in the short run - in the face of deficiency of domestic 
demand (i.e. consumer and private investment demand) and export demand - yet such growth is 
not sustainable in the medium run or the long run. This is because government expenditure 
driven growth usually leads to a higher fiscal/budget deficit and rising inflation and consequently 
results in higher domestic interest rates - which tends to dampen private investment activity 
and consumer spending and ultimately leads to lower aggregate demand and output (i.e. 
lower GDP growth). 



Gross Domestic Product  Module 1 

 

 

Page 20  © 2014 | Macroeconomics School 

 

Also, when a government borrows from the market, in order to finance an increase in 
government expenditure (to stimulate the economy or to stabilize it), it has to compete with firms 
for available loanable funds. Such competition for funds between the government and the firms 
can drive up the cost of borrowing for firms (as domestic interest rates are likely to go up), which 
in turn could significantly dampen or ‘crowd out’ private investment – ultimately leading to 
lower aggregate demand, output and employment. 

Scenario 4: Export Driven Growth 

If upon such analysis we find that growth is being largely export driven (which will be reflected 
in rising net exports), it is indicative of the fact that domestically produced goods are in high 
demand abroad. Consequently, if there is an economic boom in the economies of the trading 
partners of this (domestic) economy, then these boom conditions abroad will probably be 
transmitted home (i.e. to this economy) via increased demand for its output, which in turn is 
likely to lead to higher GDP growth, falling unemployment and rising incomes in this economy. 
However, there is a word of caution here. 

An economy in which growth is largely export driven is substantially more exposed to the 
fluctuations in GDP of other economies and external shocks (such as a global financial crisis).   

For example, if the economies of the trading partners of an economy (which is largely export 
driven) unexpectedly face recessionary conditions (due to any reason or reasons), or there is an 
external shock (such as a global or a regional financial crisis) that results in economic activity 
plummeting in the economies of the trading partners, then the recessionary conditions or 
economic downturn in these economies is likely to get transmitted to this economy (where 
growth is largely export driven) via a marked fall in demand for its output, which in turn is likely 
to lead to contracting economic activity, rising unemployment and falling incomes in this 
economy.     

Having stated the above, let us now turn to the next point.  

If you are interested in knowing which component (or components) of GDP - Expenditure side 
has recently (i.e. in the past 4 quarters, including the latest quarter for which official GDP data 
has been released) been driving overall growth in an economy and which component (or 
components) has been  pulling it down, then it’s preferable to use year-on-year growth rates of 
quarterly GDP - Expenditure side and compare it with year-on-year quarterly growth rates of 
each of its components (i.e. C, I, G, (X-M)) for all the 4 quarters.  

The component (or components) that has usually or on the average been growing more rapidly 
than GDP - Expenditure side over the past 4 quarters has obviously been driving overall growth 
or making a strong contribution to it over this period. On the other hand, the component (or 
components) that has usually or on the average been growing more slowly than GDP                    
- Expenditure side over the past 4 quarters has obviously been puling down overall growth over 
this period.  

Having stated the above, it might be pertinent to mention that when you perform the aforesaid 
types of analysis (either for the latest quarter or for the past 4 quarters – as stated above) do find 
out the percentage (%) share of each component in GDP - Expenditure side (i.e. share of each 
component as a percentage (%) of GDP - Expenditure side). This is because of two reasons. 
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First, for example, if private investment (I) and consumer spending account for around 50% 
and 20% respectively of GDP - Expenditure side in an economy (though typically it is the other 
way around) and both private investment and consumer spending register the same rate of 
growth (for example, 0.7%), then private investment will boost GDP more than consumer 
spending as it accounts for a much larger percentage (%) share (around 50%) of GDP                   
- Expenditure side than consumer spending (around 20%).    

Second, larger the percentage (%) share of any particular component in GDP - Expenditure side 
more pronounced or amplified will its effect (positive or negative) be on overall growth.  

For example, if consumer spending accounts for around 70% of GDP - Expenditure side in an 
economy, then a collapse in consumer demand can plunge the economy into a recession or a 
protracted economic slowdown. Whereas, if net exports account for only 3% of GDP                     
- Expenditure side in an economy, then a collapse in export demand (i.e. collapse in demand by 
foreign residents for domestically produced output) will dampen aggregate demand and 
economic activity in this economy, yet the  downside effect on this economy is likely to be much 
less pronounced  or severe when compared to a collapse in consumer demand, as the economy is 
not heavily dependent on export revenues and consequently the adverse impact of external 
shocks on its GDP growth is likely to be much less severe or pronounced.   

Having stated the above, let us now turn to the next point. 

If one is interested in gaining an insight into the demand structure of an economy and how 
it is changing over time, then it’s advisable to take at least 10 years (and ideally 30 years) of 
annual (yearly) data on all the components of GDP - Expenditure side and obtain their 
percentage share (%) for each year. 

Analyzing such data will reveal whether the demand structure of an economy is balanced or not 
and whether any gradual ‘rebalancing’ of the economy has been taking place (if the share of any 
component as a percentage (%) of GDP - Expenditure side is unduly high). 

This kind of analysis will also reveal: 

1.  Importance of government expenditure in an economy. 

2. ‘Openness’ of an economy to international trade. 

3. Whether an economy has been investing enough or not over a decade (or more) to increase 
its productive capacity (which enhances supply of output in the future and leads to higher 
economic growth). 

4. Whether an economy has been investing excessively (leading to a supply glut). 

5. Whether there has been excessive consumer spending and insufficient investment spending 
(i.e. insufficient private investment) in an economy (which invariably leads to higher 
domestic inflation and interest rates).  

Having stated the above, mentioned below are few important points with reference to GDP 
- Expenditure side, as they are important from the point of ‘real world’ macroeconomic 
analysis. 
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While GDP is usually the primary and the most comprehensive or broadest measure of 
macroeconomic performance of a country or the state of an economy, its important to know that 
one should not only rely on the overall GDP figure to make an assessment of the state of an 
economy for any particular time period (say for a quarter or a year) and its short run economic 
outlook. This is because the overall GDP figure for any particular time period (say for a quarter 
or a year) can sometimes distort the underlying reality about the true state of an economy, as it 
includes investment in inventories (or what is commonly called changes in business 
inventories) by firms. Read on and this point should become very clear to you.       

Total Final Sales 

If you wish to obtain a ‘true’ picture of the actual amount of domestically produced output that 
was sold to domestic and foreign residents in a particular time period (for example, in a quarter 
or a year) i.e. obtain a ‘true’ picture of the underlying strength or weakness of domestic and 
foreign demand (i.e. total demand) for domestically produced output during a specific period of 
time, then one should subtract investment in inventories (or what is commonly called changes in 
business inventories) undertaken by firms (which is a part of private investment (I)) in that 
particular time period from the overall GDP figure for that particular time period – to arrive at 
what is called or termed as ‘Total Final Sales’ ( termed as Z here).   

Inclusion of investment in inventories i.e. changes in business inventories in the overall GDP 
figure distorts the true picture of the underlying strength or weakness of domestic and foreign 
demand for domestically produced output and consequently could result in an incorrect 
assessment of the state of an economy and its short run economic outlook.  

‘Total Final Sales’ (termed as Z here) of domestically produced output can be calculated by 
using the following equation:   

Z=C+I-Inventory Investment (i.e. Changes in Business Inventories)+G+(X-M)                  (1) 
(Basically this formula gives us ‘Total Final Sales’ i.e. GDP – changes in business inventories). 

If you recollect, the formula for GDP - Expenditure side is: 
Y = C+ I + G + X – M 
(Note: private investment includes investment in inventories i.e. changes in business 
inventories, which has been excluded in equation 1, to arrive at ‘Total Final Sales’)  
Having stated the above, one should compare the year-on-year quarterly growth rate of total 
final sales with that of year-on-year growth rate of quarterly GDP for the latest quarter for 
which official GDP data is available. If total final sales are growing slower than GDP, it may 
be signaling an economic slowdown in the coming quarters due to slowing demand (domestic 
and foreign) for domestically produced output, which could result in an unintended rise or build-
up of business inventories (i.e. goods unsold) and consequent cut back in production by firms.     

On the other hand, if total final sales are growing faster than GDP, it may be signaling strong 
economic expansion in the coming quarters due to growing demand (domestic and foreign) for 
domestically produced output, which could result in an unexpected depletion in business 
inventories and an increase in production by firms to cater to increasing demand.  
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Next, one should also compare the year-on-year quarterly growth rate of total final sales 
with that of year-on-year growth rate of quarterly GDP for the previous 4 quarters 
(including the latest quarter for which official GDP data is available), in order to obtain a more 
accurate assessment of the recent and current underlying strength or weakness of total demand 
(domestic and foreign) for domestically produced output.  

Such analysis, as stated above, should provide you with a more accurate assessment of the 
underlying reality about the true state of an economy.     

Domestic Final Sales 

If you are interested in gauging only the ‘true’ underlying strength or weakness of domestic 
demand for output produced both domestically and in other countries (i.e. demand for 
imports) in any particular time period (for example, in a quarter or a year) - as reflected by actual 
expenditure on output incurred (i.e. goods and services actually bought) by domestic residents in 
that particular time period regardless of whether the output was produced domestically or abroad 
– then one should focus on ‘Domestic Final Sales’ (termed as L here), which can be 
calculated by using the following  equation:     

L= C+I-Inventory Investment (i.e. Changes in Business Inventories)+G                              (2) 

Where L represents ‘Domestic Final Sales’ of output produced both domestically and abroad 
(i.e. output that is actually sold) to domestic residents in any particular time period (for example, 
in a quarter or a year). Note, investment in inventories i.e. changes in business inventories, 
and net exports (X-M) have been excluded from equation 2.  

It might be noted that ‘Domestic Final Sales’ is an excellent measure of the underlying strength 
or weakness of actual domestic demand for both domestic and foreign output in any particular 
time period.  

A strong year-on-year quarterly growth in domestic final sales usually implies robust domestic 
demand for both domestic and foreign output, while a weak year-on-year quarterly growth in the 
same implies weak domestic demand for both domestic and foreign output.  

2. GDP Output Side – Important things to look for 

In some economies, where official data on GDP - Expenditure side is unreliable, the focus is on 
GDP growth (%) - Output side.  

This measure of GDP represents the aggregate supply side of an economy and informs us about 
the relative size or importance of each sector (broadly categorized into agriculture (and allied 
activities), industry and services sectors) in an economy in terms of its percentage (%) share in 
aggregate output (i.e. as a percentage (%) of GDP - Output side) and how the percentage (%) 
share of each sector is changing over time. 

If one is interested in knowing which sector (or sectors) of the economy is currently driving 
overall growth and which sector(or sectors) is pulling it down, then compare the overall 
quarter-on-quarter growth rate (%) of GDP - Output side with quarter-on-quarter growth rate (%) 
of each of the sectors (broadly categorized into agriculture (and allied activities), industry and 
services sectors) after official quarter-on-quarter growth rate (%) of GDP - Output side for the 
latest quarter is released.   
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The sector (or sectors) that registers a higher growth rate (%) than the growth rate (%) of GDP     
- Output side is obviously making a very strong contribution to overall growth and driving it. 
While the sector (or sectors) whose growth rate is less rapid or lower than the growth rate of 
GDP - Output side is obviously pulling down overall growth.  

For example, if, according to latest official data, growth rate (%) of GDP (quarter-on-quarter) 
- Output side is 0.8% and the services sector growth (quarter-on-quarter) is 1.2%, then the 
services sector is currently propelling or driving overall growth (i.e. making a very strong 
contribution to overall growth). 

On the other hand, if the agriculture sector or the industrial sector or both grow less rapidly 
(quarter-on-quarter) than the growth rate (%) of GDP (quarter-on-quarter) - Output side, then 
either of them or both are currently pulling down overall growth. 

Next, if you are interested in knowing which sector (or sectors) of the economy has recently (i.e. 
in the past 4 quarters, including the latest quarter for which official GDP data has been released) 
been driving overall growth and which sector (or sectors) has been pulling it down, then it’s 
preferable to use year-on-year growth rates of quarterly GDP - Output side and compare it with 
year-on-year quarterly growth rates of each of the sectors for all the 4 quarters.  

The sector (or sectors) that has usually or on the average been growing more rapidly than GDP 
- Output side over the past 4 quarters has obviously been driving overall growth or making a 
very strong contribution to it over this period. On the other hand, the sector (sectors) that has 
usually or on the average been growing more slowly than GDP - Output side over the past 4 
quarters has obviously been pulling down overall growth over this period.   

Having stated the above, it might be pertinent to mention that when you perform the aforesaid 
types of analysis (either for the latest quarter or for the past 4 quarters – as stated above) do find 
out which is the most important sector of the economy (in terms of its share as a percentage (%) 
of GDP - Output side).This is because if two sectors register the same rate of growth, the sector 
that has a much higher share in aggregate output (i.e. higher share as a percentage (%) of GDP    
- Output side) will boost GDP more as it accounts for a much larger share of economic activity in 
the economy.  

For example, if the share of the services sector (i.e. as a percentage (%) of GDP - Output side) is 
75% or more in an economy (which is the case in some developed economies) and the share of 
the industrial sector or the agriculture sector is only 10-12% in that economy, then a 1% growth 
in the services sector will boost GDP more than a 1% growth in the industrial sector or the 
agriculture sector. 

Next, one should be aware of the sectoral composition of aggregate output in an economy 
i.e. the relative size or importance of each sector (broadly categorized as agriculture (and allied 
activities), industry and services sectors) in an economy in terms of its percentage (%) share in 
GDP - Output side. This is due to two reasons.   

First, because the sectoral composition of aggregate output is used to assess the level of 
development of an economy. Greater the share of the services sector (as a percentage (%) of 
GDP - Output side) in an economy, higher is the level of development of that economy.  
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It might be noted that the share of services sector (as a percentage (%) of GDP - Output side) is 
more than 70% in many developed economies (and in some developed economies the share of 
the services sector is above 75% - as stated before). Emerging/developing economies (such as 
China, India, South Africa, Brazil etc.) too are trying to increase the share of the services sector 
in their respective economies - through various economic reforms. 

Second, the sectoral composition of aggregate output influences the demand structure of an 
economy.  

For example, in an economy where the percentage (%) share of the services sector in GDP          
- Output side is large or dominant or is increasing rapidly, the demand for consumer durables, 
luxury goods etc. will be considerably higher or expanding more rapidly (due to higher or 
increasing incomes) than in an economy where the share of the agriculture sector or the 
industrial sector is large or dominant, or where the share of the services sector is stagnant or 
growing very slowly.     

Having stated the above and before moving on to the next section i.e. section A.5            
(next page), we would like to suggest something important; it’s advisable to analyze both 
GDP growth (%) – Expenditure side (along with growth in each of its components) and GDP 
growth (%) - Output side (along with growth in each sector), as the former represents the 
aggregate demand side of the economy and the latter represents the aggregate supply side of the 
economy. 

To understand how an economy really functions and how aggregate output (i.e. GDP) and the 
general price level (P) are determined in an economy it’s important to understand both sides 
(aggregate demand and aggregate supply) of an economy, even if GDP - Expenditure side is 
the preferred or ‘headline’ macroeconomic indicator to assess the state of the economy in 
most economies.       

Finally, let us now move on to the next section (A.5) where we have briefly mentioned three 
alternative indicators that can be used to assess the state of an economy reasonably well.    
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A.5 Alternative Indicators to Assess the State of an Economy – Very Important 

Quarterly GDP data is usually released after a lag (i.e. usually released within 2 weeks to 3 
months after the end of each quarter) in most countries. Further, such data is subject to frequent 
revisions (which can sometimes be significant).  

Due to quarterly GDP data being usually released after a lag and subject to frequent revisions, 
policy makers, firms and participants in the financial markets often find it difficult to accurately 
assess the current state of an economy i.e. its current macroeconomic performance. To counter 
the aforesaid problem, one can consider looking at the monthly data on industrial production (i.e. 
monthly industrial production index) of an economy, which is usually available in a more timely 
manner.  

Since industrial production demonstrates strong positive correlation with GDP (as manufacturing 
activity tends to closely parallel shifts in the overall economy), therefore, a pickup in its 
(industrial production) growth signals an expanding or growing economy and a deceleration or 
contraction in its (industrial production) growth signals a slowing or a contracting economy. 

In other words, there is a close relationship between changes in industrial production and GDP 
growth, with the percentage (%) change in industrial production index indicating where the 
economy as a whole is going. In essence, industrial production can also be a valuable alternative 
indicator of short run changes in economic activity in an economy and is usually a more timely 
indicator of the state of an economy than GDP. It might be noted that industrial production is a 
sound coincident indicator of overall economic activity in an economy.        

It might be pertinent to mention here that in order to gain an insight into the underlying growth 
rate of industrial production in an economy, it’s advisable to look at a three month moving 
average of the percentage (%) change in the industrial production index. 

Next, for those who are interested in technicalities, the usual close relationship (i.e. positive 
relationship) between GDP and industrial production in an economy can be demonstrated by 
taking year-on-year growth (or percentage (%) change) in quarterly GDP and quarterly industrial 
production index (by transforming monthly industrial production index series into quarterly 
industrial production series i.e. aggregating the monthly industrial production index series to a 
quarterly frequency) and plotting it. Such a plot is likely to show that when industrial growth 
increases, GDP growth also tends to rise and when industrial growth decelerates, GDP growth 
also tends to decelerate. In essence, fluctuations in GDP tend to be strongly positively correlated 
with fluctuations in industrial production.     

Having stated the above, it might be interesting to note that, in addition to industrial 
production, there are usually two other excellent indicators - monthly Purchasing Managers 
Index (PMI) for the manufacturing sector (derived from monthly survey of private sector 
firms) and car sales (monthly data) in an economy – that are also released in a timely manner 
and provide very valuable signals of whether an economy is likely to expand or decelerate in the 
current quarter (for which the official GDP data is yet to be released), as these two indicators 
tend to have a close relationship with the overall economy.  
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For example, if in the current quarter, year-on-year growth in monthly industrial production and 
car sales in an economy demonstrate a pick up or robust growth and the monthly manufacturing 
PMI hovers above 50 in consecutive months of the current quarter, then this is indicative of an 
economy that is on an expansion path – which will be reflected in rising GDP growth (when 
official estimate of the same is released with a lag after the end of the current quarter).    

On the other hand, if in the current quarter, year-on-year growth in monthly industrial 
production and car sales in an economy demonstrate a fall or decline and the monthly 
manufacturing PMI hovers below 50 in consecutive months of the current quarter, then this is 
indicative of a weakening or a contracting economy – which will be reflected in decelerating 
or negative GDP growth (when official estimate of the same is released with a lag after the 
end of the current quarter).    

Essentially, these three indicators together should usually give us a sound indication of whether 
overall economic activity in an economy is likely to be sluggish/weak (or contracting), gain 
momentum and recover, or expand rapidly in the current quarter – before official estimate of 
GDP growth for the current quarter is released.   
 

End of this module 
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Consumer Spending 

In the previous module, GDP was defined and various facets of this primary measure of 
macroeconomic performance were briefly explained. The focus of this module is on consumer 
spending (C), which is typically or usually the largest component of aggregate demand in most 
economies.   

To give you a perspective of its importance in driving economic activity, consumer spending 
accounts for around 45-70% of GDP - Expenditure side in most economies. Further, though 
consumer spending is usually about three times as large as private investment ((I) - the second 
component of aggregate demand), yet it is much less volatile than private investment over the 
business cycle.   

In some economies, such as the US, consumer spending accounts for around 70% of aggregate 
demand or expenditure on aggregate output (Y), which underscores the fact that it drives growth 
across most economic sectors of the US economy – i.e. consumer spending is the cornerstone of 
the US economy.  Further, given that the share of consumer spending in GDP is disconcertingly 
high in the US economy and that it drives more than two thirds of economic activity there, this 
economy is particularly vulnerable to a slow down in consumer spending.      

In economies where the percentage (%) share of consumer spending in GDP is significantly high 
(i.e. approximately over 60%), a downturn in consumer spending (resulting from shocks to the 
money and goods markets, financial crisis, oil price shocks, collapse of consumer confidence, 
changes in fiscal and monetary policy etc.) plays a very significant role in economic 
downturns/slowdowns or deceleration in economic activity. 

Next, an important point is worth mentioning here; watch out if in an economy the share of 
consumer spending as a percentage (%) of GDP is significantly high or unduly large and 
consumer spending is growing strongly, as though the current prospects for growth in that 
economy may be good, however, the outlook for the economy in the near future may not always 
be too promising. This is because if there is insufficient private investment (I) taking place in the 
economy relative to consumer demand due to any reason, then supply will not be able to keep 
pace with buoyant consumer demand. Consequently, excess demand relative to supply is likely 
to lead to sharply rising or accelerating inflation in the near future, which could lead not only to 
slower growth and poorer macroeconomic performance but also to lower international export 
competitiveness (as domestically produced goods will become more expensive for foreigners – 
leading to lower demand for exports).     

Usually, when an economy is faced with sharply rising or accelerating inflation, the central bank 
of that country tends to tighten monetary policy (usually through a hike in the official ‘policy’ 
rate,’ which leads to higher domestic interest rates) rather sharply to curb inflation, which can 
lead to an unexpectedly large drop in private investment spending in particular and in consumer 
spending too. Consequently, the economy could witness a protracted economic slowdown or a 
recession - accompanied by rising unemployment. 

In view of what has been stated above, when you are tracking the economic performance of an 
economy, it’s very important to monitor or analyze if the percentage (%) share of consumer 
spending in GDP is significantly high and how rapid is the growth of consumer spending in that 
economy, and most importantly whether there is sufficient private investment taking place.  
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If  the percentage (%) share of consumer spending in GDP is significantly high or unduly large 
and the growth of consumer spending is strong or robust and there is insufficient private 
investment taking place in the economy to cater to increasing consumer demand, then the 
economy is likely to  face sharply rising or accelerating inflation in the coming quarters (due to  
increasing supply bottlenecks, and higher cost of production for firms – that is invariably passed 
on to consumers in the form of higher prices for goods), which in all likelihood will be countered 
or checked by the central bank of the country (as stated above) and possibly result in a  
protracted economic slowdown or a recession - accompanied by rising unemployment.  

Another point worth mentioning here is that when consumer spending is strong or robust and 
domestic supply cannot match increasing consumer demand, due to insufficient private  
investment, it is will result in higher imports (i.e. the share of imports as a percentage (%) of 
GDP will increase), which if not backed by higher exports to other countries, will lead to a 
higher trade deficit (or in other words, to lower net exports (X-M)), currency depreciation, 
(which will make imports more expensive and thereby contribute to higher domestic inflation), 
slower rate of economic growth coupled with elevated inflation and inflationary expectations, 
higher budget deficit, lower foreign direct and portfolio investment and could also result in 
capital outflows from the country (due to slower rate of growth giving rise to pessimism about 
the economy’s outlook in the short run). Further, all these developments are likely to make the 
domestic economy more vulnerable to shocks from the global economic environment and 
financial markets.  

It might be pertinent to mention here that usually emerging/developing countries tend to be more 
vulnerable to shocks from the global economic environment and financial markets, when 
compared to developed economies. This is because emerging/developing countries are 
witnessing rising consumption, due to increasing domestic incomes (as a result of  continuing 
economic reforms and liberalization), but private  investment  (which enhances the productive 
capacity and hence supply of output) has not been keeping pace to cater to increasing consumer 
demand and spending in these economies (due to several reasons). 

Having stated the above, I need to turn to another important point with reference to consumer 
demand and spending before I explain the key categories of consumer spending and other aspects 
pertaining to this key component of aggregate demand:   

Policy makers some times keep interest rates low or very low for a prolonged or extended period 
of time, in order to stimulate consumer demand and encourage mortgage and consumer lending   
- to boost growth of real GDP in the short run. While such a policy may be beneficial in the 
short run, yet such growth will not be sustainable, as such a policy is likely to lead to excessive 
consumption (and surge in household debt), lower household savings, insufficient private 
investment and unbalanced growth, which in turn will lead to lower long run economic growth 
and higher inflation and unemployment.   

In essence, when in any economy, you see that interest rates are being kept low or very low for 
an extended period of time (except in periods when the economy has been hit by a major 
economic shock, such as the recent global financial crisis, and is in desperate need of boosting 
economic activity) to stimulate consumer demand (in order to boost growth of real GDP in the 
short run) and consumer spending is growing strongly or in a robust manner, do not get too 
optimistic about the economy if the growth rate of  GDP in the short run is impressive.  
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Analyze, whether growth in consumer spending is very rapid or unsustainable relative to the 
productive capacity of the economy and whether there is insufficient private investment taking 
place. Further, be careful if such growth is leading to a surge in household debt and a marked fall 
in household savings (i.e. household savings as a percentage (%) of GDP). If consumer spending 
is growing very rapidly or unsustainably, insufficient private investment is taking place, 
household debt is surging and there is a marked fall in household savings, then clearly the 
economy is storing up trouble for the future.  

A.1 Consumer Spending and GDP 

Consumer spending tends to be strongly positively correlated with GDP - Expenditure side, 
given that it is typically the dominant or largest component of aggregate demand. Higher the 
share of consumer spending in GDP in an economy, higher the correlation one would expect 
between the two macroeconomic variables. A positive correlation indicates that consumer 
spending tends to rise and fall with GDP and that changes in GDP and changes in consumer 
spending are closely related. Given below is an example of this strong positive correlation.   

Example    

Given below is a graph of the percentage (%) change (quarter-on-quarter) in real GDP and 
consumer spending (UK economy) – 1997Q2 to 2013Q4, with Series 1 representing percentage 
(%) change (quarter-on-quarter) in consumer spending and Series 2 representing percentage (%) 
change (quarter-on-quarter) in GDP.    

Graph: Real GDP and Consumer Spending (% change – quarter on quarter) - UK  
              Economy 

Real GDP and Consumer Spending (% change - quarter on quarter)
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Source: Office for National Statistics, UK 

From this graph, three things are evident: 

1. The strong positive relation between GDP and consumer spending is evident.  

2. Changes in GDP and changes in consumer spending are closely related.   

3. Consumer spending is less volatile or fluctuates less than GDP.        
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Essentially, consumer spending varies procyclically with the cyclical component of GDP (i.e. it 
tends to rise and fall or move up and down with GDP - Expenditure side). In other words, 
cyclical fluctuations in overall consumer spending closely follows cyclical fluctuations in GDP 
over the business cycle, which shows that the growth rate in the former has a close relationship 
with growth rate in the latter. Further, higher the share of consumer spending in GDP in an 
economy, more similar will the fluctuations in both variables be. However, it must be noted 
that overall consumer spending is less volatile or fluctuates less than GDP over the business 
cycle.              

A.2 Consumer Spending - Categories 

Consumer spending is usually divided into three categories: 

Consumer spending is divided into three categories: consumer durable goods (items expected to 
last more than three years), consumer nondurable goods, and services. 

Some examples: 

Consumer Durable Goods – cars, furniture, appliances, washing machine, consumer electronics 
and jewelry  

Consumer durables tend to be much more expensive than consumer non-durables and typically 
involve borrowing.   

Consumer Non Durable Goods – fast moving consumer goods such as food and drink, alcohol 
and tobacco, detergents, cosmetics, clothing and footwear 

Services – recreation and culture, communications, health, transport and education 

A.3 Consumer Spending: Key Aspects  

Consumer spending on nondurable goods and services, which together usually account for a very 
substantial percentage (around 85% or slightly more) of overall or total consumer spending (C), 
is much more stable than consumer spending on durable goods and tends to fluctuate less or is 
less volatile than GDP over the business cycle.Whereas, consumer spending on durable goods, 
which usually accounts for around 12-15% of overall or total consumer spending (C), is much 
more volatile in comparison to consumer spending on nondurable goods and services and tends 
to fluctuate more or is more volatile than GDP over the business cycle. However, as stated 
before, overall consumer spending (C) is less volatile or fluctuates less than GDP over the 
business cycle.               

Consumer spending on durables is the most volatile or least stable component of overall 
consumer spending (C), due to several reasons: 

First, the cyclical pattern in consumer spending on durables often reflects the fact that 
households’ postpone purchases of consumer durable goods in response to fall in incomes (due 
to an economic downturn, unemployment or other reasons), as these are discretionary items of 
spending (as opposed to spending on nondurable goods such as  food, clothing and other 
necessities and spending on certain services such as education, medical services etc.) and 
typically involve borrowing (i.e. consumer credit) because purchasing such goods involves a 
substantial outlay of income.  
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Second, an uncertain economic outlook precipitated by shocks to the money and goods markets, 
financial crisis (such as the recent global financial crisis), oil price shocks, collapse of consumer 
confidence, changes in fiscal and monetary policy etc. typically discourages households’ to 
purchase consumer durables, until the economic outlook improves (which provides a more 
optimistic outlook with reference to expected future incomes, employment and ability to repay 
debt and hence encourages spending on consumer durable goods by households).  

Third, cost and availability of credit and changes (increase or decrease) in financial and non-
financial wealth of the household sector have a substantial influence on household decisions to 
purchase consumer durable goods, thereby making purchases of consumer durable goods more 
volatile that purchases of non-durable goods and services. 

Fourth, since consumers spending on durable goods are non-essential expenditures and more 
income elastic than non-durable goods, they can be reduced or drastically pruned from a 
household’s budget in a recession, given the downside pressures on household disposable 
incomes in a parlous economic scenario. Similarly, such spending can increase substantially 
when there is rapid economic expansion, as household disposable incomes tend to rise during 
economic expansions.      

Next, it might be noted that consumer spending on durable goods is an indicator of future 
expected incomes in the short run. When there is a sharp slowdown or contraction in the growth 
of consumer spending on durable goods, it suggests that households’ are increasingly pessimistic 
about their future expected incomes and when there is rapid growth in the same, it suggests that 
households’ are increasingly optimistic about their future expected incomes. Further, a marked 
slowdown or contraction in the growth of consumer spending on durable goods tends to be an 
advance warning signal of a marked slowdown or contraction in economic activity or growth in 
the near future and a surge or rapid growth in the same tends to be an advance signal of 
increasing or rapid economic expansion of economic activity or growth in the near future.     

The key factors that can cause a sharp slowdown or contraction in household demand for 
consumer durable goods are sluggish growth or fall in real incomes of households, subdued 
growth in earnings from employment, rapidly accelerating inflation, fall or plunge in consumer 
confidence, lack of availability of credit, high interest rates, increasing pessimism about future 
expected incomes, fall in house prices, rising unemployment, negative shocks to the economy 
(such as a financial crisis) and an uncertain economic outlook.  

On the other hand, positive changes or developments in the aforesaid variables can cause a 
marked rise or increase in household demand for consumer durable goods.    

Having stated the above, a point worth mentioning is that household demand for consumer 
durable goods tends to get particularly affected, if a negative shock is transmitted to the economy 
from financial markets (such as the recent global financial crisis).   

A negative shock transmitted from financial markets (such as the recent global financial crisis) to 
an economy tends to make households’ delay purchases of consumer durables mainly due to 
three reasons: first, sharp rise in the cost of capital and more stringent terms of lending  for 
consumption purposes or curtailment of such credit by lenders (banks/financial institutions); 
second, fall in asset prices (mainly stock prices and house prices) which makes households’ feel 
poorer and adversely impacts their confidence to spend on consumer durables - leading to 
delayed purchases of the same; third, rising unemployment and economic uncertainty, as a result 
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of the negative shock transmitted from financial markets to an economy, makes households more 
pessimistic about their job prospects and future expected incomes.      

Having stated the above, let us now turn to certain key concepts with reference to consumer 
spending. 

I. Consumption Function 

The basic Keynesian consumption function (given below), which is a behavioural equation and a 
mathematical construct of the Keynesian theory of consumption, shows the relationship between 
consumer spending (C) and the level of current disposable income (Yd - also known as current 
personal disposable income) of households in an economy. More specifically, according to this 
theory, consumer spending depends primarily on the level of current disposable income in the 
short run (i.e. current disposable income is the main determinant of consumer spending in the 
short run), thereby implying a very close or intimate relationship between these two variables. 
To put is simply, this consumption function explains changes or variance in consumer spending 
in the short run in terms of changes or variance in current disposable income of households.  

Essentially, the Keynesian consumption function shows us how much households plan to spend 
on goods and services at each level of current disposable income. Further, according to the 
Keynesian theory of consumption, consumer spending increases with increase in current 
disposable income, but by less than the increase in current disposable income.  

In other words, according to this theory, consumer spending increases as current disposable 
income increases, but by less than one on one – this implies that with increase in current 
disposable income, both consumer spending and savings (i.e. household savings) rise as 
consumer spending increases by less than increase in current disposable income.  

It might be important to note that when we refer to consumer spending and current disposable 
income here, we are referring to both in ‘real’ terms, rather than in ‘nominal’ terms 

Having stated the above, the basic linear consumption function (Keynesian consumption 
function) is stated in the form of an equation below. 

C = Co + C1 (Yd) 

Where: 
C refers to consumer spending 

Co refers to autonomous consumer spending – which is independent of income i.e. the level of 
consumer spending that would take place which is independent of income. In essence, people 
will consume even if their income levels are zero by borrowing or by dipping into their savings. 
Such consumer spending is known as autonomous consumer spending (more on this on page 35).         

C1 refers to induced consumer spending dependent on the level of current disposable income. It 
is simply the change in consumer spending (∆C) divided by the change in current disposable 
income (∆Yd) i.e. CI gives us the percentage of each additional unit of  a currency earned that 
will be spent on consumption – and is known as the marginal propensity to consume (MPC). 
The MPC is positive, but less than 1 (i.e. C1 <1) , as according to Keynesian theory of 
consumption, consumer spending increases as current disposable income increases, but by less 
than one on one.Essentially, CI (i.e. MPC) quantifies induced consumer spending. 
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Yd refers to the level of current disposable income, where current disposable income is equal to 
personal income (Y) minus net taxes (T = TR - TA). Net taxes (T) refer to direct tax payments 
(TR) by households to the government (which includes income tax, contributions to social 
insurance plans etc.) minus transfer payments (TA) received by households from the 
government. 

Having stated the above, provided below is an example of C1 (i.e. marginal propensity to 
consume) to clarify its meaning.  

Marginal propensity to consume (MPC) is equal to ∆ C/∆Yd i.e. change in consumer spending 
(∆ C) divided by the change in current disposable income (∆Yd). In other words, MPC is the 
ratio of change in consumer spending to the change in current disposable income.  

MPC essentially shows us the portion of additional income that will be used by households to 
spend on goods and services. For example, if MPC is 0.8, this means that 80% of additional 
current disposable income will be spent on goods and services by households. So, if current 
disposable income increases by US$200, consumer spending on goods and services will increase 
by US$160 (80%). Note, consumer spending will increase by less than the increase in current 
disposable income as MPC is positive but less than 1 (for example, here the MPC is 0.8). Please 
refer to page 38 for more on the marginal propensity to consume (MPC).  

Next, another related concept worth knowing is the Average Propensity to Consume (APC), 
which is equal to C/Yd (i.e. consumer spending divided by current disposable income). In other 
words, APC is the ratio of consumer spending to current disposable income. This ratio gives us 
the proportion or fraction of current disposable income that is consumed by households. For 
example if APC is 0.7, this means that 70% of current disposable income is used for consumer 
spending on goods and services.  

According to Keynesian theory of consumption, APC falls as current disposable income of 
households rises or increases (empirical evidence seems to support this). This is because 
generally as the current disposable income of households rises, the proportion of current 
disposable income spent on consumption falls as households tend to save a larger fraction of 
their income. The implication here is that rich households save a higher proportion of their 
incomes than poor households. 

It is important to be aware of the concept of APC due to two reasons: 

First, greater the proportion of income that is consumed by households (i.e. higher the APC) of 
an economy, more adversely will that economy be affected by a fall in household disposable 
incomes.  

For example, a marked fall in household disposable incomes (due to any reason) in an economy 
with a high APC (for example, the US economy, where consumer spending accounts for around 
70% of GDP) could lead to a sharp retrenchment in consumer spending, which in turn could 
result in a serious and protracted economic slowdown or downturn - accompanied by rising 
unemployment.   

Second, higher the APC of an economy (i.e. consumer spending/GDP ratio), more potent or 
powerful are fiscal policy measures (such as a permanent tax cut - which increases disposable 
income of households) likely to be in reinvigorating or reviving economic growth – if the 
economy has recently been witnessing an economic downturn or a recession. 
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This is because if an economy has a high APC, then a permanent tax cut, which increases 
disposable income of households, is likely to boost consumer spending significantly or in a 
marked manner – which in turn will help the economy recover faster from an economic 
downturn or a recession. On the other hand, if an economy has a low APC, then fiscal policy 
measures, such a permanent tax cut, are not likely to be very effective in reinvigorating or 
reviving economic growth as an increase in disposable income of households is unlikely to have 
any significant or marked upside impact on consumer spending.       

Next, having briefly stated the Keynesian consumption function and explained related concepts, 
its important to know that, in reality, current disposable income - though a very important 
determinant of consumer spending (i.e. it has a close relationship with consumer spending) - 
cannot fully explain all the changes in consumer spending, particularly in the short run (i.e. 
generally a period of up to around 3 years). There are other important economic factors too, 
besides changes or variance in current disposable income, that are responsible for changes 
or variance in consumer spending. These factors have been briefly explained later (please refer 
to pages 42 to 52). 

Having stated the above, we would like to turn your attention to the concept of autonomous 
consumer spending (Co), which was very briefly mentioned on page 33, because of its potent 
influence on consumer spending in the short run (particularly in the very short run).       

II. Concept of Autonomous Consumer Spending 

As stated earlier, autonomous consumer spending (Co) is the level of consumer spending that 
would take place which is independent of income. Households need to spend on goods and 
services, even if they don’t earn any income, in order to survive. They may borrow or dip into 
past savings to finance their spending. According to theory, this is the amount of consumption 
that would take place if income is zero.  

While Co is the autonomous component of consumer spending (Co) which is independent of 
current disposable income (Yd), here it also includes or captures factors, other than current 
disposable income, that have an important influence on consumer spending or cause changes in 
the same in the short run (i.e. generally a period of up to around 3 years), particularly in the very 
short run (i.e. generally periods less than one year).  

Some of the most important economic factors included or captured by the term Co are 
consumer confidence, cost and availability of credit, consumer wealth (financial and real assets) 
and level of future or expected disposable income of households (these economic factors have 
been explained briefly later – please refer to pages 42 to 52).   

Having mentioned these economic factors, what we are essentially trying to imply is that one 
should not solely rely on changes in current disposable income to explain changes in consumer 
spending in the short run, particularly in the very short run, as changes in these economic 
factors do play an important role in influencing or explaining changes in consumer spending in 
the short run, particularly in the very short run.  

Infact, disposable incomes of households do not usually change or vary too much in the very 
short run and usually most of the changes or a large part of variation in consumer spending in the 
very short run can be explained by changes in one or more of these key economic factors.  
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In other words, the influence of these economic factors on consumer spending can be 
particularly potent or powerful in the very short run.  

Further, most importantly, unexpected or large changes (positive or negative) in one or more of 
these key economic factors can cause significant or large changes (rise or fall) in consumer 
spending in the very short run that cannot be explained by changes in current disposable income.  

If you were to obtain data on consumer spending and current disposable income for periods 
generally less than a year (for example, for 1-3 quarters including the one for which latest 
official data on these two variables is available), you will usually find that changes in current 
disposable income usually explain very little of the changes in consumer spending in the very 
short run. In other words, the MPC (C1) in the very short run is very low or small, which is 
demonstrative of the powerful influence of the aforesaid economic factors in explaining changes 
in consumer spending in the very short run and also of the fact that current disposable income 
tends to influence consumer spending with a lag. However, as the time span increases (i.e. for 
periods more than a year and up to around 3 years (12 quarters)), changes in current 
disposable income tend to explain more and more of changes in consumer spending. 

Having said this, it must be noted that generally over a longer time period or as the time span 
increases (i.e. for periods more than a year and up to around 3 years) changes in current 
disposable income tends to explain more and more of changes in consumer spending and 
changes in these economic factors (included in the autonomous component of consumer 
spending), though important, tends to explain less and less of changes in consumer spending 
i.e. the influence of these factors on consumer spending, though important, tends to 
diminish gradually. Further, generally for a period of around 3 years (12 quarters), changes in 
current disposable income tends to be the most important or dominant factor that explains 
changes in consumer spending.            

If we were to obtain data on consumer spending and current disposable income for around 3 
years (i.e. around 12 quarters), we would usually find that the MPC (CI) increases significantly 
when compared to the MPC (CI) for the very short run, as changes in current disposable income 
explain much more of the changes in consumer spending over a period of around 3 years (i.e. 
around 12 quarters) i.e. in the short run, when compared to the very short run.  

In the long run, changes in current disposable income tends to explain nearly all of the variance 
or change in consumer spending and the influence of these economic factors (included in the 
autonomous component of consumer spending (Co)) on consumer spending diminishes very 
considerably. In other words, changes in current disposable income tend to explain virtually all 
the changes in consumer spending in the long run.Consequently, long run MPC tends to be 
much higher than short run MPC.  

Next, a very important point worth mentioning here is that the ability or effectiveness of 
macroeconomic policies (i.e. monetary policy and fiscal policy) in bringing about an increase  in 
consumer spending via increase in current disposable income (Note: such policies can be used to 
bring about an increase in disposable incomes of households) depends substantially on the 
behaviour of key economic factors (mentioned on the previous page) that are included or 
captured by the term Co (autonomous component of consumer spending). Let us explain.  
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For example, if policy makers use expansionary fiscal policy (for example, tax cuts) or 
expansionary monetary policy (for example, the central bank reduces its official ‘policy’ rate, 
which usually results in a lowering of domestic interest rates) to increase the current disposable 
income of households (Note: tax cuts increase disposable income of households and reduction in 
domestic interest rates (particularly reduction in mortgage and consumer credit rates) also 
increases disposable income of households as it lowers the average monthly debt servicing or 
payment burden of households and releases more income for consumption purposes), in order to 
boost or increase consumer spending (particularly on consumer durables), but there is a major 
or large negative change in one or more of the key economic factors included in or captured by 
the term Co  (such as a plunge in consumer confidence or sharp fall in the stock market and 
house prices i.e. sharp fall in consumer wealth), then such macroeconomic policies might not 
be effective in boosting or increasing consumer spending (despite the increase in disposable 
income of households, due to these macroeconomic policies). 

Let us take a specific example of a key economic factor - ‘Consumer Confidence’ – to clarify 
this point. If consumer confidence, which is a very valuable leading indicator of the likely 
direction of consumer spending (especially on purchase of ‘big ticket’ items such as consumer 
durables) in the near future, falls precipitously, falters, collapses or dips unexpectedly or sharply, 
due to reasons such as a global financial crisis, rapidly accelerating inflation, rising or surging 
unemployment, uncertain economic outlook, unexpectedly large depreciation of the domestic 
currency, unexpected rise in taxes etc. then households are very likely to curtail their spending 
on goods and services (both currently and in the near future) rather sharply, particularly on 
consumer durables – leading to a sharp retrenchment or plunge in consumer spending.     

In such circumstances, the plunge in consumer spending, due to a precipitous fall or drop 
in consumer confidence, would probably be too powerful to counteract through an increase 
in current disposable income (particularly in the very short run) bought about by either 
expansionary monetary or expansionary fiscal policy (or a combination of both) that seek to 
boost consumer spending and consequently stimulate economic activity.  

In other words, the downside effect of a precipitous fall in consumer confidence on consumer 
spending substantially predominates the upside effect of an increase in current disposable income 
on consumer spending.  

Consequently, an increase in current disposable income, through such policy measures, will 
usually not be able to counter the downturn in consumer spending and in fact may have hardly 
any positive effect on such spending (particularly in the very short run) due to the large fall in 
consumer confidence.       

In essence, the point that we are trying to make is when there is a massive or large negative 
change in one or more key economic factors included in Co (that causes a plunge or large drop in 
consumer spending), expansionary macroeconomic policies (that are used to bring about an 
increase in disposable incomes of households to boost consumer spending) can be rendered 
highly ineffective or virtually powerless in boosting consumer spending, particularly in the very 
short run. In other words, when there is a massive or negative change in one or more key 
economic factors included in Co, an increase in current disposable income, bought about by such 
policy measures, may have hardly any positive effect on consumer spending, particularly in the 
very short run.   
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It might be noted that massive or large negative changes in one or more key economic factors 
included in Co usually occur when the economy has been hit by a massive exogenous shock – 
such as a global financial crisis, global recession, unexpected spurt in oil prices, sharp 
depreciation of the domestic currency due to various reasons, etc. rather than in normal times.    

Having stated the above, there are two points worth mentioning. 

First, when there is a major negative change in one or more key economic factors (included in or 
captured by the term Co) in an economy due to any reason, it usually results in a sharp 
retrenchment or fall in consumer spending in the very short run, despite the best efforts of policy 
makers to boost consumer spending (through bringing about an increase in current disposable 
income of households by expansionary macroeconomic policies). In such situations, consumer 
spending tends to recover in a sustained manner only after a considerable period of time 
(sometimes, even after a few years).This is because a recovery (positive change) in one or more 
key economic factors (included in or captured by the term Co), which positively and potently 
affects consumer spending, tends to take place only gradually after policy makers initiate policies 
and reforms to bring about such a change in these factors (it might be noted that policy measures 
tend to positively impact these factors only after a lag, rather than immediately).    

Second, another point worth noting is that an increase in current disposable income, bought 
about by macroeconomic policy measures, will tend to be saved or largely saved, rather than 
spent by consumers until there is a positive change (recovery) in one or more of these economic 
factors (included or captured by the term Co). An increase in current disposable income usually 
tends to impact consumer spending in a significantly positive manner only after a positive 
change (recovery) in one or more key economic factors (included in or captured by the term Co) 
takes place, as consumers tend to feel more secure and optimistic about the future.    

Due to these aforesaid (first and second) reasons, policy makers can find it extremely 
challenging to boost consumer spending in the very short run when a there is a major negative 
change in one or more key economic factors (included in or captured by the term Co). 
Consequently, consumer spending tends to fall sharply in the very short run, which in turn leads 
to a marked fall in aggregate output (and probably inflation too).         

III. Marginal Propensity to Consume (MPC) and the Multiplier 

Having briefly explained the concept of autonomous consumer spending, let us return back to the 
concept of marginal propensity to consume (MPC) - due to its importance in the expansion and 
contraction of economic activity (GDP) in an economy. Before we explain the relationship 
between MPC and GDP of an economy, we would like to mention an important point: 

The value or size of MPC varies significantly across economies. For example, the US economy 
has a relatively high MPC when compared to China.This means that US households consume a 
relatively higher percentage of increase in their disposable incomes, when compared to Chinese 
households. 

Relationship of MPC and GDP of an economy 

The value or size of MPC of an economy has very important implications for the size of change 
in its GDP. Larger the value or size of MPC of an economy, greater will be the ultimate increase 
in demand and consequently larger will be the increase in its GDP.  
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On the other hand, smaller the value or size of MPC of an economy, smaller will be the 
ultimate increase in demand and consequently lower will be the increase in its GDP.Why is this 
so? Let us explain. 

There is a concept known as the multiplier which measures the ultimate change in  aggregate 
output (GDP) of an economy caused by a change in an autonomous expenditure (for example, a 
change in autonomous consumer spending, autonomous investment expenditure, or government 
spending (part of fiscal policy) – which is taken as autonomous i.e. determined only by policy 
decisions). Larger the size or value of the multiplier, larger will be the ultimate change in 
GDP as a result of a change in an autonomous expenditure - such as a change in autonomous 
consumption expenditure or autonomous investment expenditure or government 
expenditure.  

Having stated the above, higher the value or size of MPC of an economy, larger will be the size 
or value of the multiplier and consequently larger will be the ultimate change in GDP as a result 
of a change in an autonomous expenditure. On the other hand, lower the value or size of MPC 
of an economy, lower will be the size or value of the multiplier and consequently lower will be 
the ultimate change in GDP as a result of a change in an autonomous expenditure. 

As a result of what has just been stated, countries with a relatively higher MPC are likely to 
witness a higher increase in GDP (as a result of an increase in an autonomous expenditure) than 
countries with a relatively lower MPC, due to a relatively higher multiplier. 

The problem with an economy having a low MPC is that even a large increase in an autonomous 
expenditure would probably result in a small or even insignificant increase in GDP – due to the 
small size or value of the multiplier. On the other hand, in an economy with a high MPC, 
even a small increase in an autonomous expenditure would probably result in significant increase 
in GDP – due to the big size or value of the multiplier. 

Having stated the above, given below is the formula for the Simple Multiplier:  

Multiplier = 1/1-MPC or Multiplier = 1/1-C1 
(MPC is denoted as CI here) 

If the MPC is 0.6, the size of the multiplier is 2.5 

If the MPC is 0.8, the size of the multiplier is 5. 

It is evident from the above formula that higher the size or value of MPC, higher will be the size 
or value of the multiplier.  

Next, the change in GDP as a result of change in an autonomous expenditure can be 
calculated as: 

∆Y= ∆D X 1/1-MPC 

Where ∆Y refers to change in GDP, ∆D refers to change in an autonomous expenditure and    
1/1-MPC refers to the multiplier.  

The aforesaid equation means: 

Change in GDP = change in an autonomous expenditure multiplied by the multiplier.   
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Having stated the above, given below is an example which will clarify the relationship 
between MPC and GDP of an economy.                           

The above formula gives the ultimate change in GDP which is some multiple of a change in an 
autonomous expenditure.  

For example, if there is a US$100 billion increase in an autonomous expenditure (for example, 
autonomous investment expenditure) in an economy, then the aggregate output or GDP will 
ultimately increase by US$250 billion if the size or value of the multiplier is 2.5 (MPC = 0.6). 
Whereas, if the size or value of the multiplier is much larger at 5 (MPC = 0.8), then a US$ 
100 billion increase in an autonomous expenditure (for example, autonomous investment 
expenditure) will ultimately increase aggregate output or GDP by US$500 billion.  

From the aforesaid example, it is clear or evident that higher (smaller) the MPC, higher 
(smaller) will be the multiplier and consequently higher (smaller) will be the ultimate 
increase in aggregate output or GDP consequent upon an increase in an autonomous 
expenditure. 

In essence, it is evident from the aforesaid example that how much aggregate output or GDP will 
ultimately increase – due to a permanent increase in an autonomous expenditure – depends on 
the size or value of the multiplier (which in turn depends crucially on the size or value of 
the MPC).  

The purpose behind stating the above was to clarify the basic relationship between MPC 
and GDP of an economy and to introduce you to the concept of the ‘Multiplier’ (i.e. ‘Simple 
Multiplier’). After grasping these fundamentals, let’s know what happens in reality.   
In reality, the size or value of the multiplier (and consequently the multiple increase in GDP 
due to an increase in an autonomous expenditure) does not depend only on the size or value of 
the MPC (though the size or value of MPC is a very important factor in determining the size or 
value of the multiplier), but also depends on: 

 Income Tax (t) 

 Marginal Propensity to Invest (I1) – gives us the proportion of additional income that will be 
used for investment i.e. it is the ratio of change in investment to change in income.   

 Marginal Propensity to Import (B) - gives us the increase (decrease) in import spending with 
each unit increase (decrease) in disposable income.   

Having stated the above, it might be noted that Income tax (t) and marginal propensity to 
import (B) reduce the size or value of the multiplier and consequently reduce the multiplier 
effect of an increase in any autonomous expenditure on GDP – resulting in ultimately a lower 
increase in GDP (when compared to the earlier example - where there was no income tax 
or marginal propensity to import). On the other hand, marginal propensity to invest 
increases the size or value of the multiplier. 

If we include income tax (t), marginal propensity to import (B) and marginal propensity to 
invest (I1) in the formula for the ‘Simple Multiplier’ given on page 39, we arrive at the 
following formula:  

Multiplier = 1/[1 – C1(1-t) –I1 + B] 
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Instead of: Simple Multiplier = 1/1-CI   

Example 

When the MPC was 0.8, the size or value of the multiplier was 5 (as stated on page 39) – using 
the formula for the ‘Simple Multiplier.’ 
Now let us calculate the size or value of the multiplier using the new formula. 

Let MPC (CI) = 0.8, income tax (t) = 0.20, marginal propensity to import (B) = 0.30 and 
marginal propensity to invest (I1) = 0.1  
Inputting the values of the aforesaid coefficients into the new formula of the multiplier: 
Multiplier = 1/[1 – C1(1-t) –I1 + B] 
Multiplier =1/[1 – 0.8(1-0.20) – 0.1 + 0.30]    
Multiplier = 1/0.56 = 1.79 

In the aforesaid example, the size or value of the multiplier is only 1.79 (when compared to 5 
earlier).Therefore, an increase in an autonomous expenditure of US$100 billion will ultimately 
increase aggregate output or GDP by only US$179 billion (instead of US$500 billion). 

This example just goes to demonstrate that the size or the value of the multiplier can be 
substantially lowered or reduced (from 5 to 1.79), due to income tax and marginal propensity to 
import, and that the size or value of the multiplier does not only depend on the MPC. Further, a 
very interesting point to note from this example is that income tax and the marginal 
propensity to import lower the value of the multiplier very significantly, despite a very high 
value of the MPC (0.8). Therefore, even if countries have a high average MPC, the size of the 
multiplier can be considerably dampened due to income taxes and marginal propensity to import. 
Higher the income tax and higher the marginal propensity to import, more the size or value of the 
multiplier will be reduced i.e. lower will be the multiplier.    

The implication here is that one must take into account not only the size of the average 
MPC of an economy, but also take into account the rate of income tax and marginal propensity 
to import of an economy, in order to assess the ultimate increase in aggregate output or GDP 
consequent upon an increase in an autonomous expenditure. 

Income tax reduces the size of the multiplier because it reduces the fraction of an additional unit 
(for example, a dollar) of disposable income that is consumed (i.e. it lowers the MPC).The 
marginal propensity to import also lowers the value of the multiplier, as an additional unit (for 
example, a dollar) of disposable income induces households’ to spend more not only on 
domestically produced output, but also on imports – which is a leakage from the circular flow 
of domestic economic activity as it represents expenditure on output produced abroad, 
rather than domestically.  

The marginal propensity to invest, on the other hand, increases the size of the multiplier as an 
increase in the same represents an increase in induced investment expenditure i.e. a larger 
fraction of an additional unit (for example, a dollar) of income will be invested – which is 
an additional injection into the circular flow of domestic economic activity.   

Other factors that reduce the size or value of the Multiplier 

In reality, there are two other important factors that also that reduce the size or value of the 
multiplier.  
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First, until now in the aforesaid examples the implicit assumption was that the price level 
remains unchanged. However, in reality, prices do rise as a result of an increase in aggregate 
demand - bought about by an increase in an autonomous expenditure. Consequently, the 
ultimate increase in aggregate output or GDP, due to an increase in an autonomous expenditure, 
tends to be smaller than what has been stated in the aforesaid examples.   

Second, if there is an increase in autonomous expenditure in the form of increased government 
expenditure that is funded by market borrowing (i.e. via issue of government bonds), then this 
could lead to a marked rise in domestic interest rates (due to the government competing with 
firms in the private sector for loanable funds) that may significantly dampen or ‘crowd’ out 
private investment by the private sector. Consequently, the multiplier effect of an increase in 
government expenditure (i.e. which is an autonomous expenditure, as we assume it is policy 
determined) on aggregate output or GDP could be significantly lower, small or even insignificant 
– resulting in a significantly lower, small or even an insignificant ultimate increase in aggregate 
output or GDP.  

Having stated the above, now let us turn to the key economic determinants of consumer 
spending.   

IV. Determinants of Consumer Spending 

The five key economic determinants of consumer spending are current disposable income, 
future expected disposable income, cost and availability of credit, consumer confidence and 
consumer wealth. 

Current disposable income: is the primary or main determinant of consumer spending. 
Households receive disposable income, which is gross income (total income from all sources) 
less direct taxes.These taxes include income tax, national insurance contributions and in 
some countries even council taxes. 

The current disposable income that households receive is the income left after payment of direct 
taxes and is a common measure to describe the economic well-being of households (as it defines 
the spending power of households or their ability to spend on consumer durable and non-durable 
goods and services in an economy and to save for other purposes such as investment, future 
consumption, payment of interest etc.). It might be noted that when we refer to current 
disposable income, we are referring to real current disposable income (i.e. disposable income 
adjusted for inflation).    

Having stated the above, its important to know that households receive income from various 
sources of which income from employment (including self-employment) is the dominant source 
(comprising wages, salaries and employee benefits i.e. i.e. the compensation received by all paid 
employees)– accounting anywhere between 55-75% of gross income of households. 
Consequently, changes in earned or labour income deserve our greatest attention. The rest 
is accounted for by the non-wage component of income comprising investments (example, 
interest income on bank deposits, interest and dividend income from investments in bond and 
stock markets, income from rent etc), annuities and pensions, social security benefits (ex. child 
benefit, income support, pension credit etc) and other sources of non-earned incomes.  

In many countries, social security benefits from the government are the largest source of non-
wage component of gross income of households.  
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The important point to note here is the pivotal role played by the labour market (due to the 
dominant share of earned income in gross income of households, as mentioned above) in 
consumer spending and economic growth in an economy. 

A strong labour market tends to lead to higher growth in earnings from employment, which 
bolsters consumer confidence and encourages borrowing and consumer spending.  

Banks/financial institutions i.e. lenders too are usually more willing to lend to households (which 
increases their ability to splurge on goods and services, particularly on ‘big ticket’ items such as 
consumer durables) when the unemployment rate is low or rapidly falling and economic 
expansion is leading to faster creation of jobs i.e. when the labour market is strong or robust. A 
robust labor market, due to its positive impact on growth of earnings from employment, 
availability of credit, house prices and stock prices, tends to boost consumer spending in a potent 
manner.                                                         

On the other hand, in a milieu of escalating unemployment (due to an economic slowdown) i.e. 
where the labour market worsens progressively, downward pressure on earnings from 
employment tend to dampen consumer spending. Further, in such a milieu, asset prices (house 
prices) also tend to fall and consequently adversely affect certain non- wage components of 
income – such as interest and divided income – which in turn tend to have a restraining effect on 
consumer spending. Moreover, rising job insecurity (due to escalating unemployment) and 
pessimism about future expected disposable incomes due to the economic downturn, tend to 
amplify the effect of the downward pressure of earnings from employment on consumer 
spending, leading to a much sharper fall in consumer spending than what can be explained by 
disposable income (current).     

An important point worth mentioning here is that when disposable income of households fall, 
due to an economic downturn, households tend to focus on rebuilding their savings and/or retire 
outstanding debt, particularly when there is lack of sufficient availability of credit to tide over 
difficult times. Consequently, these factors also amplify the downside effect of falling disposable 
incomes (mainly due to fall in earnings from employment) on consumer spending, leading to a 
much sharper fall in consumer spending than what can be explained by disposable income 
(current).  

Having stated the above, with reference to consumer spending, the key point to note is that it is 
earnings from employment that take precedence over the non-wage component of gross income 
of households,’ due to its dominant share in gross income of households and also because such 
earnings go directly (usually monthly) into the bank account or wallets of those who are working 
and gives them the confidence to spend out of other sources (i.e. non-wage sources) of income. If 
earnings from employment are falling, due to an economic downturn, households would tend to 
restrict their spending out of other sources (i.e. non-wage sources) of income.    

Next, an increase in taxes reduces current disposable income at all levels of income and 
adversely affects consumer spending, while a decrease in taxes increases current disposable 
income at all levels of income and positively affects consumer spending. 

Having stated the above, it’s important to distinguish between a permanent and temporary 
reduction in taxes. A permanent change in tax rates has a larger impact or influence on consumer 
spending than a temporary one.  
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For example, a permanent reduction in taxes, such as a permanent reduction in income tax or 
some lump-sum tax or tax rebate, is likely to have a larger or higher positive impact on consumer 
spending than a temporary reduction in the same. If the government makes a temporary tax cut, 
then over a one year time horizon the positive impact of such a cut on consumer spending will be 
much less than a permanent tax cut, as households know that the increase in disposable income 
arising out of the temporary tax cut is only temporary in nature.  

Consequently, most of the increase in current disposable income, due to the temporary tax cut, 
is likely to be saved, rather than spent on consumption i.e. effect of a temporary tax cut on 
consumer spending is likely to be negligible and temporary. 

On the other hand, a permanent tax cut is likely to have a larger or higher positive impact on 
consumer spending, as it not only increases current disposable income but also expected future 
disposable income. In other words, households know that the increase in disposable income 
arising out of the permanent tax cut is permanent in nature. Consequently, the increase in 
disposable income, due to the permanent tax cut, is likely to be largely spent on consumption   
i.e. effect of a permanent tax cut on consumer spending is likely to be significant and 
permanent.  

Two points are worth mentioning here with reference to tax cuts 

First, an important point worth mentioning here is that if an economy is undergoing a protracted 
economic slowdown and policy makers wish to kick start an economic recovery through 
boosting consumer spending by a tax cut or rebate, then a permanent tax cut is likely to be a 
more potent policy measure to kick start economic recovery, than a temporary one, due to its 
larger or more powerful impact on consumer spending. 

Second, generally if households are more optimistic about the economic outlook, they are likely 
to spend a larger proportion of any tax cut on goods and services (ofcourse, if the tax cut is 
permanent, the impact on consumer spending will be larger).   

Turning to the impact of inflation on current disposable incomes – if in an economy, 
inflation is rising faster than the rise in nominal wages and salaries of people employed, then this 
usually means that current disposable incomes are falling (i.e. real current disposable incomes 
are falling), which in turn will dampen or adversely affect consumer spending, particularly on 
consumer durables. This is because a fall in current disposable incomes tends to presage a fall in 
consumer spending. The main squeeze on household incomes (and consequently current 
disposable incomes) usually comes from inflation rising faster than the rise in earnings from 
employment (i.e. nominal wages and salaries). 

On the other hand, if inflation is rising more slowly than the rise in nominal wages and salaries 
of people employed (i.e. earnings from employment) in an economy, then this usually means that 
current disposable incomes are rising (i.e. real current disposable incomes are rising) – which in 
turn will boost consumer spending, particularly on consumer durables.       

Lastly, a point worth mentioning is that healthy growth of current disposable incomes of 
households in an economy not operating close to full capacity is viewed favorably by stock 
markets, as it tends to spurs more consumption, private investment and increases corporate 
profits.  
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Further, in such an economy, a healthy growth of current disposable incomes, by spurring 
economic activity, puts upward pressure on domestic interest rates - which makes domestic 
assets more attractive to foreign investors in search of higher returns on their investments. 
Consequently, the economy may witness considerable or substantial inflow of capital from 
abroad. 

Future Expected Disposable Income: consumers base their decisions to spend not only on the 
basis of current disposable income, wealth etc. but also on the basis of future expected 
disposable income.In other words, expectations play an important role in decisions pertaining to 
consumption spending. 

If future expected disposable income is expected to be higher than current disposable income, 
then consumers will consume more today for a given level of current disposable 
income.Consequently, consumer spending will rise. 

On the other hand, if consumers are pessimistic about their future expected disposable incomes, 
due to factors such as an economic slowdown or an impending economic slowdown, rising 
unemployment, accelerating inflation etc. then consumers will consume less today for a given 
level of current disposable income and save more. Consequently, consumer spending will fall.        

Having stated the above, consumers base their expectations about future expected disposable 
income on factors such as employment prospects, outlook of the economy in the short run, 
expected real earnings growth (from employment) and wealth. If consumers are optimistic about 
their job prospects, outlook of the economy in the short run, expected real earnings growth (i.e. 
earnings growth adjusted for inflation) and rise in value of assets (i.e. consumer wealth), then 
this will give rise to expectations of higher future disposable incomes and consequently, 
consumers will consume more today for a given level of current disposable income.  

On the other hand, if consumers are pessimistic about these factors, then this will give rise to 
expectations of lower future expected disposable incomes and consequently, consumers will 
consume less today for a given level of current disposable income. 

Lastly, with reference to disposable income of households, a very important point needs to be 
mentioned. In addition to current disposable income and future expected disposable income, 
consumers also tend to take into account their average disposable incomes in the recent past (1-3 
years) while deciding on how much they wish to spend on consumption (i.e. spend on goods and 
services).  

Cost and availability of credit: In an era of increasing financial liberalization and deregulation 
with reference to borrowing and interest rates, sole reliance on changes in current disposable 
income to explain changes in consumer spending in the short run, particularly in the very short 
run is inadequate, as changes in the cost and availability of credit have an important on 
consumer spending and changes in the same. 

First, turning to cost of credit, the same exerts a potent influence on consumer spending 
through two channels: cost of servicing debt on outstanding mortgages and loans or borrowing 
against property, and demand for consumer credit to spend on ‘big-ticket’ items such as 
consumer durables (which typically involve borrowing and are therefore, ‘interest sensitive’ 
components of consumer spending, as opposed to spending on necessities such as food etc. that 
are not really ‘interest sensitive.’ 
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A fall or decline in the cost of credit boosts consumer spending in various ways. 

First, a fall or decline in interest rates (such as fall or decline in mortgage rates, interest rates on 
loans or borrowing against property and consumer credit rates) reduces the monthly debt 
servicing liability of households on mortgage credit, loans or borrowing against property and 
consumer credit and consequently releases more money that can be spent for consumption 
purposes.  

In essence, monthly debt servicing liability on the aforesaid types of credit usually constitute a 
significant percentage (which varies from economy to economy) of the disposable income of 
households and a fall or decline in interest rates would release more money for consumption 
purposes, which will lead to higher consumer spending at every level of current disposable 
income.  

Second, a fall or decline in interest rates induces households’ to borrow more to spend, 
particularly on consumer durables, due to lower burden of repayment out of their monthly 
disposable incomes. In other words, declining or falling interest rates make such purchases 
more affordable for households. Consequently they increase their spending, particularly on 
consumer durables.    

Third, a fall or decline mortgage rates, for example, tends to boost house prices. Rising house 
prices enables households who own property to borrow more against the rising value of their 
property. With more cash in hand or at disposal, due to increased borrowing against property, 
households tend to feel richer and consequently tend to increase their spending, particularly on 
consumer durables.  

Fourth, a fall or decline in mortgage rates encourages many households to refinance their 
mortgages at lower rates, resulting in a lower monthly mortgage payment, which tends to boost 
their spending, particularly on consumer durables.  

Fifth, declining or low interest rates tend to boost the stock market i.e. tends to boost stock 
prices which encourages higher consumer spending, as households’ witness an increase in the 
value of their wealth. 

Sixth, declining or falling interest rates tend to boost consumer confidence, which induces 
households to spend more now and save less. However, for households to spend more now, due 
to declining or falling interest rates, the economy must be on an expansion path and the current 
state of the economy should give rise to an optimistic near term economic outlook.     

Seventh, declining or falling interest rates tend to stimulate private investment. Higher private 
investment leads to higher output, employment and incomes, which in turn tends to boost 
consumer spending. More people in employment bolsters consumer confidence, which is a key 
driver of consumer spending.  

Eighth, when interest rates decline or fall, it tends to have a positive effect on consumer 
spending as usually credit availability rises.  
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On the other hand, a rise in interest rates (i.e. a rise in the cost of credit) adversely impacts 
consumer spending, as it increases the debt servicing burden of households, makes borrowing for 
purchase of consumer durables in particular more unattractive, results in a fall in house prices 
(which in turn lowers or reduces the amount households can borrow against property for 
consumption purposes), dampens stock markets (which lowers consumer wealth), lowers 
consumer confidence and leads to a drop in private investment, output, employment and incomes 
(which in turn dampens consumer spending). Further, rising interest rates encourage households 
to save, rather than spend.    

Having stated the above, a few points are worth keeping in mind with reference to cost of 
credit.  

First, it must be stated that while declining or falling interest rates (i.e. cost of credit) tend to 
exert a powerful influence on consumer spending, yet declining or falling interest rates, such as 
falling mortgage rates, loan rates against property and consumer credit rates, will only tend to 
boost consumer spending (particularly on consumer durables) in a significant manner if 
households are optimistic about job security, economic outlook, expected growth in real 
disposable incomes and if there is easy availability of credit and asset prices (such as house 
prices and stock prices) are rising.  

On the other hand, if the economic backdrop is highly dismal, unemployment is mounting, 
banks/financial institutions are reluctant to provide adequate credit to households, asset prices 
are falling and households are pessimistic about expected growth in real disposable incomes, 
then even a precipitous decline in interest rates would usually not impact consumer spending in 
any tangible or significant manner. On the contrary, due to such negative economic 
developments, consumers will tend to retrench sharply on their consumption spending, 
particularly on consumer durables, and will try to enhance their savings even if there is a 
precipitous or sharp decline in interest rates (i.e. sharp fall in the cost of credit).      

Second, the downside effect of a rise in the cost of credit on consumer spending, particularly on 
consumer durables, is amplified by factors such as slowing income growth, falling house prices 
and stock prices, high and rising inflation and pessimism about expected future incomes. 

Third, a change (rise or fall) in the official ‘policy’ rate of a central bank tends to have a direct 
influence on short term interest rates (and indirect influence on long term interest rates) in 
normal times. For example, a rise (fall) in the official ‘policy’ rate of a central bank is likely to 
result in a rise (fall) in interest rates charged by lenders (banks/financial institutions) on 
mortgage credit, loans against property and consumer credit and other types of credit in normal 
times, which in turn adversely (positively) affects consumer spending, particularly on 
consumer durables. This is an example of how changes in monetary policy can affect consumer 
spending in an economy. 
 
Turning to availability of credit, easy availability of credit, such as loans against property and 
consumer credit tends to increase consumer spending, particularly on consumer durables 
(furniture, household appliances, cars etc.) at every level of current disposable income in an 
expanding economy.  
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While curtailment of credit (by lenders i.e. banks/financial institutions) tends to reduce 
consumer spending, particularly on consumer durables, at every level of current disposable 
income.   

The more flexible forms of financing that lenders (banks/financial institutions) are able to offer 
to households for the purpose of spending on goods and services, and more easily households are 
able to borrow against the value of their assets (property, stocks gold, etc.) or have easier 
recourse to consumer credit in an economy, more pronounced is the effect of availability of 
credit on consumer spending.Generally, there are more flexible forms of financing and easier 
recourse to loans against assets (particularly property) and consumer credit in developed 
economies, when compared to emerging economies.  

Having stated the above, a few points are worth mentioning. 

First, the downside effect of restrictive or tight credit conditions on consumer spending, 
particularly on consumer durables, may be amplified by a fall in asset prices (particularly a fall 
in house prices). 

On the other hand, the upside effect of easy availability of credit on consumer spending, 
particularly on consumer durables, may be amplified by a rise in asset prices (particularly a rise 
in house prices).    

Second, households generally are able to borrow more easily and larger amounts from 
banks/financial institutions when the economy is expanding rapidly and asset prices (particularly 
house prices) are rising too, which in turn enables them to spend more on consumption, 
particularly on consumer durables. 

On the other hand, banks/financial institutions tend to restrict the availability of credit when the 
economy is experiencing an economic downturn or recession and when asset prices (particularly 
house prices) are falling. In such situations, the fall in consumer spending tends to be 
particularly sharp and a fall in current disposable income cannot actually or really account for the 
marked fall or drop in consumer spending (as it has more to do with the lack of sufficient 
availability of credit).  

In a financial crisis, banks/financial institutions tend to become very highly reluctant or very 
stringent in making credit available to households,’ as a result of which consumer spending tends 
to fall dramatically at every level of current disposable income. The reason for such reluctance is 
that a financial crisis usually results in a marked fall in asset prices, rising unemployment and 
falling incomes (and gives rise to expectations of an economic downturn) which in turn increases 
the probability of bad debts i.e. banks fear that a rising number of households will not be able to 
service their outstanding debt due to these factors.  

Third, an economy where there is easier recourse to credit (mortgage and consumer credit) due 
to greater financial liberalization and deregulation, households’ tend to spend more on 
consumption (if the economy is expanding and the economic outlook is positive) also because 
they need to save less out of their current disposable income for a rainy day – termed as 
precautionary saving, as they can borrow more easily at competitive rates from banks/financial 
institutions and with more flexible options to tide over a temporary crisis or uncertainty. Such 
economies typically tend to be developed economies, though the emerging economies are 
catching up fast in terms of such liberalization.  
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Following financial liberalization, economies usually witness a fall in the household savings 
ratio (if the economy is expanding and the economic outlook is positive) and rising consumer 
spending, due to easier availability of credit.   

Fourth: in a scenario of a severe lack of availability of credit (for example, due to a financial 
crisis) coupled with surging unemployment (due to an economic slowdown), households’ are 
likely to save more for precautionary reasons for a considerable period of time. As a result, sales 
of cars and other consumer durables are likely to be particularly adversely affected or hit for an 
extended period of time Further, if severe lack of availability of credit and surging 
unemployment (due to an economic slowdown) is accompanied by high levels of existing 
household debt (as a percentage (%) of household disposable income), due to excessive loans 
having being taken by households in the recent past to fund consumption, retrenchment in 
household spending on cars and other consumer durables is likely to be particularly dramatic – 
which is likely to make economic recovery even more challenging. 

Fifth, monetary and fiscal policies can have a  powerful influence on household demand for 
goods and services, however, such policies are often subject to variable time-lags i.e. such 
policies tend to affect consumer spending with a lag, rather than immediately. Monetary 
policy tends to have a shorter lag than fiscal policy.  

Monetary policy affects consumer spending through influencing cost and availability of credit 
and fiscal policy affects consumer spending through changes in government expenditure and/or 
taxes.   

Consumer Confidence: consumer spending thrives in an economy when households are 
confident (as captured by the Consumer Confidence Index or Indices of any economy) and 
optimistic about their job prospects, economic outlook (predicated on sustained economic 
expansion in the recent past), growth in current and expected real disposable incomes (disposable 
incomes adjusted for inflation) and personal finances and when there is low and stable inflation, 
and low cost and easy availability of credit. Further, if consumer confidence is robust, it’s likely 
that households’ will continue to spend in the near future and make major spending 
commitments on items such as cars and other consumer durables, luxuries etc. and consequently 
will tend to borrow more to purchase the same. 

This in turn has positive implications for economic activity or output and employment generation 
in the short-run, as firms are likely to expand production and increase their investment spending - 
to cater to buoyant consumer spending/demand (which is expected to continue in the future also) 
- and hire more labour to produce goods and services.   

On the other hand, a dramatic unfavorable change in any of the aforesaid factors, such a high 
and volatile inflation or soaring unemployment or high cost of credit or an highly adverse change 
in any combination of such factors is likely to lead to a marked fall in consumer confidence, 
which in turn could result in a sharp retrenchment or fall in consumer spending. Falling 
consumer spending in turn could lead to production cut-backs, rising unemployment, sharp fall 
in private investment and a protracted economic slowdown or downturn, or even a recession.    

The aforesaid factors (mentioned in the first paragraph) play a pivotal role or are the main 
determinants of Consumer Confidence – which is a key driver of consumer spending.  
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Consumer confidence is measured through the Consumer Confidence Index (CCI), which is a 
monthly index (based on survey of households by one or more organizations in most economies) 
and is a very valuable leading indicator of the likely direction of consumer spending (especially 
on purchase of ‘big ticket’ items such as consumer durables) and the economy in the near future 
(i.e. over several months or coming quarters).  

The CCI provides invaluable insights into underlying and prevailing sentiments and views of 
households’ with reference to employment prospects, personal finances and outlook on the 
economy, and therefore, provide an indication of the likely direction of consumer spending in the 
near future (i.e. over several months or coming quarters). If the CCI suggests that consumer 
confidence is low, policy makers can respond accordingly to stimulate consumer demand and the 
economy (through various policy instruments – such as expansionary monetary policy and fiscal 
policy). On the other hand, if the CCI suggests that consumer confidence is high, policy makers 
can accordingly prevent consumer demand and the economy from growing too rapidly (through 
various policy instruments – such as contractionary monetary policy and fiscal policy). 

Having stated the above, it must be noted that monthly CCI can be volatile and subject to wild 
swings, due to the influence of factors such as bad weather, seasonal factors and unanticipated 
developments such as surging inflation, financial crisis, wars, natural disasters, oil crisis or any 
other exogenous shock to the economy, terrorist attack etc. on consumer confidence.  

Therefore, it’s advisable to focus on quarterly and the previous 12 month movements in the CCI, 
rather than on monthly movements in the same, to gauge the underlying trend or changes in 
consumer confidence and the outlook for the same in the near future i.e. it’s the underlying trend 
in consumer confidence or sentiment (i.e. CCI) that is of significance, rather than the CCI of any 
one month - which can be unduly influenced by the aforesaid factors. Further, due to monthly 
volatility of the CCI, it will usually not provide a very accurate forecast of changes in consumer 
spending on a month to month basis. However, the CCI is a valuable leading indicator of the 
likely direction of consumer spending over time (i.e. over several months or coming quarters), as 
changes in CCI tend to be related to changes in consumer spending over time (i.e. over several 
months or coming quarters).  

An example of a famous or highly regarded consumer confidence index is the Consumer 
Confidence Index (CCI) prepared by Conference Board in the US. It is widely regarded as a key 
economic indicator there. The other measure of consumer confidence in the US is Consumer 
Sentiment Index prepared by the University of Michigan (US). Likewise, many other countries 
too have organizations (such as GFK NOP) that prepare CCI based on Surveys. For example, in 
the UK, monthly CCI based on surveys are prepared by two organizations - GFK NOP, and 
Nationwide. 

Consumer Wealth: refers to financial assets (stocks, bonds and other financial assets) and real 
assets (residential property or housing, gold etc.) of households in an economy. 
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Suppose there is a significant and sustained appreciation in stock prices and/or  property or real 
estate prices or gold prices  in an economy - which causes an increase in household wealth -  
and people expect such a trend to continue in the near future or in the short run, then such 
positive expectations may spur people to increase their consumer spending in the current period 
and in the near future more than what their disposable incomes would sensibly allow - due to 
increased confidence about the future of their personal finances and  the economic outlook of the 
country and because people are likely to be able to borrow more from banks/financial institutions 
against the rising value of their assets (mainly loan against stocks, property or housing and gold) 
to splurge, particularly on consumer durable goods - which typically involves borrowing.  

Prior to the recent global financial crisis (2007-2009), such a positive ‘wealth’ effect was 
particularly pronounced in the US, UK and in some developed countries in the Eurozone. Among 
many emerging economies too, the positive ‘wealth’ effect on consumer spending has been on 
the ascendant or rise in recent times, due to increasing market orientation of these economies, 
households in these economies increasing their investments in stock markets and property, 
lenders/banks becoming more willing to provide loans to households’ against the rising value of 
their assets(to fund consumer spending) and large increases in property or house prices (higher 
than the general rate of inflation) that encourage households’ to borrow more against property. 

On the other hand, a collapse of the stock market or a crash (i.e. dramatic fall) in house prices - 
which causes a  significant decrease in household wealth (as happened in the US, UK and in 
many other developed countries during the recent global financial crisis (2007-2009)) - can lead 
to a sharp retrenchment or drop in consumer spending in the current period and in the near future 
(that cannot really be explained by changes (fall) in disposable incomes) because people become 
less confident about the future of their personal finances and the economic outlook of the 
country.  

Further, when asset prices witness a large or a marked fall or they fall rapidly, lenders/banks tend 
to restrict the availability of credit (and hike its cost) to households, due to fear of rising defaults 
on repayment of loans, which also tends to adversely affect consumer spending in a big way. 

It might be noted that the effect of a large or marked fall in the value of assets owned by 
households will possibly have a greater dampening effect on consumer spending if the 
availability of credit is severely constrained. 

From the above you can possibly infer that a positive or a negative ‘wealth effect’ on consumer 
spending can be substantial in the short run, particularly in the very short run, and changes in 
disposable incomes cannot really explain such marked changes in consumer spending in the 
short run, particularly in the very short run.       

Five points are worth mentioning here: 

First, a person who is wealthier is expected to consume more of his income, as the imperative to 
save for the future is less than a person who is not as wealthy.  

Second, in an economy where households have greater wealth in the form of financial and real 
assets, more consumer spending is encouraged at every income level. Consequently, the 
‘wealth’ effect is more powerful or pronounced.  
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Third, monitoring of house prices and stock prices in particular and large or marked changes 
(rise or fall) in the same is very important, due to their powerful influence on consumer spending 
in the short run, particularly in the very short run, and as large or marked changes (rise or fall) 
in the prices of these assets have a substantial influence on the ability of households to borrow 
from banks/financial institutions.    

Fourth, unless there are large or marked changes (rise or fall) in consumer wealth (as a result of 
a large or marked change (rise or fall) in the price of assets owned by households – particularly 
house prices and stock prices), changes (rise or fall) in earned incomes (i.e. labour incomes) tend 
to have a more immediate and potent effect on consumer spending - when compared to 
consumer wealth.  

Fifth, unless there are large or marked changes (rise or fall) in consumer wealth (as a result of a 
large or marked change (rise or fall) in the price of assets owned by households – particularly 
house prices and stock prices), the positive (or negative) effect of a small rise (or fall) in 
consumer wealth on consumer spending takes time to play out i.e. small changes (rise or fall) in 
consumer wealth tend to affect consumer spending with a lag, rather than immediately.  

                                                           
End of this module 
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Private Investment 
The focus of this module is on Private Investment (I) - usually known as Gross Private 
Domestic Investment (GPDI) or generally called business spending - which is another key 
component of aggregate demand. It might be noted at the outset that while private investment 
affects both the demand and supply side of an economy, the focus here is mainly on private 
investment as a component of aggregate demand.  

Private investment (I) plays a pivotal role in macroeconomic activity, as it is a major source 
of demand for output and an important driving force behind short run fluctuations in economic 
activity in an economy. Further, it is also one of the main determinants of long run economic 
growth in an economy. An increase in investment spending by firms boosts GDP in the short run 
(as it affects aggregate demand) and also adds to the productive capacity (i.e.supply side) of the 
economy – which enhances long run economic growth, increases employment and helps keep 
inflation in check (through an increased supply of output to meet demand for the same). 

Increasing share of private investment in GDP (i.e. private investment as a percentage (%) of 
GDP) of a growing economy enhances the productive capacity of that economy, which is 
expected to lead to a more sustained expansion of output in the long run. Therefore, 
macroeconomic policies in an economy should be designed to encourage more investment 
spending by the private sector.  

Next, before stating the broad categories (3) of private investment (I) and its varied facets, it 
should be known that private investment, though typically much smaller than consumer 
expenditure as a percentage (%) of GDP, is the most volatile and unstable component of 
aggregate demand in the short run and varies considerably over the business cycle. In 
other words, usually during economic booms (i.e. periods of very strong GDP growth) private 
investment tends to rise sharply and grow more rapidly than GDP. On the other hand, in 
economic downturns (i.e. periods of falling GDP growth) private investment tends to decline 
rapidly and fall more sharply than GDP. Essentially, private investment fluctuates sharply 
over the business cycle, making it the most volatile component of aggregate demand. 

It might be noted that most recessions originate as a result of a plunge or collapse in private 
investment.  

The reason why private investment is so volatile, leading to investment booms and busts, is 
because investment decisions are largely or primarily based on expectations regarding: 

 Future macroeconomic scenario or outlook of a country i.e. prospects of future economic 
growth, inflation, employment and stability (i.e. macroeconomic stability – comprising 
expectations of stability of economic growth, industrial performance, inflation rates, interest 
rates and exchange rates) and certainty/clarity about the direction of economic policy. 
Macroeconomic instability, characterized by marked or wide fluctuations in economic 
growth and in the aforesaid variables, and lack of clarity in the direction of economic policy 
engenders uncertainty that tends to hinder or dampen private investment in an economy.    

 Profitability of new investment relative to its cost.  

 Real interest rates (i.e. real interest rate = nominal interest rate – expected rate of inflation). 
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Firms can alter their investment decisions, if their expectations or sentiments regarding the 
aforesaid variables change. Unfortunately, firms do change their investment decisions - often in 
unpredictable ways - based on such expectations (that also includes their assessment of shifts in 
current demand and expectations about future demand) which can be very subjective and tend to 
change suddenly – making private investment the most unstable or volatile component of 
aggregate demand over the business cycle. It might be noted here that altering of investment 
decisions by firms substantially influences economic growth (i.e. either slows it down or 
stimulates it).  
 
A. 1 Private Investment - Categories  

Having stated the above, let us be aware that private investment (I) - usually termed as Gross 
Private Domestic Investment (GPDI) - is broadly divided into three categories: 

 Investment in new building (factory), plant and machinery, equipment and software (i.e.   
non - residential fixed investment or what is commonly known as ‘business’ investment). 

 Residential construction or investment (i.e. residential fixed investment). 

 Changes in business inventories i.e. investment in inventories.  

The first two categories of private investment are known as  ‘fixed’ investment (or Gross 
Domestic ‘Fixed’ Capital Formation (GDFCF)) and are undertaken by firms for either adding to 
the existing stock of fixed assets or replacement of worn out capital goods in an economy and 
represent spending on physical (not financial) assets. 

The first category of private investment (i.e. non-residential fixed investment) enhances the 
capacity of an economy to produce more goods and services in the future as the economy grows. 
This is because investment in building (factory), plant and machinery, equipment and software 
increases the capacity of firms to produce goods and services (i.e. increases aggregate supply of 
output). Further, an increase in non-residential fixed investment indicates the willingness of 
firms to enhance the productive capacity of the economy - and, therefore, serves as a barometer 
of confidence (of firms) in the future economic growth of the economy and is demonstrative of 
the economy being on the path of economic expansion. On the other hand, a decrease in or 
stalling of such investment expenditure is demonstrative of a lack of confidence in the future  
growth prospects of the economy and results in economic activity slowing down or decelerating 
in the economy. Moreover, such investment expenditure tends to be very cyclical in nature. 

Essentially, this category of investment expenditure, by showing us how much firms spend on  
building (factory), plant and machinery, equipment and software in any particular or given 
period(say a quarter or a year), enables us to predict the course of future economic activity or 
growth in an economy in the short run.    

Next, if an economy has been witnessing strong, yet sustainable growth of GDP for a period of 
time, it tends to lead to higher non-residential fixed investment - due to expectations (of firms) of 
higher future profitability and more optimistic economic outlook. Higher non-residential 
investment, by increasing the productive capacity of an economy, enables firms to meet higher or 
increasing demand as the economy grows. Further, it leads to more demand for labour and most 
importantly helps to keep inflation in check by minimizing the demand-supply imbalance.  
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Further, non-residential fixed investment is accorded utmost importance by economists, as 
changes in the same are a sound reflection of firms’ assessment about future economic 
conditions.     
 
The second category of private investment (i.e. residential fixed investment) relates to the 
investment expenditure on the actual construction of new houses in any particular or given 
period (say a quarter or a year) and is counted in that period’s GDP. 

The third category of private investment (i.e. changes in business inventories) relates to 
spending on inventories - which are unsold final goods produced by firms that they are not able 
to sell as no one wants to purchase them and stock of raw materials and intermediate or semi-
finished goods. It might be noted that inventory spending is the smallest component of total 
private investment spending and GDP and is largely a function of the overall level of economic 
activity in an economy. Further, a change in business inventories is included as a part of total 
private investment spending (and therefore included in GDP) because even if some final goods 
produced have not been sold, yet economic activity and incomes have been generated to produce 
these goods. 

An important point worth mentioning about change in business inventories is that though it is the 
smallest component of total private investment and GDP, it is a crucial component of changes in 
GDP over the business cycle as it can be very volatile. This is because if aggregate demand 
exceeds aggregate production, then inventories fall and if aggregate demand is lower than 
aggregate production, inventories rise and since aggregate demand can rise or fall 
unexpectedly, it can result in an unplanned or unanticipated depletion or addition of 
inventories respectively. 

Next, and very importantly, significant and rapid changes in business inventories (due to changes 
in aggregate demand) are often a leading indicator of the likely direction of an economy in the 
near future i.e. significant and rapid changes in business inventories provide advance signals 
about the likely direction of an economy in the near future – whether the economy is going to 
witness an economic slowdown (or even a recession) or expand (or even boom) in the near 
future. 

Leading economic indicators are indicators that usually change (i.e. tend to turn up or down) in 
advance before the overall economy as a whole changes and are therefore a signal of likely 
future economic activity. For example, significant or rapid increase in business inventories (i.e. 
unexpected significant or rapid increase in inventories of final goods), due to weaker than 
expected or anticipated demand, tends to indicate in advance (several months before) that the 
economy is likely to slow down or even go into recession in the near future Likewise, a 
significant or rapid depletion in business inventories, due to stronger than expected or anticipated 
demand, tends to indicate in advance that the economy is likely to expand or even boom in the 
near future as stronger than expected demand signals expanding aggregate demand in the future. 

When there is excessive and rapid accumulation of unsold goods (i.e. when business inventories 
accumulate), due to weaker than expected demand or an unanticipated fall in demand, firms will 
respond soon by reducing or cutting back production as they are faced with reduced demand for 
their goods.This in turn is likely to lead to layoffs (i.e. retrenchment of labour).  
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Further, if such accumulation of business inventories happens across various industries or sectors 
of an economy, the cut back in production becomes widespread and the economy is likely to 
witnesses a marked slowdown or even a recession in the near future – usually along with 
declining inflation and a rise in unemployment.   

On the other hand, if there is an unexpected depletion of business inventories (due to 
unanticipated increase in demand that outstrips production) across various industries or sectors of 
an economy, then the economy is likely to experience rapid economic expansion or an economic  
boom in the near future – usually accompanied by rising inflation and a fall in unemployment.  

Next, having stated the three broad categories of private investment (I) i.e. GPDI, its 
important to note that ‘fixed’ investment (i.e.non-residential and residential fixed investment) 
accounts for an overwhelming share (%) of private investment, with inventory spending 
accounting for a miniscule share (%) of private investment in comparison (the exact share of  
‘fixed’ investment and change in business inventories (i.e. investment in inventories) in private 
investment varies from economy to economy). For example, in the US, ‘fixed’ investment (i.e. 
non-residential and residential fixed investment) generally accounts for 95-97% of private 
investment, whereas change in business inventories accounts for the remaining percentage ( %) 
of private investment (I).  

In the ‘fixed’ investment category, economists tend to accord utmost importance to non-
residential fixed investment, rather than residential fixed investment.This is because non-
residential fixed investment accounts for a much larger or majority share (%) of ‘fixed’ 
investment when compared to residential fixed investment and, most importantly, because it is 
spending on the former that enhances the productive capacity of an economy (leading to more 
output in the future). Further, a high rate of non-residential fixed investment means that the 
capital stock of an economy is growing quickly – which in turn is likely to lead to higher output 
and employment over time.  

Having stated the above, let us now turn to certain key aspects of private investment (I). 

A.2 Private Investment - Key Aspects  

It’s important to know that private investment (i.e. GPDI) usually accounts for around 10-25% of 
GDP (though in countries such as China, Japan, India and a few others it accounts for a much 
higher percentage (%) of GDP) and fluctuations in this component of aggregate demand 
accounts for a significant share of business cycle movements in GDP of a country.  

The share of private investment, as already mentioned before, is usually much smaller than the 
share of consumer spending in GDP in most economies.However,historically, private investment 
has been extremely volatile over the business cycle relative to consumer spending (i.e. private 
investment is generally subject to greater fluctuations compared to consumer spending).  

Next, private investment fluctuates significantly more than cyclical fluctuations in GDP over the 
business cycle – i.e. private investment usually tends to grow by more than GDP in economic 
booms and tends to fall by more than GDP in recessions and also tends to be three to four times 
more volatile than GDP.  

Therefore, private investment is a major source of business cycle instability or short run 
fluctuations in economic activity in an economy and possibly plays the most important role in 
these macroeconomic fluctuations and therefore in the analysis of business cycles.  
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If one were to take time series quarterly data and annual data on change (%) in GDP and change 
(%) in private investment (i.e. change in GDPI) for an economy and plot them together, one can 
easily discern that both in the short run (use quarterly data) and in the long run (use annual data) 
change (%) in private investment is much more volatile than change (%) in GDP. 

To demonstrate that private investment (i.e. GPDI) tends to be much more volatile than GDP, I 
have taken the example of the US economy (using only annual data) – please refer to the graph 
below. 

Percentage Change in US GDP and GPDI
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Source: Bureau of Economic Analysis 

From the graph above you can clearly view that the fluctuations in annual percentage change (%) 
in GPDI (i.e. private investment) are much greater than the fluctuations in annual percentage 
change (%) in GDP in the US – i.e. private investment (GPDI) is much more volatile than GDP 
in the US.  

Next, an important point worth noting is that private investment tends to be strongly positively 
correlated with current GDP (i.e. both variables move in the same direction and the co-
movement of both series is more systematic).Technically speaking, private investment varies 
procyclically with the cyclical component of GDP (i.e. it tends to rise and fall or move up and 
down with GDP), but as mentioned above, it is much more volatile than GDP.  

Further, private investment tends to fluctuate considerably or even dramatically from year 
to year (unlike consumer spending, which is usually far more stable year to year as consumers 
are reluctant or unlikely to radically change their consumption patterns on an annual basis - in 
other words, if we compare the annual percentage change (%) in private investment with 
consumer spending, swings in the former will be much more pronounced than the latter) and 
contributes in a major way or very substantially to economic expansions and contractions in the 
short run.  
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Next, as private investment tends to fluctuate considerably (i.e. it is subject to booms and even 
negative growth), it is an important or major factor accounting for fluctuations in aggregate 
demand in the short run. This is why one should carefully monitor the growth rate of private  
investment (GPDI) in an economy or lack of it - for volatility in this component of aggregate 
demand is an important or major source of fluctuations in economic activity in the short run. 

More specifically, focus on the growth rate of ‘fixed’ investment (i.e. residential and non-
residential fixed investment) or what is usually termed as Gross Domestic ‘Fixed’ Capital 
Formation (GDFCF) - which is GPDI minus investment in business inventories or changes in  
business inventories) - in order to monitor or track the underlying strength or weakness of 
business ‘fixed’ spending in an economy. 

The official estimate of GDFCF is usually released in the first month following a quarter and is 
released together with the official estimate of GDP for the same quarter.Look at quarter-on- 
quarter growth rates (%) of GDFCF and year-on-year growth rates (%) of quarterly GDFCF for 
the preceding four quarters (including the quarter for which such data has just been released) to 
assess the underlying strength or weakness of business ‘fixed’ spending in an economy and 
volatility in the same.While analyzing such data be careful that official estimates are subject to 
frequent revisions (which sometimes can be substantial) as pointed out in the module on GDP.   

When you look at the growth rates of GDFCF after obtaining data on the same for the aforesaid 
mentioned periods, you will notice that business ‘fixed’ spending is very volatile, as much 
depends on the future economic prospects or outlook of an economy. Further, if you find upon 
analysis that the growth rate of GDFCF is picking up or promising in the preceding 3-4 quarters 
(including the quarter for which such data has just been released), it possibly indicates that the 
economy is on an expansion path, consumers are spending on goods and services, unemployment 
is falling and economic policy is conducive to growth and firms expect the economy to grow in a 
sustained manner in the future. 

On the other hand, if the growth rate of GDFCF is decelerating or weakening in the past 3-4 
quarters (including the quarter for which such data has just been released), it possibly signals that 
consumers are not spending enough (i.e. weakness in consumer demand), economic activity in 
the economy is weakening or faltering and that the economy may witness a prolonged economic 
slowdown. Further, decelerating or weakening growth in GDFCF possibly indicates that firms 
are not too optimistic or are increasingly pessimistic about the economic outlook of the economy 
and consequently are reluctant to undertake fresh investments.As a result of this, unemployment 
tends to rise, which in turn further contributes to the pessimism about the economic outlook of 
the economy.         

Having stated the above, a crucial point needs to be mentioned here.  

When you focus on the growth rate of ‘fixed’ investment (i.e. residential and non-residential 
fixed investment) i.e. GDFCF in an economy, also be aware of the kind of ‘fixed’ investment 
that is taking place in the economy. 

If most of the ‘fixed’ investment is taking place in the category of non-residential investment, 
then that is the most productive form of investment and enhances the productive capacity of an 
economy and its long run growth potential.  
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However, if a large or substantial part of ‘fixed’ investment is being made under the residential 
investment category (i.e. construction of houses for people), rather than on non-residential 
investment category, then this will hinder the capacity of the economy to grow at a rapid rate and 
expand its productive capacity at a sufficient pace to meet rising demand - which could prove to 
be inflationary.    

Next, private investment is the primary channel through which monetary policy (which works 
largely through its impact on domestic interest rates) influences or affects an economy in the 
short run i.e. its rate of growth in the short run.  

However, it must be noted that how much or how big (i.e. what magnitude) is the change in 
private investment, consequent upon a change in domestic interest rates, depends on the interest 
sensitivity of private investment (which varies from economy to economy). 

Larger the sensitivity of private investment to a change in domestic interest rates, greater will be 
the magnitude of change in private investment consequent upon a small change in domestic 
interest rates and stronger will be the ability of monetary policy to influence or change aggregate 
demand, economic activity and ultimately inflation in the short run in an economy – in the 
direction desired by the central bank of the country.   

On the other hand, lesser or lower the sensitivity of private investment to a change in domestic 
interest rates, lower will be the magnitude of change in private investment consequent upon a 
small change in domestic interest rates and weaker will be the ability of monetary policy to 
influence or change aggregate demand, economic activity and ultimately inflation in the short 
run in an economy - in the direction desired by the central bank of the country.          

A.3 Determinants of Private Investment (I)    

Given that private investment is the most volatile and unstable component of aggregate demand 
and is highly correlated with GDP, and that it is a major source of business cycle instability or 
short run fluctuations in economic activity in an economy, a clear understanding of the key 
factors/determinants or underlying forces that influence or drive private investment is essential in 
order to understand changes in the macroeconomic environment in the short run and such 
macroeconomic fluctuations.  

There are a variety of factors that influence or drive private investment (i.e.GPDI). In this 
module, we have elaborated on key factors (4) that usually influence or are the driving forces 
behind changes in private investment (i.e. GPDI) in an economy. 

1. Current Output (i.e. current GDP) 

At the outset, it might be noted that private investment tends to be highly positively correlated 
with current GDP (i.e. current aggregate output). 

An increase in the growth rate of GDP tends to or is expected to result in a greater amount of 
investment spending by firms in an economy, as higher growth means that firms can produce and 
sell more (due to higher incomes and consequently higher consumer demand) and earn higher 
profits. Such an increase in investment is an ‘induced’ one as higher economic activity 
(leading to higher output and incomes) induces firms to increase investment spending. On the 
other hand, a deceleration in the growth rate of GDP has the opposite effect on production, sales 
and profitability and consequently tends to dampen investment spending by firms. 
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In essence, investment spending by firms (particularly ‘non-residential’ investment 
spending) is strongly related to the level of output and income in an economy.  

If an economy is on an expansion path, as reflected by high growth of aggregate output (GDP), 
and firms expect such growth to continue on a sustainable basis, then positive expectations about 
future growth of aggregate output (GDP) is likely to induce or impel firms to enhance their 
productive capacity (by undertaking fresh investments) - to increase output in the future to 
cater to rising demand for goods and services. 

On the other hand, if growth of aggregate output (GDP) is dismal and there are emerging signs 
that the economy is faltering, then fresh investments may slow down considerably or stall – due 
to pessimistic expectations about future growth of aggregate output (GDP).   

In essence, changes in current output play a very important role in forming expectations about 
future economic growth and are therefore a key determinant of the quantum or amount of new or 
fresh investments that will to be undertaken (or not undertaken) by firms in an economy.  

Next, in order to ascertain or track whether an economy is on an expansion path or is slowing 
down, analyze the quarter-on-quarter growth rates (%) of GDP for the previous 3-4 quarters 
(including the latest quarter for which official data on GDP has been released).  

If the economy has been witnessing continued or successive quarter-on-quarter growth in GDP 
for the previous 2-3 quarters (excluding the latest quarter for which official data on GDP is 
released) and the latest quarterly (i.e. quarter-on-quarter) growth figure for the same suggest that 
the economy is currently growing more rapidly when compared to the previous 2-3 quarters, then 
this is indicative of growing aggregate demand (i.e. indicative of an expanding economy), which 
in turn is likely to engender positive expectations about future growth of aggregate output (GDP) 
and result in an increase in investment spending by firms in the economy.     

On the other hand, if the latest quarterly (i.e. quarter-on-quarter) growth figure on GDP shows 
that growth is continuing to decelerate from the previous 2-3 quarters or the economy is 
currently hardly growing when compared to the previous 2-3 quarters, or the economy has 
contracted in two successive quarters (latest and previous) which is technically known as a 
‘recession, then this is indicative of faltering or falling aggregate demand (i.e. indicative of an 
economic slowdown or contracting economic activity), which in turn is likely to engender 
pessimism about future growth of aggregate output (GDP) and result in a considerable slowdown 
or a sharp drop in investment spending by firms in the economy.     

Another way to gauge whether current output growth is strong enough to spur fresh 
investments in an economy is by looking at an important economic variable – ‘capacity 
utilization’ - which essentially estimates what proportion of productive capacity are firms using 
up in the production of output in an economy.  

Generally, capacity utilization of around 82-85% and above is indicative of high and robust 
aggregate demand and that output (GDP) growth is strong, which in turn provides an incentive to 
firms to undertake fresh investments in plant and machinery to enhance their productive capacity 
– in order to increase output in the future to cater to rising demand for goods and services.   

It might be noted that when capacity utilization is around 82%-85%, inflation is expected to rise. 
Further, when capacity utilization is around 90% or above (i.e. excessive capacity utilization), 
inflation tends to accelerate.    
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On the other hand, capacity utilization of between 70-80% is not very likely to spur firms to 
undertake fresh investments in plant and machinery to enhance their productive capacity, as such 
levels of capacity utilization is indicative of the fact that aggregate demand is not robust enough 
or weak and that output (GDP) growth is sluggish or weak. Infact, capacity utilization below 
80% is indicative of existence of slack in the economy and gives rise to worries of an economic 
slowdown or recession and rise in unemployment.      

It might be interesting to note that if capacity utilization falls below 70% (i.e. is really low), it 
means that firms are producing significantly below their full capacity due to a protracted period 
of depressed demand (which results in a recession or output growth turning negative for two or 
more consecutive quarters). In such situations firms can easily expand production when 
demand (and hence sales) recovers without undertaking any fresh investments (to expand 
productive capacity) - until the point comes where output growth or the growth of the economy 
is robust or strong enough and increasing capacity utilization (after a particular level) warrants 
fresh investments.   

It might be noted that when capacity utilization falls below 70%, there are dangers of deflation.  

2. Real Interest Rates 

Private investment (I) is negatively or inversely related to the real interest rate. The real interest 
rate reflects the real cost of borrowing for a firm and can be defined as: 

Real Interest Rate (r) = Nominal Interest Rate (i) – Expected Rate of Inflation (Πe)   
Note: it must be noted at the outset that the relevant interest rate for the purpose of investments 
is the long term (expected) real interest rate (termed as ‘r’ here), which is a key determinant 
of private investment (I). Further, the nominal interest rate (i) here refers to current long term 
nominal interest rate on debt of different durations (typically ranging between 5 to 30 years). For 
example, the yield on a corporate bond with a maturity of 5 years is an example of a long term 
nominal interest rate. Another example of a long term nominal interest rate is the yield on 
government bonds with a maturity of 5 or 10 years.  

The expected rate of inflation (Πe) here refers to the expected rate of inflation over the 
duration of borrowing by firms.  

Calculation of the expected rate of inflation is carried out by various methods. Often the 
expected rate of inflation is based on weighted averages of the past inflation rates witnessed in an 
economy or is proxied by some estimate of trend inflation. Some economists or analysts attempt 
to approximate the expected rate of inflation by taking the average rate of inflation over the past 
five years or use certain reliable published inflation forecasts for an economy to calculate the 
expected rate of inflation, or use regression (econometric techniques) models to estimate the 
expected rate of inflation.  
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Calculation of Long Term Real Interest Rate (r) 

For example, if the nominal yield on a corporate bond (which is an example of a long term 
nominal interest rate) with a maturity of 5 years  is 10% and the expected rate of inflation is 6%, 
then the (long term) real interest rate ( r) = 10% - 6% = 4%. On the other hand, if the nominal 
yield on a corporate bond with a maturity of 5 years is 6% and expected rate of inflation is 4%, 
then the (long term) real interest rate (r) = 6% - 4% = 2%. Further, if the nominal yield on a 
corporate bond with a maturity of 5 years is 7% and expected rate of inflation is 4%, then the 
(long term) real interest rate (r) =7% - 4% = 3%. 

Having stated the above, the key point to note is that higher real interest rate essentially means 
higher real cost of borrowing – which makes firms much less eager to borrow for investment 
purposes.When firms take decisions pertaining to investments, they take into account the 
expected rate of return and compare it with the real cost of borrowing (i.e. real interest rate) to 
evaluate whether the investment is worthwhile or not.    

For example, if the expected rate of return (say 4%) on an investment is higher than the 
expected real interest rate (say 2%) i.e. expected real cost of borrowing, then a firm can consider 
undertaking that investment. However, if the expected rate of return on an investment (say 4%) 
is lower than the expected real interest rate (6%), then it’s not worth undertaking that investment.  

Higher the expected real interest rate (r), more discouraged will firms be to undertake fresh 
capital investments, particularly in interest sensitive sectors (such as housing, automobile and 
other consumer durable sectors and other interest-sensitive sectors of an economy), and 
consequently there will be lower investment spending in the economy. On the other hand, a fall 
in the expected real interest rate (r) tends to encourage fresh capital investment by firms and 
consequently results in higher investment spending in the economy.   

It might be noted here that in addition to shifts in business expectations or confidence about 
future economic growth, sales and profits and changes in cash flow, changes in expected real 
interest rates are also an important source of fluctuations in private investment over the business 
cycle.     

Having stated the above, one should be aware of an important fact; the impact of a change in 
expected real interest rates on private investment (I) depends crucially on the interest sensitivity 
of investment. More (less) sensitive investments are to a change in expected real interest rates, 
more (less) profoundly and rapidly will changes in expected real interest rates affect private 
investment, aggregate demand and consequently aggregate output in an economy.       

Next, investments in sectors such as housing, automobile and other consumer durables are 
particularly sensitive to changes in interest rates. 

For example, consequent upon a rise in nominal interest rates (and hence a rise in expected real 
interest rates) in an economy, residential investment tends to witness the most rapid or sharpest 
fall/drop, followed by a sharp fall in investment spending by firms in the automobile and other 
consumer durables sectors. 
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In sectors that are not that interest sensitive, investment spending by firms tends to decline or 
witness a drop consequent upon a rise in interest rates, yet after a lag (i.e. investments in such 
sectors take comparatively more time to drop or decline, when compared to the interest sensitive 
sectors mentioned above, with the drop in investments not as marked or sharp as in the interest 
sensitive sectors).     

Next, changes in real interest rates, in addition to influencing investment from the cost side, 
also influence it through the demand side. A relatively high real interest rate (i.e. relatively 
high real cost of borrowing) will tend to dampen consumer demand in the economy, particularly 
for automobiles and other consumer durables (which typically involve borrowing), and result in 
weaker sales and lower profits (for firms).This in turn is likely to lead to production cut backs by 
firms and rise in business inventories - which will discourage firms from undertaking fresh 
investments to enhance their productive capacity.  

On the other hand, a relatively low real interest rate will tend to spur consumer demand, 
particularly for automobiles and other consumer durables (which typically involve borrowing), 
and result in higher sales and profits (for firms).This in turn is likely to lead to a depletion of 
business inventories and more (installed) capacity utilization by firms to produce more output to 
cater to increasing demand – providing firms the incentive to enhance their productive 
capacity by undertaking fresh investments.        

Next, a point worth noting here is that in high inflation periods, real interest rates tend to be more 
volatile(when compared to low inflation periods)and consequently hinder investment related 
decisions - leading to lower investment spending by firms in an economy.      

Finally, turning to nominal interest rates, while the real interest rate represents the real cost of 
borrowing for the firms, the final cost of borrowing for firms in nominal terms can be expressed 
as: 

Nominal Interest Rate (i) = Real Interest Rate (r) + Expected Rate of Inflation (Πe)  
From this equation it is clear that higher the expected rate of inflation, higher will be the nominal 
interest rate that lenders (banks/financial institutions) will charge on loans that they provide to 
firms for investment purposes.   

Having stated the above, a point worth mentioning here is that changes in nominal interest rates 
are largely driven by changes in the expected rate of inflation, when inflation is high and volatile. 
This is because there is more inflation uncertainty. On the other hand, in periods of low and 
stable inflation, changes in nominal interest rates are largely driven by changes in the real 
interest rate.   

3. Expectations (or Confidence) 

Expectations of firms regarding future growth of aggregate demand and output (GDP), 
macroeconomic outlook (1-5 years ahead) of the economy, expected rate of capacity utilization, 
expected growth in the volume of sales (relative to current rate of growth in volume of sales), 
expected real interest rates, corporate earnings or profitability and business taxes (corporate 
income tax, investment tax credit etc.) are very important determinants of private investment. 
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Investment spending by firms tends to pick up or rise, in order to expand production capacity, if 
the economy is expected to grow in a sustained manner in the future and firms are positive about 
the macroeconomic outlook (1-5 years ahead) of the economy. If firms expect continued or 
sustained economic growth in the future, it makes them more bullish or optimistic about 
achieving the expected growth in the volume of sales and consequently more positive about the 
profitability of new or fresh investments – which in turn results in rising capital investment 
by firms. On the other hand, pessimistic or negative expectations with reference to the 
aforesaid variables could lead to a sharp drop or fall in capital investment.      

For firms which seek or rely on external finance to fund new investments (rather than internal 
funds), their ability to obtain funds from various external sources (banks, equity and bond 
markets etc.) is contingent upon their ability to demonstrate to lenders that their projects will 
achieve the required  profitability growth in the future - which in turn depends substantially on 
the future growth rate of aggregate demand and output, expected volume of sales, expected real 
interest rates, business taxes, macroeconomic outlook of the economy and whether past growth 
rate of profitability can be maintained in the future.  

If lenders are convinced that a new investment project will be sufficiently profitable in the future 
(due to positive expectations about the aforesaid variables that substantially impact future 
profitability growth), then a firm will be able to raise funds from the aforesaid sources (and 
consequently the investment will be undertaken by the firm).  

However, if lenders are not very positive or pessimistic about the profitability of a new 
investment project (due to negative or pessimistic expectations about the aforesaid variables that 
substantially impact future profitability growth), then a firm may find it very difficult to raise 
funds from the aforesaid sources (and consequently the firm will not be able to undertake the 
investment).       

Having stated the above, an important point is worth mentioning here; the past and current 
growth rate of aggregate demand and output (i.e. growth rate of  GDP), which is indicative of the 
recent and current  state of the economy, plays a very important role in forming expectations 
(positive or negative) of firms about the future growth rate of aggregate demand and output and 
the macroeconomic outlook of the economy.Further, firms also take into account past and 
current growth rate of sales and profitability (and rate of capacity utilization) to form 
expectations (positive or negative) about the future growth rate of sales and profitability (and rate 
of capacity utilization), which in turn leads to either a rise or a fall in investment spending by 
firms.     

For example, if an economy has been on an expansion path for the previous 2-3 quarters 
(excluding the latest quarter for which official data on GDP is released) and the GDP growth 
figure for the latest quarter continues to be promising (and higher than the previous 2-3 quarters) 
and is accompanied by rising consumer spending, increasing capacity utilization, falling 
unemployment and rising sales and corporate profitability (which is extremely sensitive to the 
pace of economic activity), then firms are likely to have positive expectations about future 
growth rate of aggregate demand and output and will expect higher volume of sales, expanding 
markets and greater profitability (and higher rate of capacity utilization) too.This in turn will 
lead to fresh investments by firms and more demand for labour (which will create more 
demand for goods and services).  
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On the other hand, if an economy has been slowing down for the previous 2-3 quarters 
(excluding the latest quarter for which official data on GDP is released) and the GDP growth 
figure for the latest quarter continues to decelerate (and lower than the previous 2-3 quarters) and 
is accompanied by deceleration in consumer spending, lower capacity utilization, rising 
unemployment, falling sales and corporate profitability, falling house prices, lack of sufficient 
credit availability for firms and households, volatile stock markets, increasing non-performing 
loans of banks, high or rising budget deficit, then firms are likely to engender pessimistic 
expectations about future growth rate of aggregate demand and output and will expect lower 
volume of sales, shrinking markets and falling profitability or losses (and fall in the rate of 
capacity utilization) too. This in turn is likely to lead to a marked drop in investment spending by 
firms - which could result in a protracted economic slowdown or a recession.         
 
Having stated the above, provided below is a list of some of the most important factors that 
firms tend to take into account  (in addition to past and current growth rate of aggregate demand 
and output, sales and profitability) while forming expectations about future growth rate of 
aggregate demand and output, sales and profitability.      

 State of the global economy and its future outlook 

 Current and expected fiscal/budget deficit (refer to module 8 on ‘Fiscal Policy’), current 
account deficit (refer to module 9 on ‘Exchange Rates and Balance of Payments’) and 
inflation – firms tend to analyze whether fiscal/budget deficit, current account deficit 
and inflation are low or high and their expected trajectory.  

 Stance of monetary policy and fiscal policy and credibility and soundness of these policies.  

 State of the housing market and future outlook. 

 State of the domestic and global financial markets and future outlook. 

 Technological innovations. 

 Credit availability and the state of the domestic banking sector and future outlook.   

 Structural economic reforms (such as labour market reforms, capital market reforms etc.) 
undertaken or likely to be undertaken by the government in the near future (to improve the 
business climate and economic performance of the country) and the pace of implementation 
of such reforms.  

 Financial and non-financial wealth of households and future outlook.    

 Oil prices and future outlook. 

 Business taxes. 

 Expected real interest rates. 

 Exchange rate stability. 

If firms are optimistic (pessimistic) about the current and expected developments in most of 
these aforesaid factors, then this will positively (adversely) impact expectations about future 
growth rate of aggregate demand and output, sales and profitability, which in turn will positively 
(adversely) affect investment spending (fresh investments) by firms. 

Having stated the above, in essence, if business (firms) confidence or expectations about the 
future economic scenario and expected sales and profitability (and the rate of capacity 
utilization) is high, then this will encourage higher private investment.  
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On the other hand, if business (firms) confidence or expectations about these variables is low or 
firms are pessimistic about the future changes in these variables, then this might lead to a 
significant drop or slowdown in private investment.       

Business confidence, like consumer confidence, is measured in many countries across the 
world and is a valuable indicator of expectations or sentiment that firms have relating to business 
conditions in an economy.  

Business Confidence Index (BCI), which is produced or published on a quarterly and/or 
monthly basis and is a (survey based) indicator or measure of level of business confidence in an 
economy, is obtained by surveying a large sample of firms, usually in the manufacturing sector. 
The BCI is a useful indicator of business conditions/sentiments in an economy. Since this 
indicator measures the amount of optimistic or pessimistic expectations or sentiments that firms 
have relating to business conditions, it can prove valuable in predicting future changes in 
economic activity in an economy.   

If firms are optimistic about future business conditions in an economy, as will be reflected by a 
high or rising Business Confidence Index, then this will encourage higher private 
investment, which is turn is likely to lead to higher GDP growth and lower unemployment. 

On the other hand, if firms are negative or pessimistic about future business conditions in an 
economy, as will be reflected by a low or falling Business Confidence Index, then this might 
lead to a significant drop or slowdown in private investment, which in turn could lead to an 
economic slowdown or even a recession and higher unemployment.    

Examples of Measures of Business Confidence in some Countries 

 BCI managed by National Australia Bank, Australia. 

 BCI managed by South African Chamber of Commerce and Industry, South Africa. 

 BCI managed by Confederation of Indian Industry (CII), India.  

 CEO Confidence Survey managed by Conference Board, USA.  

 Several surveys managed by Confederation of British Industry in UK. 

 Purchasing Managers Index (PMI) managed by Institute of Supply Management (ISM), 
USA.   

4. Cash Flows     

Firms can raise funds for investment through various channels (bank loans, retained earnings 
(internal funds), issuing bonds and issuing equity (shares)). 

In the major economies across the globe, greater or larger part of investment by firms is financed 
through retained earnings (internal funds) and for the part of investment that cannot be met by 
retained earnings, firms take recourse to issuing equity and/or bonds or take bank loans.  

Due to the importance of internal funds (to finance investment), investment spending by firms 
is likely to be sensitive to current cash flows (which is a function of current sales of a firm). It 
might be noted that when firms use internal funds to finance investment expenditure, then the 
availability of funds is related to the cash flow. 
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Also, when firms (particularly small and mid-sized companies) are not able to raise funds from 
the financial markets (equity or bond financing) or are unable to borrow money from banks, or 
are not able to raise sufficient or enough funds required to finance their investments from these 
external sources, then the only way they can finance their investments is through the amount of 
internal funds that is available to them. Therefore, when firms are credit constrained i.e. find it 
difficult to raise funds for business investment from the aforesaid external sources (due to any 
reason), one can expect cash flow to be a very important determinant of investment. 

Having stated the above, an important point needs to be kept in mind with reference to profits 
and cash flows (Note: cash flows are very closely related to profits of a firm). Both cash flows 
and profits are very sensitive to the pace of economic growth and therefore, investment 
expenditure on new plant and machinery and equipment (to expand production capacity) is also 
very sensitive to the pace of economic growth.  

For example, if the growth rate of GDP starts to slow down, due to tapering or weakening of 
demand, the drop in investment expenditure by firms can be very sharp or abrupt, as firms which 
are confronted with falling sales, come to expect a fall in profits and cash flows – which makes 
them reluctant to undertake fresh investments to expand productive capacity. Further, the 
expectation of a fall in profits and cash flows and the resultant reduction or drop in investment 
expenditure by firms tends to play a powerful role in exacerbating the economic downturn, 
which may turn into a protracted economic slowdown or a recession – leading to increased 
unemployment.  

On the other hand, if the growth rate of GDP is indicative of buoyant demand which is 
expected to increase in the future, firms witnessing rising sales, come to expect a rise in profits 
and cash flows – which provides the incentive to firms to undertake fresh investments in order to 
expand productive capacity.  

Further, the expectation of a rise in profits and cash flows and the resultant increase in 
investment expenditure by firms tends to further strengthen the pace of economic activity and 
growth - with beneficial effects for the labour market (i.e. lower unemployment).   

From this example you can possibly discern the importance of cash flows in influencing 
investment expenditure by firms and hence the future direction of an economy. Further, since 
cash flows are volatile as they are very sensitive to the pace of economic growth, investment 
expenditure by firms also tends to be volatile, particularly when the larger part of investment is 
financed through internal funds.  
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A. 4 Investment Function  

Having briefly explained the key determinants (4) of private investment above, stated below is a 
realistic investment function which shows the functional relationship between investment 
spending by firms and its key (4)determinants or the key (4) sources of fluctuations or changes in 
investment spending by firms over the business cycle.   

Investment Function: 

Investment (I) = f (expectations (Ió), current output (Y), real interest rate ( r), cash flow(C))   
(Note: Expectations or Confidence (Ió) refers to firms’ sentiments or expectations regarding 
future growth of aggregate demand and output, sales and profitability, macroeconomic outlook 
etc. as explained under point 3 on page 63).  

Given below is this investment function in an equation form:                            

I = Ió + a(Y) - b(r) + c(C) 

According to this equation: 

 Investment spending (I) is positively related to expectations or confidence (Ió). In other 
words, if firms are optimistic about future business conditions (as a result of positive 
expectations), then investment spending by firms will rise. On the other hand, a fall or a 
plunge in business confidence due to pessimism about future business conditions (as a result 
of negative expectations) will lead to a fall or drop in investment spending by firms. 

 Investment spending (I) is positively related to current output (Y i.e. GDP). In other words, 
as current output (GDP) rises (falls), investment spending by firms rises (falls or drops). 

 Investment spending (I) is negatively related to real interest rate (r).In other words, as real 
interest rates decline(rise), investment spending by firms rises(falls or drops).    

 Investment spending (I) is positively related to cash flows (C). In other words, as cash flows 
increase (decrease), investment spending by firms rises (falls or drops). 

In essence, according to this equation, positive expectations, higher growth rate of current 
output(GDP), lower real interest rates and higher cash flows will increase investment spending 
by firms, whereas negative expectations, lower growth rate of current output, higher real interest 
rates and lower cash flows will decrease investment spending by firms.   

Next, the terms i.e. constants a, b and c are estimates of how sensitive investment spending by 
firms is to a change (increase or decrease) in current output (Y), real interest rates (r) and cash 
flows (C) respectively:  

1. How much investment spending changes (in the same direction) as a result of a change in 
current output (Y) is shown by the term a.  

2. How much investment spending changes (in the opposite direction) as a result of a change in 
real interest rates (r) is shown by the term b (i.e. -b which is a negative sign). 

3. How much investment spending changes (in the same direction) as a result of a change in 
cash flows (C) is shown by term c.   

Note: how much investment spending changes as a result of a change in Y, r or C is stated in 
percentage (%) terms.  
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For example, if a is 0.8, then a 1% increase in Y will lead to a 0.8% increase in I, other things 
remaining constant. If b is 0.2, then a 1% rise in real interest rates will lead to a 0.2% fall in I, 
other things remaining constant. If c=.4, then a 1% increase in cash flows will lead to a 0.4% 
increase in I, other things remaining constant.   

Having stated the above, please take note of the following points (3): 

 These terms: a (Y) – b (r) + c (C) reflect induced investment spending i.e. if the growth 
of current output (Y) is high, then firms are induced to undertake additional investment 
spending and vice versa. Similarly, if real interest rates (r) fall, then firms are induced to 
undertake additional investment spending and vice versa.  

Finally, if firms experience an increase in cash flows (C), then they are induced to undertake 
additional investment spending and vice versa. Therefore, this is the induced component of 
investment spending.                                                                                                   

 The term Ió (Expectations or Confidence (i.e. Business Confidence)) reflects 
autonomous investment spending i.e. this is the autonomous component of investment 
spending, as it reflects firms expectations (pessimism or optimism) or sentiments/confidence 
about future growth in output, profit and sales and can be highly subjective and subject to 
unexpected or abrupt change. In other words, this variable reflects investment spending 
based on business confidence or expectations about future business conditions or outlook 
which can be highly subjective and subject to unexpected or abrupt change.   

 Y, r and C are policy induced variables and can be influenced by changes in monetary policy 
and fiscal policy.Consequently, these policies influence investment spending through their 
influence on these three variables(Y, r and C): 

Next, its very important to note that the main driver of change in investment spending 
tends to be the autonomous component (Ió) of investment spending that is influenced by 
business confidence or expectations (positive or negative) about future business conditions, 
rather than the induced component (a(Y) - b(r) + c(C)) of investment spending, 
particularly when an economy has been hit by a demand side or a supply side shock.     

For example, if a financial crisis, stock market collapse, down turn in the housing market, 
unexpected hike in oil prices or any other demand side or supply side shock were to hit an 
economy, then this is likely to lead to a lot of uncertainty about the future business outlook, 
which in turn would lead to a marked downturn in business confidence or expectations. 

In such a scenario, even if the economy had been expanding rapidly before any of the aforesaid 
shocks hit it or even if real interest rates are low or even if firms have enough cash flow, these 
positive factors would probably fail to stimulate or spur investment spending by firms. 

Infact, on the contrary, investment spending by firms may drop sharply or even plunge due to 
the marked downturn in business confidence as a result of the shock that hit the economy (for 
example, at the height of the recent global financial crisis (2008-2009) business confidence 
plunged in many countries, which in turn led to a sharp drop or plunge in investment spending by 
firms in those countries).  

 

  



Private Investment  Module 3 

 

 

Page 70  © 2014 | Macroeconomics School 

 

In such a scenario, even if macroeconomic policies (mostly monetary policy) attempt to bring 
about a desired change (increase) in investment spending through positively influencing output, 
real interest rates and cash flows, investment spending is likely to drop sharply or even plunge 
due to the marked downturn in business confidence as a result of the shock that hit the economy. 
Clearly, the marked downturn in business confidence tends to overwhelm the positive 
influence of macroeconomic policies on output, real interest rates and cash flows and 
consequently, investment spending tends to drop sharply or even plunge and remain highly 
subdued for a considerable period of time.       

Even in normal times, it is business confidence (i.e. expectations - Ió) that tends to be the main 
driver of changes in investment spending, rather than current output (Y), real interest rate (r) and 
cash flows (c). 

A.5 Additional Points (3) with reference to Private Investment – worth keeping in mind 

1. It’s important to note that while consumer spending is typically the dominant component of 
aggregate demand, yet in the short run, most of the fluctuations in economic activity in an 
economy occur due to fluctuations in private investment (all three categories), exports and 
imports.Therefore, most of the short run fluctuations in economic activity in an economy can 
be comprehended by understanding the underlying causes of fluctuations in private 
investment, exports and imports. 

Having stated the above, it might be noted that fluctuations in private investment usually 
play the most important or prominent role in such macroeconomic fluctuations and in the 
analysis of business cycles.      

2. Productivity and long run economic growth depend substantially on capital formation. 
Consequently, larger the proportion of resources of an economy channeled towards 
investment and savings, higher will be the long run economic growth. 

If an economy is consumption led without corresponding increase in its productive capacity 
through adequate capital formation(by substantial business ‘fixed’ investment that adds to the 
existing capital stock of an economy),then the economy is likely to face supply 
constraints/bottlenecks, higher inflation and lower economic growth in the long run. 

3. If both gross ‘fixed’ investment and gross domestic savings as a percentage (%) of GDP are 
high in an economy, it indicates that this economy has the potential for sustained and rapid 
economic growth. If you are attempting to understand the underlying growth potential of an 
economy, then do try to analyze the underlying trends in these two indicators (by obtaining 
annual data (10 years) on the same). 

Having stated the above, there is something we would like to mention:    

When you analyze gross domestic savings as a percentage (%) of GDP of an economy, go 
beyond looking just at the aggregate figure. Let us explain this point 

If in a country a large percentage (%) of domestic savings are in the form of physical assets such 
as real estate, gold etc. rather than savings in the form of financial assets, then even if the country 
has high gross domestic savings as a percentage (%) of GDP, it is likely to have inadequate 
amount of domestic (financial) savings to fund capital spending by firms in the economy.  
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As a result, the country might have to borrow more from foreign sources to finance such 
spending, which can endanger its macroeconomic and financial stability.  

The macroeconomic and financial stability of the country can be endangered because if its 
currency depreciates sharply due to any reason (for example, due to a financial crisis), domestic 
firms may find it prohibitive or difficult to service or repay loans denominated in foreign 
currency and default on such loans.     

 
 

End of this module  
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Aggregate Demand and Aggregate Supply 

The previous three modules were on GDP (Y), consumer spending (C) and private investment (I) 
respectively. In this module the focus is on the concepts of aggregate demand (AD) and 
aggregate supply (AS), which need to be well understood. This is because short run fluctuations 
in economic activity in an economy, termed as ‘Business Cycles’ (explained in module 5), are 
due to fluctuations in aggregate demand and aggregate supply - with fluctuations in aggregate 
demand (i.e. fluctuations in the components of aggregate demand) usually primarily responsible 
for or the predominant reason behind such fluctuations.  

Next, it might be noted that in the short run, aggregate output (i.e. GDP – termed as Y) and 
the general price level (P) in an economy are determined by the interaction of aggregate demand 
and aggregate supply - with aggregate demand, rather than aggregate supply, playing a 
pivotal or key role in the determination of aggregate output and the general price level. In other 
words, the level of aggregate output and the general price level in an economy mainly depends 
on or is primarily determined by aggregate demand in the short run. 

Having stated the above, comprehension of the concepts of aggregate demand and aggregate 
supply are fundamental to understanding this course and when we refer to these two concepts, 
we are talking about the whole economy.  

A. 1 Aggregate Demand 

In the first module we had briefly explained the four components of aggregate demand 
(consumer spending (C), private investment (I), government expenditure (G) and net exports    
(X-M)) and had stated the formula for GDP - Expenditure side (Y): 

Y = C + I + G +(X-M)  

As you can see from this formula, the right hand side gives us the aggregate (or total) demand for 
output (of goods and services) produced in an economy or total planned expenditure on the same.    

Having stated the above and before defining the concept of aggregate demand, stated below is an 
important concept (Goods Market Equilibrium) that one needs to be aware of, as it will used 
for the graphic derivation of the aggregate demand curve (ADC) in module 10 (last module).      

A. 2 Goods Market and Equilibrium in the Goods Market 

The goods market (or the real sector) is a market where aggregate output (Y) of goods and 
services is purchased and sold. 

The goods market is in equilibrium when the value of aggregate output (Y) equals aggregate 
demand (C+I+G+(X-M)) for the same (i.e. when value of aggregate output is equal to the 
aggregate or planned expenditure on the same). In other words, the goods market is in 
equilibrium when Y=C+I+G+(X-M). 

When Y<C+I+G+(X-M) or Y>C+I+G+(X-M) there is disequilibrium in the goods market. This 
is because in the former case there is excess aggregate demand for output (over and above what 
firms in an economy can supply at any particular point of time) and in the latter case there is a 
deficiency of aggregate demand for output (or excess supply of output over and above what is 
demanded by domestic residents (i.e. households, firms and government) and foreign residents at 
any particular point of time). 
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Provided below is a numerical example to clarify the concept of equilibrium (and 
disequilibrium) in the goods market.  

Numerical example: Equilibrium and Disequilibrium in the Goods Market 

Level of aggregate planned expenditure for each level of aggregate output (billions of US$) 

Y C I G X-M Aggregate 

Planned 

Expenditure 

(C+I+G+(X-M) 

Goods Market 

800      600     300    100    200 1200 Supply<Demand 

(Disequilibrium) 

1000 500 200 100 200 1000 Supply=Demand 

Equilibrium 

1200      400      100     200    100   800 Supply>Demand 

(Disequilibrium) 

 

From this table you can possibly gather that the goods market is in equilibrium when Y is equal 
to 1000 and aggregate demand or aggregate planned expenditure on the same is also equal to 
1000 (i.e. Supply = Demand). The other two scenarios represent disequilibrium in the goods 
market. 

When there is excess demand in an economy (i.e. when Supply<Demand), it provides an 
incentive to firms to expand production of goods and services to match demand for the same and 
employ more labor (resulting in a fall in the unemployment rate). 

On the other hand, when there is deficiency of demand in an economy (i.e. Supply>Demand), 
suppliers will not be able to sell all the output. As a result, inventories will pile up and there will 
be cutbacks in production of output and consequently unemployment will rise in the economy. 

A point worth mentioning here is that firms usually do not expand or cut back on production 
(in response to increase or decrease in demand for their output) immediately. Instead, they do so 
over time (i.e. in the following quarters), as they want to be reasonably sure that there is likely to 
be a sustained increase or decrease in demand for their output in the near future or in the short 
run. Hence output does not change immediately to match changes (increase or decrease) in 
demand in the economy, but only gradually. 

Having stated in brief the condition for equilibrium in the goods market, given below is a 
definition of aggregate demand followed by an explanation of the aggregate demand curve 
(the derivation of this curve has been explained in Module 10).  
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A.3 Aggregate Demand - Definition 

Aggregate demand is the total demand for or planned expenditure (by domestic households, 
firms and government, and foreign residents) on domestically produced final goods and services 
or aggregate output (Y) at a given price level- measured by the CPI or GDP deflator i.e. 
aggregate demand basically tells us how much is the total demand (domestic and foreign) for 
domestically produced output at each price level. A decline in aggregate demand leads to an 
economic slowdown or recession and a rise in aggregate demand leads to an economic recovery, 
expansion or boom. 

It’s imperative for policy makers to understand the factors that influence or cause fluctuations in 
aggregate demand (and its constituents) in an economy, as in the short run output responds to 
changes in aggregate demand.  

Policy makers devise appropriate macroeconomic stabilization  policies (i.e. monetary policy 
and fiscal policy - discussed in module 7 and 8 respectively) to smoothen short run 
fluctuations in actual output (resulting from fluctuations in aggregate demand) and attempt to 
keep actual output  near or around potential output (which is the maximum level of aggregate 
output that an economy can produce on a sustainable basis without generating inflationary 
pressures) while trying to keep inflation low and stable.  

It might be noted that actual output or aggregate output (i.e. GDP, which is termed as Y) mean 
one and the same thing and are used interchangeably.   

A.4 Aggregate Demand Curve (ADC) 

The aggregate demand curve shows the inverse relationship between aggregate output(Y) and the 
general price level (P), keeping exogenous variables constant. Examples of exogenous variables 
are money supply, exports, government expenditure, tax and so on. 

Essentially, the aggregate demand curve relates changes in aggregate output to changes in the 
general price level and gives us the amount of output demanded (i.e. the total output of goods 
and services that domestic households, firms, government and foreign residents are willing to 
purchase) at different price levels (keeping all other factors that lead to a change in aggregate 
demand constant) - with more output being demanded at a lower price level and less output 
being demanded at a higher price level.  

Graph: Aggregate Demand Curve (ADC) 

Price Level 
(P)                                                                                
                P2                                   A 
                                                                                                    
                P1                                                B 
 
                                                                        
 
                                                                                            ADC  
     
                                                    Y1      Y2                    Aggregate Output (Y) 
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Given above is the downward sloping aggregate demand curve (ADC), with aggregate output 
(Y) on the horizontal axis and the general price level (P) on the vertical axis.   

From the graph it is evident that as the general price level (P) rises from P1 to P2, aggregate 
output (Y) falls from Y2 to Y1 and as the general price level (P) falls from P2 to P1, aggregate 
output(Y) increases from Y1 to Y2. 

Reasons for the downward sloping aggregate demand curve  

When the general price level (P) decreases in an economy, real income and wealth of households 
rises, which in turn boosts consumer confidence and spending. Further, the real money supply 
(i.e. nominal money supply/general price level) also increases as the general price level 
decreases (assuming that the central bank does not change the nominal money supply), which 
enables consumers to buy more goods and services with the same amount of money. Moreover, 
with the decrease in the general price level, a rise in real money supply tends to lead to lower 
domestic   interest rates that lowers the cost of borrowing for consumers and stimulates purchase 
of consumer durables (which typically involve borrowing). Also, with lower domestic interest 
rates, consumers spend less of their monthly disposable income on interest payments on 
mortgage and other types of consumer credit/loans (and this helps lower the household debt 
servicing ratio) and this releases more income that can be spent on purchase of goods and 
services. 

Due to the reasons stated above, consumer spending (C) rises when the general price level 
decreases in an economy. On the other hand, when the general price level rises in an 
economy, consumer spending falls (C) due to its adverse effect on real income and wealth of 
households and consumer confidence and also due to the fact that it results in a decrease in real 
money supply (assuming that the central bank does not change the nominal money supply) and a 
rise in domestic interest rates, which increases the cost of borrowing for consumers and 
discourages them to purchase consumer durables. Further, a rise in domestic interest rates 
increases the debt servicing burden of consumers, which in turn adversely affects consumer 
spending.     

Turning to private investment (I), a decrease in the general price level, which tends to result in 
a fall in domestic interest rates, stimulates private investment (particularly in the interest-
sensitive sectors of the economy) and an increase in the general price level, by tending to lead to 
a rise in domestic interest rates, results in dampening of private investment (particularly in 
interest-sensitive sectors). In essence, a decrease in the general price level increases private 
investment and an increase in the general price level has the opposite effect on private 
investment.  

Turning to net exports (X-M), a decrease in the general price level (i.e. a decrease in the 
general price level relative to the general price level in other countries) results in a rise in net 
exports (i.e. higher net exports). This is because domestic goods become cheaper for foreign 
residents, which results in increased demand by foreign residents for domestic goods (and hence 
higher expenditure on the same) i.e. exports rise, and foreign goods become more expensive for 
domestic residents, which results in reduced domestic demand for foreign goods (and hence 
lower expenditure on the same) i.e. imports fall. 
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On the other hand, an increase in the general price level (i.e. an increase in the general price 
level relative to the general price level in other countries), by making domestic goods more 
expensive for foreign residents and foreign goods cheaper for domestic residents, results in a fall 
in exports and a rise in imports and hence leads to lower net exports (X-M). In essence, a 
decrease in the general price level results in higher net exports and an increase in the general 
price level has the opposite effect on net exports.     

A point worth mentioning here is that a decrease in the general price level, which tends to 
lower domestic interest rates relative to interest rates in other countries, makes investment in 
foreign financial assets more attractive for foreign investors than investment in domestic 
financial assets - as investors look for higher returns on their investment. This results in 
higher demand for foreign currency (which leads to its appreciation) as foreign financial assets 
(are purchased with foreign currency) are preferred over domestic financial assets.  

Due to such preference, foreign investors tend to sell domestic financial assets and exchange 
the domestic currency for foreign currency (in order to purchase foreign financial assets). As a 
result, the supply of domestic currency increases in the market, resulting in its depreciation.  

Due to the depreciation of the domestic currency, domestic goods become cheaper for foreign 
residents and foreign goods become more expensive for domestic residents. Consequently, 
exports rise and imports fall (i.e. net exports rise).  

On the other hand, an increase in the general price level, which tends to increase domestic 
interest rates relative to interest rates in other countries, makes investment in domestic financial 
assets more attractive for foreign investors than investment in foreign financial assets. As a result 
of such preference, the domestic currency appreciates (alternatively, foreign currency 
depreciates), which in turn leads to lower net exports.  

Having stated the above, it should be clear that with a decrease in the general price level 
(P), aggregate output (Y) will increase and with an increase in the general price level (P),  
aggregate output (Y) will decrease and consequently the aggregate demand curve is 
downward sloping.  

A.5 Shifts in Aggregate Demand Curve (ADC) 

Having briefly mentioned about the aggregate demand curve, an important point needs to 
be clarified here; there is a difference between a movement up and down an aggregate demand 
curve and a shift in this curve towards the left or the right (i.e. leftward or rightward shift of the 
ADC). 

A movement up and down the downward sloping aggregate demand curve is the result of a 
change in the general price level (P) only, keeping everything else constant. In other words, if 
only the general price level is allowed to vary, keeping all other factors constant, then at a higher 
general price level, lower output will be demanded (resulting in lower aggregate output) and at a 
lower general price level (P) more output will be demanded (resulting in higher aggregate 
output) and this results in moving up and down the aggregate demand curve respectively. 

Please refer to the graph on page 74 to understand what has just been stated.   

 

 



Aggregate Demand and Aggregate Supply  Module 4 

 

 

Page 77  © 2014 | Macroeconomics School 

 

On the other hand, a leftward or rightward shift in the downward sloping aggregate demand 
curve is due to any factor that results in a decrease or increase in aggregate output (Y) 
respectively, other than the general price level (P) that we assume to be constant, fixed or 
unchanged. 

For example, any factor, other than a change in the general price level (P), that causes C, I, G or 
(X-M) i.e. NX to increase will shift the downward sloping aggregate demand curve to the right 
and any factor that causes C, I, G or (X-M) i.e. NX to decrease, other than a change in the 
general price level (P), will shift the downward sloping aggregate demand curve to the left. 

The key point to note is that a rightward shift in the downward sloping aggregate demand 
curve will result in an increase in aggregate output (Y) (i.e. the economy is expanding) at 
the same price level, whereas, a leftward shift of this curve will result in a decrease in 
aggregate output (Y) at the same price level. 

Provided below is a graph of a rightward shift in the downward sloping aggregate demand 
curve - ADC (assuming no change in the aggregate price level).   

Price Level 
(P)                                                                                
                                                    
                                                                                                    
                P1                                  A          B 
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A rightward shift in the aggregate demand curve (ADC), as demonstrated in the graph above, 
results in an increase in aggregate output (Y) from Y1 to Y2 at the same general price level 
(P1).Whereas, a leftward shift in the aggregate demand curve (not demonstrated here) results in a 
decrease in aggregate output (Y) at the same general price level (P1). 

Factors that cause a rightward or leftward shift in Aggregate Demand Curve 

The aggregate demand curve, given above, can shift to the right or to the left, due to a rise or fall 
in consumer spending (C), private investment (I), government expenditure (G) and net exports 
(X-M) relative to an economy’s productive capacity. 

Any factor that increases (decreases) C will cause a rightward (leftward) shift in the downward 
sloping aggregate demand curve. The most important factors that influence (i.e. increase or 
decrease) consumer spending are changes in current disposable income, future expected 
disposable income, cost and availability of credit, consumer wealth and consumer confidence. 

An increase (decrease) in current disposable income, future expected disposable income, 
consumer wealth, consumer confidence and availability of credit or a fall (rise) in the cost of 
credit will increase (decrease) C and hence cause a rightward (leftward) shift in the downward 
sloping aggregate demand curve.      
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Any factor that increases (decreases) I, will cause a rightward (leftward) shift in the downward 
sloping aggregate demand curve. The most important factors that influence (i.e. increase or 
decrease) private investment are changes in current output, expected rate of growth of output, 
profitability and sales, business confidence and outlook, real interest rates and cash flow. 

An increase (decrease) in current output, expected rate of growth of output, profitability and 
sales, business confidence and outlook and cash flow or a fall (rise) in real interest rates will 
increase (decrease) I and hence cause a rightward (leftward) shift in the downward sloping 
aggregate demand curve.    

Any factor that increases (decreases) (X-M) i.e. NX, will cause a rightward (leftward) shift in the 
downward sloping aggregate demand curve. The most important factors that influence (i.e. 
increase or decrease) net exports are domestic aggregate output (Y), foreign aggregate output 
(Y^) and real exchange rates.  

An increase (decrease) in foreign aggregate output (Y^) or a real exchange rate depreciation 
(appreciation) increase (decreases) demand for exports. While an increase (decrease) in domestic 
aggregate output (Y) or real exchange rate appreciation (depreciation) increase demand for 
imports. Therefore, an increase (decrease) in foreign aggregate output (Y^), decrease (increase) 
in domestic aggregate output (Y) and real exchange rate depreciation (appreciation) will increase 
(decrease) net exports and hence cause a rightward (leftward) shift in the downward sloping 
aggregate demand curve (ADC). 

As far as G is concerned, an increase (decrease) in G will cause a rightward (leftward) shift in 
the downward sloping aggregate demand curve. Note, it is assumed that an increase or decrease 
in G depends on government policy, which in turn is influenced by factors such as government 
fiscal/budget deficit as a percentage (%) of GDP and government debt as a percentage (%) of 
GDP.     

Having stated the above, the two main macroeconomic policies that are used by policy 
makers in an economy to influence (increase or decrease) aggregate demand (and hence 
affect aggregate output and inflation) in the short run are monetary policy and fiscal policy 
(please refer to module 7 on ‘Monetary Policy’ and module 8 on ‘Fiscal Policy’ to understand 
these policies and how they affect aggregate demand and output and inflation in an economy in 
the short run). These policies either shift the aggregate demand curve to the right (leading to an 
increase in aggregate output) or to the left (leading to a decrease in aggregate output).  

Briefly, monetary policy involves change in interest rates or money supply by the central bank of 
a country to influence aggregate demand and consequently affect (increase or decrease) 
aggregate output and inflation in the short run. Similarly, fiscal policy involves a change in 
government expenditure (G) and/or taxes to influence aggregate demand and consequently affect 
(increase or decrease) aggregate output and inflation in the short run.   

An expansionary monetary policy involves a decrease in interest rates or an increase in money 
supply by the central bank of a country – which positively impacts aggregate demand and hence 
shifts the aggregate demand curve to the right.  

On the other hand, a contractionary monetary policy involves an increase in interest rates or a 
decrease in money supply by the central bank of a country – which adversely affects aggregate 
demand and hence shifts the aggregate demand curve to the left.  
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An expansionary fiscal policy involves an increase in government expenditure (G) and/or 
reduction in taxes - which positively impacts aggregate demand and hence shifts the aggregate 
demand curve to the right.  

On the other hand, a contractionary fiscal policy involves a decrease in government 
expenditure and/or an increase in taxes – which adversely affects aggregate demand and hence 
shifts the aggregate demand curve to the left. 

Having mentioned the factors that cause a rightward or leftward shift in the aggregate 
demand curve, we have explained the concept of aggregate supply (and aggregate supply 
curve) in the following pages, after briefly mentioning two important concepts.  

1. Potential output (Y*) – is the maximum level of aggregate output that an economy can 
produce on a sustainable basis without generating inflationary pressures i.e. the maximum 
level of aggregate output that can be sustained over the long term. The main determinants of 
potential output (Y*) are labour supply, capital stock, productivity or efficiency of these two 
factors (labour and capital) of production and the state of technology. 

The potential output (Y*) or the maximum output that an economy can produce increases 
only over time (long run) mainly due to an increase in the labour supply, capital stock and 
productivity or efficiency of these factors of production or advances in technology. It might 
be noted that the maximum output an economy can produce (i.e. potential output) does not 
change or vary much or if at all in the short run. 

Policy makers are always keen to know how close is the actual aggregate output (Y) to the 
potential output (Y*) of the economy i.e. how much below or above is actual aggregate 
output from the potential output (Y*) in the short run. 

2. Output Gap – refers to the difference between actual aggregate output (Y) and potential 
output (Y*) that exists in an economy. 

When an economy has a negative output gap (i.e.Y<Y*), it means that the actual aggregate 
output (Y) is lower than the potential output (Y*) of the economy i.e. the economy is operating 
below its potential. If there is a large negative output gap in an economy (which is reflective 
of severe deficiency of aggregate demand), there will be prevalence of substantial excess or idle 
capacity in various sectors of the economy and high unemployment, and the rate of inflation will 
tend to decelerate or decline.  

During the recent global financial crisis of 2008-2009 most countries (particularly developed 
economies) across the globe witnessed a sharp decline in actual aggregate output (Y), due to a 
plunge in aggregate demand caused by the massive shock to the ‘real’ economy emanating from 
financial markets (through a massive retrenchment in credit supply, sharp rise in cost of credit 
and plunge in asset prices - mainly house prices and stock prices), sharp fall or collapse of 
consumer confidence and business confidence, severe contraction in global trade and a marked 
drop in capital flows (that adversely affected foreign direct investment and equity investment) - 
which resulted in a large negative output gap in these countries.  

When an economy has a positive output gap (i.e. Y>Y*), it means that the actual aggregate 
output (Y) is above or greater than the potential output (Y*) of the economy i.e. the economy is 
operating beyond or above its potential, which is unsustainable and possible only in the 
short run.  
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A positive output gap tends to result in accelerating inflation (which can be difficult to control), 
as there is presence of excessive demand in the economy, which cannot be met by the productive 
or supply capacity of the economy. 

Having stated the above, policy makers attempt to keep actual aggregate output (Y) near or 
around the potential GDP (Y*) through macroeconomic stabilization policies such as monetary 
policy and fiscal policy and endeavour to put the economy on a path of sustained growth with 
price stability (low and stable inflation).  

An important point worth mentioning here is that while actual aggregate output (Y) is 
demand determined, the potential output (Y*) is supply determined.  
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B. Aggregate Supply 

After having briefly explained the concepts of aggregate demand, potential output and output 
gap, we are now introducing the concept of aggregate supply. Though aggregate demand takes 
precedence over aggregate supply in the short run (as stated on page 72), it’s important to 
understand the concept of aggregate supply. This is because the extent to which aggregate output 
and the general price level rise (fall) in an economy in the short run when the aggregate demand 
curve shifts rightward (leftward), depends crucially on the slope of the aggregate supply curve 
(just keep this point in mind for now – it will become very clear to you once you go through 
module 10). Further, the slope of the aggregate supply curve has an important bearing on the 
ability of macroeconomic stabilization policies (i.e. monetary policy and fiscal policy) to 
influence the level of aggregate output and general price level in an economy in the short run.   

Provided below is a definition of aggregate supply. This is followed by a brief explanation of the 
aggregate supply curve and statement of important points in relation to aggregate supply.    

B.1 Aggregate Supply - Definition 

Aggregate supply refers to the total volume of goods and services (i.e. output) that firms in an 
economy are willing to supply at various prices (in a given period of time) to meet aggregate 
demand. Constraints or restrictions on aggregate demand are imposed by the supply side of the 
economy i.e. aggregate demand or expenditure in an economy cannot rise indefinitely. 

B.2 Aggregate Supply Curve 

The aggregate supply curve simply shows the total volume of goods and services (i.e. output - Y) 
that firms choose to produce and sell at different price levels i.e. at each price level, holding all 
other determinants of aggregate supply such as wages costs, production costs, technology, 
productivity, change in quantity of resources etc. constant. In other words, the aggregate supply 
curve shows the relationship between the general price level and the quantity of goods and 
services produced by firms in an economy (i.e. this curve represents the level of output that firms 
in an economy will produce at each price level) holding all other determinants of aggregate 
supply constant. 

Unlike the aggregate demand curve, which is downward sloping, the basic aggregate supply 
curve is upward or positive sloping in the short run, as suppliers of output are willing to 
produce more in response to rising demand if they are offered a higher price for their output (i.e. 
the aggregate supply curve shows a positive relationship between the general price level (P) and 
aggregate output (Y)). In essence, more output is produced by firms if they are offered a higher 
price for their output and at lower prices, less output is produced by firms.  

It might be noted here that firms respond to an increase in prices in the short run, in response to 
rising demand, by producing more goods and services through making more intensive utilization 
of existing resources or hiring more labor (in the short run, capital stock and technology are 
taken as or assumed to be relatively constant or hardly vary and output is solely dependent on the 
amount of labour employed). 

An upward movement along the aggregate supply curve means an expansion or increase in the 
volume of goods and services produced by firms in an economy in response to higher prices 
offered for the output produced by them. 
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On the other hand, a downward movement along this curve means a fall or decrease in the 
volume of goods and services produced by firms in an economy in response to lower prices 
offered for the output produced by them.   

Graph: Aggregate Supply Curve (ASC) 

Given below is the basic upward or positively sloped aggregate supply curve, with 
aggregate output(Y) on the horizontal axis and the general price level (P) on the vertical 
axis.    
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This graph of the basic aggregate supply curve is upward or positively sloped i.e. at a higher 
general price level, more output is forthcoming and at a lower general price level, less output is 
supplied by firms.  

Assume that the initial general price level is P0 and the initial aggregate output is Y0. Now 
at a higher general price level (P1) firms have the incentive to produce more as it is more 
profitable  to do so – therefore, more output is forthcoming (consequently, aggregate output 
increases from YO to Y1). On the other hand, at a lower general price level (P2) firms supply 
less output due to lower profitability, as a result of which aggregate output decreases from Y0 to 
Y2. These two examples clearly demonstrate the positive relationship between the general price 
level (P) and aggregate output (Y).           

Having introduced the basic upward or positively sloped aggregate supply curve, its important to 
know that unlike the aggregate demand curve, where one does not distinguish between the short 
run and the long run, the aggregate supply curve must be distinguished between short run 
aggregate supply curve (SRAS) and long run aggregate supply curve (LRAS).  

Note: the upward or positively sloping basic aggregate supply curve shown above is a short 
run aggregate supply curve (SRAS), yet it is not a very ‘realistic’ one. We have explained 
and illustrated a more ‘realistic’ short run aggregate supply curve (SRAS) later in this 
module (page 85) after briefly explaining what a shift (rightward or leftward) in the 
aggregate supply curve essentially means and factors responsible for such shifts in the 
following pages. Thereafter, we have briefly explained the concept of long run aggregate 
supply curve - LRAS (which has a vertical slope).  
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It might be pertinent to mention here that the focus in this module and course is on the short run 
aggregate supply curve (SRAS), rather than the long run aggregate supply curve (LRAS). 

B.3 Shifts in Aggregate Supply Curve (ASC) 

Having briefly explained the concept of aggregate supply curve, an important point needs 
to be clarified here; there is a difference between a movement up and down an aggregate supply 
curve and a shift in this curve towards the left or the right (i.e. leftward or rightward shift of 
ASC). 

A movement up and down the positively sloped aggregate supply curve is the result of a change 
in the general price level (P) only, keeping everything else constant. In other words, if only the 
general price level is allowed to vary, keeping all other factors constant, then at a higher general 
price level, more output will be supplied by firms (i.e. higher aggregate output is associated with 
higher general price level) and at a lower general price level (P), less output will be supplied by 
firms (i.e. lower aggregate output is associated with lower general price level).   

As opposed to a movement along the aggregate supply curve, due to a change in the general  
price level, a shift (leftward or rightward) in the aggregate supply curve is due to factors 
(mentioned  on the following page) other than a change in the general price level.  

A leftward shift in the aggregate supply curve shows that a lower quantity of output is supplied 
by firms in the short run at the same general price level and a rightward  shift in the aggregate 
supply curve shows that higher output is supplied by firms in the short run at the same general 
level. In other words, a leftward shift of the aggregate supply curve results in a decrease in 
aggregate output in the short run at the same general price level, whereas a rightward shift of the 
aggregate supply curve results in an increase in aggregate output in the short run at the same 
general price level.     

The graph given below illustrates the upward and downward shifts in the aggregate supply curve.   

Graph 
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Assume that the initial aggregate supply curve is ASC with general price level at P0 and 
aggregate output supplied by firms at Y0. A rightward shift in the aggregate supply curve 
from ASC to ASC1, as demonstrated in the graph, due to factors other than a change in the 
general price level (P), results in an increase in aggregate output (Y) from Y0 to Y1.Whereas, a 
leftward shift in the aggregate supply curve, due to factors other than a change in the general 
price level (P), results in a decrease in aggregate output (Y) from Y0 to Y2. Note, we assume 
here that the general price level (P) is constant.  

Factors that cause a rightward or leftward shift in the Aggregate Supply Curve (ASC) 

A rightward shift in the aggregate supply curve can be due to factors such as marked 
improvements in labour productivity, positive supply shock (for example, unexpected discovery 
of oil or other resources used in the production process, unusually good weather etc.), sharp fall 
in prices of raw materials, commodities and other inputs used up in the production process, lower 
unit labour costs, increased supply of skilled labour, lower interest costs, lower inflation 
expectations, lower business taxes, higher subsidies, lower government regulation, lower import 
tariffs or exchange rate appreciation (that make prices of imported raw materials, commodities 
and other inputs used in the production process cheaper for domestic firms). 

In addition to the above, if firms expect prices of goods to fall sharply in the near future, which 
will result in lower revenues, they may enhance supply now at any given actual price level, 
which will shift the aggregate supply curve to the right. Therefore expectations of lower prices of 
output in the near future can also cause the aggregate supply curve to shift to the right.   

All these factors that lead to a rightward shift of the aggregate supply curve, result in an 
increase in aggregate output in the short run. 

A leftward shift in the aggregate supply curve can be due to factors such as higher unit labour 
costs, increase or rise in nominal wages, marked fall in labour productivity, rise in prices of raw 
materials, commodities and other inputs used up in the production process, rise in business taxes, 
increased government regulation, lower subsidies, higher interest costs, higher inflation 
expectations, negative supply shocks (for example, an unanticipated surge in international oil 
prices, plunge in agriculture output due to crop failures or strikes etc.), reduced supply of skilled 
labour, rise in import tariffs or exchange rate depreciation (that make prices of imported raw 
materials, commodities and other inputs used in production process more expensive for domestic 
firms). 

In addition to the above, if firms expect prices of goods to rise sharply in the near future, which 
will result in higher revenues, they may curtail supply now at any given actual price level, which  
will shift the short run aggregate supply curve to the left. Therefore expectations of higher prices 
of output in the near future can also cause the aggregate supply curve to shift to the left.  

All these factors that lead to a leftward shift in the aggregate supply curve, result in a 
decrease in aggregate output in the short run.   

An important point needs to be mentioned here; the rightward or the leftward shift in the 
aggregate supply curve is independent of changes in aggregate demand.  
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Having stated the aforesaid factors that cause a shift (rightward or leftward) in the 
aggregate supply curve in the short run, an important point must be mentioned here: 

The primary cause of short run fluctuations in economic activity in an economy is usually 
fluctuations in aggregate demand, rather than fluctuations in aggregate supply, as the factors that 
shift the downward sloping aggregate demand curve (either to the right or to the left) mostly 
change more rapidly or dramatically, when compared to factors that shift the upward or 
positively sloping aggregate supply curve (either to the right or to the left). As a result, shifts in 
the aggregate demand curve either to the right or the left are much more pronounced, dramatic or 
rapid when compared to shifts in the aggregate supply curve in the short run.  
 
Having stated the above, it might be noted that sometimes an economy experiences a more 
dramatic, pronounced or rapid shift in the aggregate supply curve when compared to a shift in 
the aggregate demand curve, due to a massive negative supply side shock (for example, an 
unanticipated surge in international oil prices which results in a marked escalation in the cost of 
production for domestic firms) that hits the economy and leads to a temporary fall in aggregate 
output (which is usually large or significant)). Such an occurrence is likely to shift the 
aggregate supply curve to the left rather dramatically or rapidly.  

B.4 Short Run Aggregate Supply Curve (SRAS) 

After having briefly explained shifts in the aggregate supply curve and factors responsible 
for the same, let us move on to a more ‘realistic’ short run aggregate supply curve (SRAS).  

Having mentioned the key fundamentals with reference to the basic upward or positively sloping 
short run aggregate supply curve (pages 81 to 84), it’s important to note that in ‘reality’ or in the 
‘real world’ though the short run aggregate supply curve (SRAS) is usually or often upward or 
positively sloping (i.e. there is usually a positive relationship between the general price level and 
aggregate output), yet the slope is not like the one you saw on page 82 (where the basic upward 
sloping aggregate supply curve has been illustrated). A more ‘realistic’ short run aggregate 
supply curve (SRAS) is displayed below.     

Graph: A more ‘realistic’ SRAS 
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Given above is a graph of a more ‘realistic’ short run aggregate supply curve (SRAS), with 
aggregate output (Y) on the horizontal axis and the general price level (P) on the vertical 
axis. Note: Y* is potential output.  

Two important points are worth mentioning about this curve. 

First, though the short run aggregate supply curve (SRAS) is usually upward or positively 
sloping, but sometimes it can be differently sloped (i.e. horizontal, relatively flat or highly steep 
(i.e. nearly vertical) sloped) as can be viewed from the graph above. In other words, usually, in 
the real world, economies face an upward sloping SRAS (which is in the range between Y1 and 
Y*). However, sometimes when an economy (or economies) is in a deep recession, or just 
recovering from a deep recession, or is operating at full capacity or beyond capacity (i.e. where 
Y=Y* or Y>Y*), the slope of the SRAS can be horizontal, relatively flat, or highly steep (i.e. 
nearly vertical) respectively.  

Second, it might be pertinent to mention here that the slope of the aggregate supply curve 
(SRAS) has been and is a matter of considerable controversy for economists.    

Having stated the above, provided below is an explanation of the four segments i.e. slopes (i.e. 
horizontal, relatively flat, upward (i.e. positive) and highly steep (i.e. near vertical) slopes) of the 
SRAS (though as pointed above, this curve is usually upward or positively sloping) displayed on 
the previous page.    

Explanation 

1st Segment: Horizontal or Completely Flat SRAS (H segment of the SRAS) 

The SRAS can be horizontal if there is a very severe or chronic deficiency of aggregate 
demand compared to the supply capacity of the economy, as a result of a severe and protracted 
recession, depression or a severe shock to the economy (for example, the Great Depression of the 
1930s or the recent global financial crisis of 2008-2009) that results in a collapse of  aggregate 
demand (due to a plunge in consumer confidence and business confidence) and output, soaring 
unemployment, sharp fall in prices, plunge in asset prices (mainly stock prices and house prices) 
and existence of a very substantial excess or spare capacity in the economy.  

When an economy is in such a state, it’s operating abnormally or excessively below its full 
capacity and actual output (Y) is far too below the potential output (i.e. there is existence of a 
massive negative output gap) – resulting in severe underutilization of the economy’s resources 
(labour, raw materials, capital and real estate). This implies that if there is an increase in 
aggregate demand, the economy can expand its supply of output without facing any escalation 
in the general price level as unit cost of production for firms does not rise.  

In other words, an increase in aggregate demand will feed straight through or translate fully 
(100%) into an increase in aggregate output without any change in the general price level, which 
implies that the SRAS is horizontal. A horizontal SRAS means that any increase in aggregate 
demand results or translates into an increase in aggregate output (Y) only, with no increase in the 
general price level (P).   
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2nd Segment: Relatively Flat SRAS (RF segment of the SRAS) 

The relatively flat SRAS may be taken to describe a period in which an economy is just coming 
out or emerging from a recession. Though aggregate output is just recovering and growing and 
unemployed workers are being recalled to work or re-entering the work force, there is still 
existence of a substantial negative output gap, high unemployment and the economy is operating 
substantially below capacity with abundant supply of resources (in relation to demand for the 
same) such as labour (including abundant supply of skilled labour), raw materials, capital and 
real estate that can be put to use by firms. 

Due to existence of such abundant supply of resources, the economy experiences little or no 
price pressures as there is virtual absence of wage pressures (because workers find it difficult to 
demand higher wages due to existence of high unemployment) and due to subdued raw material, 
capital and real estate costs (in other words, there is hardly any rise in the unit cost of production 
for firms as aggregate output expands). Therefore, firms meet increasing demand by boosting 
output with not much effect on the general price level and consequently inflation is fairly 
subdued or dormant in this stage.  

In other words, a relatively flat SRAS means that an increase in output (by firms to meet 
increasing demand) has a very small or fairly insignificant effect on the general price level (i.e. 
inflation is fairly subdued or dormant in this stage and therefore with an increase in aggregate 
output, due to an increase in aggregate demand, the horizontal SRAS moves up very slowly and 
becomes relatively flat).  

From the graph one can make out that in the RF segment of the SRAS, there is hardly or a 
minimal change in the general price level as aggregate output increases. When the economy is in 
this stage, an increase in aggregate demand results or translates predominantly into an increase in 
aggregate output (Y), with little or insignificant rise in the general price level (P).  
      
3rd Segment: Upward Sloping SRAS (US segment of the SRAS) i.e. ‘Intermediate’  
                        Range of the SRAS  

The upward (i.e. positively) sloping SRAS can be taken to describe a period in which the 
economy is on a path of economic expansion. 

Shortly after the previous stage (where the economy just emerged out of a recession) the 
economy gets onto a path of economic expansion (as a result of increasing aggregate demand) 
and the general price level starts to rise (i.e. the relatively flat SRAS moves up and becomes 
upward or positively sloping – where increases in aggregate demand translates not only to an 
increase in aggregate output, but also to an increase in the general price level – with the general 
price level rising much more rapidly than aggregate output as the economy approaches its 
potential (i.e. as Y approaches Y*) or in other words, as the negative output gap continues to 
shrink (due to increasing aggregate demand that is met by firms by expanding output).   

The key point to note is that when the SRAS is upward sloping, both the general price level and 
aggregate output increase. How much both - general price level and aggregate output - increase 
depends on how close actual output is to its potential (i.e. how close is Y to Y*). 
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Closer the actual output is to its potential, more rapidly will the general price level rise, as firms 
will produce more output only at higher prices (because they have to incur higher and higher unit 
cost of production due to rising cost of labour, capital, raw materials and real estate as a result of 
increasing demand for the same as the economy goes on expanding) - which can be seen by the 
fact that the SRAS becomes increasingly steeper in the US segment of the SRAS as 
aggregate output (Y) approaches potential output (Y*).  

In essence, when the economy is growing rapidly, as a result of buoyant demand, input costs 
tend to rise sharply and consequently firms are willing to produce more output only at higher 
prices – resulting in the SRAS becoming increasingly steeper as aggregate output (Y) approaches 
potential output (Y*), as is evident from the graph.     

The reason why the SRAS is upward sloping and increasingly steeper as aggregate output (Y) 
approaches potential output (Y*) is that as firms expand output when the economy is on a path of 
economic expansion, they face increasing labour, raw materials, capital and real estate costs due 
to rising demand for the same and consequently charge consumers higher prices for their output 
– resulting in a more rapid rise in the general price level as aggregate output (i.e. actual output) 
increases and approaches potential output (Y*).  

A very important point is worth mentioning here; the upward or positive sloping SRAS can 
handle simultaneous changes in the general price level and aggregate output and therefore it is 
very useful for analyzing business cycles i.e. short run fluctuations in economic activity in an 
economy. 

It might be noted that economies usually face an upward or positive sloping short run 
aggregate supply curve (SRAS).  

4th Segment: Highly Steep Range of the SRAS   

The highly steep range (i.e. nearly vertical slope) of the SRAS can be taken to describe an 
economy operating at full capacity (i.e. where Y = Y*), or beyond its capacity (i.e. Y>Y*) – 
which is unsustainable (due to accelerating inflation, as a result of severe supply side 
bottlenecks) and possible only in the short run. 

Let us focus on an economy that is operating beyond its capacity (i.e. where Y>Y*). In such 
an economic scenario the SRAS is pushed up by the full amount of the increase in aggregate 
demand and prices will continue to rise (i.e. rise continuously) until actual output (Y) returns 
back to potential output (Y*).  

When an economy is operating beyond its full capacity firms face severe supply side bottlenecks, 
such as severe labour (particularly of skilled labour) shortages, transport bottlenecks, huge 
infrastructure constraints, acute shortage of raw materials (and other inputs used in the 
production process) and lack of sufficient availability of capital and real estate (and spurt in these 
costs), due to excessive demand for the same and this leads to a very sharp escalation of input 
costs for firms, which in turn results in a continuous rise in prices (i.e. surging prices) of goods 
and services supplied by firms (i.e. output supplied by firms). Surging prices in turn increasingly 
dampen the prevalent excessive aggregate demand for goods and services until actual output (Y) 
returns back to potential output (Y*).  

 



Aggregate Demand and Aggregate Supply  Module 4 

 

 

Page 89  © 2014 | Macroeconomics School 

 

Note, it’s possible to increase aggregate output (Y) beyond potential output (Y*) only 
temporarily (i.e. in the short run) - in the face of larger than expected aggregate demand - by 
inducing workers to work overtime and pushing existing or installed capacity (machines) to their 
limit and by other means too. However, due to reasons stated above, surging prices increasingly 
dampen the prevalent excessive aggregate demand until actual output (Y) returns back to 
potential output (Y*). 

In addition to the above, an important point worth noting here is that aggregate demand depends 
on real money supply (i.e. nominal money supply/general price level).When real money supply 
falls rapidly as a result of accelerating inflation, interest rates tend to rise sharply, which in turn 
dampens private investment, consumption and net exports considerably and increasingly and 
consequently results in a marked fall in aggregate demand.    

B. 5 Long run Aggregate Supply Curve (LRAS) 

While the short run aggregate supply curve (SRAS) is usually or generally upward sloping (as 
explained earlier), the long run aggregate supply curve (LRAS) is vertical (as shown in the graph 
below).     

Graph: Long run Aggregate Supply Curve (LRAS) 

Price Level                                          LRAS                     
      (P)                                                                         
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                                                 Y2    Y0    Y1                      Aggregate Output (Y) 

The long run aggregate supply curve (LRAS) of an economy, which shows the relationship 
between aggregate output (Y) and the general price level (P) in the long run, is vertical – i.e. this 
curve reflects that in the long run the price level and output in an economy are not related to each 
other or are independent (unlike the usually upward or positively sloping short run aggregate 
supply curve (SRAS) – where the relationship between the two is positive). 

In other words, aggregate supply is independent of the price level in the long run.This is 
because in the long run the level of output of goods and services in an economy is determined 
mainly or primarily by the amount of capital stock, size of the labour force, productivity or 
efficiency of these two factors of production and state of technology and not by the price level.  
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Next, a rightward shift in the vertical long run aggregate supply curve (LRAS) of an economy, 
which results in a rise in aggregate output over time (i.e. economic growth), is mainly or 
primarily due to the following factors: an increase in the labour supply, expansion in the capital 
stock (as a result of continued increase in investment in an economy over time), increased 
efficiency or productivity of both factors of production (labour and capital) and technological 
advances. Further, a rightward shift in the LRAS contributes to long run stability of the inflation 
rate in an economy, as more goods and services (i.e. higher aggregate output) are available to 
cater to demand for the same.    

From the graph above, it is clear that a rightward shift in the long run aggregate supply curve 
from LRAS to LRAS1 results in an increase in aggregate output from Y0 to Y1.  

A leftward shift in the vertical long run aggregate supply curve (LRAS) of an economy, which 
results in lower aggregate output over time, is mainly or primarily due to the following factors: 
reduction in the labour supply, depletion of capital stock (due to not enough investment taking 
place in an economy over time), marked fall in productivity or efficiency of both factors of 
production (labour and capital) and technological obsolescence.  

Further, a leftward shift in the LRAS contributes to higher and more volatile inflation in an 
economy in the long run, as lower amount of goods and services (i.e. lower aggregate output) are 
available or supplied to cater to demand for the same.  

From the graph on the previous page, it is clear that a leftward shift in the long run aggregate 
supply curve from LRAS to LRAS2 results in a decrease in aggregate output from Y0 to Y2.  

It might be noted that shifts (rightward or leftward) in the LRAS are gradual and spread over a 
number of years. 

Having stated the concepts of aggregate demand (aggregate demand curve), potential 
output, output gap and aggregate supply (aggregate supply curve – short run and long 
run), let us now relate aggregate demand to aggregate supply (alternatively, aggregate 
supply to aggregate demand).     
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B.6 Aggregate Demand and Aggregate Supply 

When aggregate supply exceeds aggregate demand in an economy, we should expect a decrease 
in the general price level (P) and lower aggregate output (Y) in the future, as deficiency of 
aggregate demand leads to a build up of inventories, production cutbacks and lower prices. 

On the other hand, when aggregate demand exceeds aggregate supply in an economy, we 
should expect a rise in the general price level (P) and  higher aggregate output (Y) in the future, 
as excessive aggregate demand leads to depletion of inventories, higher production by firms (to 
cater to buoyant demand) and higher prices.However, the magnitude of the rise in the general 
price level and aggregate output, as a result of excess of aggregate demand over aggregate 
supply, will depend on the state of the economy (just be aware of this very important point here – 
we have explained this point in  module 8 ('Fiscal Policy’) and module 10 (‘Aggregate Demand 
and Aggregate Supply Model’).    

Having stated the above, let us now bring together or combine both aggregate demand and 
aggregate supply i.e. bring together or combine the downward sloping aggregate demand curve 
and the short run aggregate supply curve (SRAS). 

Graph: Aggregate Demand Curve (ADC) and Aggregate Supply Curve (SRAS) 
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In this graph, we have bought together the downward sloping aggregate demand curve and the 
upward or positively sloping short run aggregate supply curve (SRAS). 

Note, the basic short run aggregate supply curve (refer to page 82) has been used here in this 
graph, instead of the more ‘realistic’ short run aggregate supply curve (refer to page 85), to 
briefly explain certain fundamental concepts (stated below) and to ensure that you are easily able 
to grasp the basics. Further, most importantly, we have also done this so that you are able to 
easily comprehend module 10 (‘Aggregate Demand and Aggregate Supply Model’) where we 
have combined or bought together the downward sloping aggregate demand curve (ADC) and 
the more ‘realistic’ short run aggregate supply curve (SRAS).   
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Explanation of Graph 

Given above is a graph which combines the downward sloping aggregate demand curve 
(ADC) and the positive or upward sloping short run aggregate supply curve (SRAS), with 
aggregate output(Y) on the horizontal axis and the general price level (P) on the vertical 
axis. 

The key point to note from this graph is that the intersection of the ADC and SRAS 
simultaneously or jointly determine the equilibrium level of aggregate output (Y) and general 
price level (P) in an economy and this point (O) where both curves intersect is where the 
economy is in short run macroeconomic equilibrium. In essence, the intersection of both curves 
determines the equilibrium level of aggregate output (Y) and general price level (P) in an 
economy and at the point of intersection aggregate demand for output is equal to aggregate 
supply of output (i.e. Y=C+I+G+(X-M) or in other words, at this point of intersection, the 
goods market is in equilibrium).    

Having stated the above, it’s important to note that the equilibrium level of aggregate output 
(Y) and general price level (Y) in an economy (that is simultaneously or jointly determined by 
the intersection of the ADC and SRAS) can change (actually tends to change fairly rapidly) due 
to shifts (rightward or leftward) in the ADC (mostly) or also due to shifts (rightward or leftward) 
in the SRAS (i.e. the short run macroeconomic equilibrium of an economy can change as a 
result of shifts in the ADC (mostly) or also due to shifts in the SRAS).    

A key point to remember with reference to shifts in the ADC and SRAS is that in the short run, it 
is shifts in the ADC that mostly matter (i.e. the change in the equilibrium level of aggregate 
output (Y) and general price level (P) in an economy is predominantly or mostly due to shifts in 
the ADC, rather than SRAS, as the ADC tends to shift often in the short run because of rapid 
changes in factors that are responsible for shifts in this curve). Therefore, this course focuses 
predominantly on aggregate demand and examining the effect of a rightward or leftward shift in 
the ADC (over the SRAS) on aggregate output (Y) and the general price level (P) in the short 
run. 

In other words, we are mainly keen to know about the change in short run macroeconomic 
equilibrium, due to a rightward or leftward shift in the ADC over the SRAS, and also the 
magnitude of change in aggregate output (Y) and the general price level (P) i.e. by how much 
does aggregate output change relative to the change in the general price level (P) as a result of 
shifts (rightward or leftward) in the ADC over SRAS.  

We have explained all this in module 10 (‘Aggregate Demand and Aggregate Supply 
Model’) by providing examples of shifts in the ADC over the more ‘realistic’ SRAS (which is 
usually upward or positively sloping, but can also sometimes be differently sloped) and its effect 
on aggregate output (Y) and the general price level (P), in order to provide you with a feel of 
what really happens in the ‘real’ world.  
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Having stated the above and briefly explained that short run equilibrium aggregate output (Y) 
and general price level (P) in an economy are determined by the intersection of the ADC and 
SRAS, we would now like to state that there is an aggregate macroeconomic model, known as 
‘Aggregate Demand and Aggregate Supply Model’ (i.e. AD-AS model), which is a short run 
aggregate macroeconomic model (introduced and explained in module 10) that focuses on the 
behavior of aggregate output (Y) and the general price level (P) in an economy and the 
relationship between the two in the short run.  

The reason why we have explained this model in module 10 (and not in this module) is because 
understanding it requires a complete grasp of all other modules in this course.    
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B.7 Important points with reference to Aggregate Demand and Aggregate Supply 

Having stated the above, mentioned below are certain important points with reference to 
aggregate demand and aggregate supply that are worth keeping in mind: 

 Aggregate demand takes precedence over aggregate supply in the short run. The real 
challenge for policy makers (and their focus) is to manage (i.e. minimize) fluctuations in 
aggregate demand or expenditure in the short run (because changes in aggregate demand 
affect output growth, inflation rate and the unemployment rate in the short run) through 
appropriate macroeconomic stabilization policies (i.e. monetary policy and fiscal policy),in 
order to stabilize the economy and keep actual GDP or output close to or around potential 
GDP while attempting to maintain price stability (i.e. low and stable inflation) and high 
levels of employment. In other words, the focus of policymakers is primarily on the 
aggregate demand side of the economy in the short run and trying to understand what impact 
the aforesaid policies have on aggregate demand.  

 Monetary policy and fiscal policy can be expected to have a limited impact on 
enhancing aggregate supply in the short run, as it is assumed that an economy’s capital 
stock and technology are relatively constant or very slow to change in the short run (it takes 
time to increase the capital stock of a country and introduce new technology) and output is 
solely or primarily dependent on the number of people or labour employed in an economy. 
Therefore, the maximum amount of output that can be produced or supplied in an economy 
in the short run cannot be enhanced significantly, but only very limitedly (i.e. aggregate 
supply does not vary much over the short run, if at all).   

 It’s very important to be aware of the key or main determinants of the four components 
(C,I,G,(X-M)) of aggregate demand, as short run fluctuations in aggregate output (Y) are 
predominantly caused by fluctuations in aggregate demand - due to changes in the 
determinants of the four components of aggregate demand.  

 A very important point worth remembering is that when aggregate demand in an 
economy increases, due to an increase in any of the components of aggregate demand, it 
will usually result in an increase in both aggregate output and the general price level 
and not only in an increase in aggregate output. However, the magnitude or size of 
increase in the aggregate output and the general price level will depend on the slope of  the 
SRAS (short run aggregate supply curve).    

 
End of this module 
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Business Cycles 

In the previous module, the concepts of aggregate demand (AD) and aggregate supply (AS) were 
stated and there was a brief mention of an aggregate macroeconomic model or framework (AD-
AS model) - which has been duly explained in Module 10. Further, the emphasis in the 
previous module was on the aggregate demand side of the economy, rather than the aggregate 
supply side of the economy, as changes in aggregate demand primarily determine or cause 
fluctuations in economic activity in an economy in the short run. 

The previous module provides the foundation to understand this module which focuses on 
short run (i.e. cyclical changes or periodic) fluctuations in economic activity in an economy – 
known or termed as ‘Business Cycles.’                                                           
Short run fluctuations in economic activity, which are wave like fluctuations around the long 
run trend growth rate of GDP of an economy, are called ‘Business Cycles’(i.e. business cycles 
can be defined as deviations of GDP from trend) and are reflective of the volatility of economic 
growth experienced by an economy in the short run. The presence of business cycles amply 
demonstrates that economic growth of a country is rarely smooth – which is a ‘real world’ fact. 
Short run fluctuations in GDP (i.e. fluctuations in the growth rate of real GDP - Y) around its 
long run trend is considered a satisfactory proxy of business cycles, as GDP is a primary measure 
of macroeconomic performance or economic activity of a country. In other words, the business 
cycle is measured by changes in GDP (i.e. aggregate output – Y). In general, when we refer to 
GDP in relation to business cycles, we are talking about changes or fluctuations in                  
GDP - Expenditure side (Y=C+I+G+(X-M)), which represents the demand side of the economy. 
Hence, understanding the components of aggregate demand and their determinants is essential, in 
order to understand the underlying causes of short run fluctuations in economic activity in an 
economy.   

Understanding short run fluctuations in economic activity (i.e. business cycles) and what 
explains or causes such fluctuations is the focus of short run macroeconomic analysis and is of 
utmost interest to policy makers, firms and the financial markets, due to the pervasive influence 
of such fluctuations on economic growth, macroeconomic stability, inflation, unemployment, 
commercial decision making by firms relating to hiring, production, marketing, sales, investing 
and strategy, and investment decisions of investors (domestic and foreign) pertaining to financial 
assets (domestic and foreign assets). 

An important point needs to be mentioned here; in an era of globalization, where economic 
independence between countries is on the ascendant, business cycles in other countries are 
increasingly affecting the demand for domestically produced goods and services (i.e. export 
demand) and flow of capital to the domestic economy – resulting in greater influence of the 
global economy on the economic performance of the domestic economy (Note: domestic 
economy here refers to your economy - whether developed or developing).  

In other words, increasing influence of the global economy on the domestic economy is leading 
to more volatility in growth of aggregate output (Y) in the short run (i.e. leading to greater short 
run fluctuations in economic activity in the domestic economy), which is making 
macroeconomic management more difficult for policy makers and business/commercial and 
financial investment decisions more challenging for firms and investors respectively.  



Business Cycles  Module 5 

 

 

Page 96  © 2014 | Macroeconomics School 

 

Having state the above, given below is a graphic representation of time series data       
(1960-2012) on the US real GDP (in billions of chained 2009 US$), which will help to clarify 
the concept of business cycles.  

US Real GDP
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Source: US Bureau of Economic Analysis 

From this graph we can clearly see that there is an overall tendency of sustained/persistent 
upward movement over time (i.e. in the long run) in US real GDP (i.e. aggregate output – Y). In 
other words, in the long run, aggregate output (Y) of the US economy has been increasing or 
trending upwards, reflecting an overall trend of economic expansion over time. These trends can 
be linear or non-linear. However, from this graph, you will also notice that there are wave like 
fluctuations around the long run trend growth of US real GDP (aggregate output - Y) which 
represent alternating periods of economic expansion and contraction (i.e. cyclical fluctuations 
in economic activity) in economic activity in the short run and  are termed as ‘Business Cycles.’ 
This graph also demonstrates that economic growth in the US economy has not (and does not) 
followed a smooth and steady path over decades. A similar pattern of economic behavior is 
usually exhibited in other countries over time.   

Essentially, the alternating periods of economic expansion and contraction (i.e. 
fluctuations) in economic activity that  economies the world over experience in the short 
run is termed as ‘Business Cycles.’ A typical business cycle has broadly five stages or 
phases: trough (lowest point of economic activity), economic recovery, economic expansion, 
peak (highest point of economic activity) and economic downturn and recession. These different 
stages or phases of a typical business cycle have been briefly explained in the following pages. 

In essence, the business cycle refers to the volatility of economic growth that an economy 
experiences in the short run - with the peak and trough representing the highest and lowest points 
of a typical business cycle respectively.  
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A.1 Phases of a Business Cycle 

There are broadly 5 phases of a typical business cycle (i.e. short run or periodic fluctuations in 
economic activity, which is measured by changes in GDP). It might be noted that typically or 
mostly it is ‘demand side’ shocks (rather than ‘supply side’ shocks) to the economy that brings 
on or precipitate business cycles in an economy, which affect aggregate economic activity, 
inflation and unemployment and a host of other key macroeconomic variables. 

Provided below is a graph of a typical business cycle, which is followed by a brief 
explanation of the five phases or stages of such a cycle.  
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Trough: is that phase of the business cycle in which the level of aggregate economic activity in 
an economy is at its lowest point or the economy is in the throes of a deep or a particularly 
severe recession (where economic activity has reached its lowest point). There is existence of 
massive idle or excess capacity across varied sectors of the economy due to collapse of aggregate 
demand and consequent plunge in aggregate output. In this phase of the business cycle, there is 
existence of a massive ‘negative’ output gap (output is very significantly below its trend) and 
consumer confidence and business confidence are at rock bottom (consequently, consumer 
spending and private investment plunge or collapse) – resulting in a rapid decline in the inflation 
rate and rising fears of deflation. Further, there is a rapid decline in industrial production, soaring 
unemployment, falling household incomes, rapid fall in corporate profitability (or firms incur 
significant losses) and a sharp rise in corporate bankruptcies or business failures, contraction of 
bank credit and a high level of accumulation of business inventories when the economy is in this 
phase of the business cycle.  

Having stated the above, it might be worth mentioning an important point with reference 
to corporate profitability here; corporate profitability is particularly sensitive to protracted 
economic downturns, recessions or deep recessions. This is because firms are faced with rapidly 
declining demand for their goods and services (as household incomes typically fall during such 
parlous economic conditions), yet they have to bear several overhead costs such as labour costs, 
depreciation, debt servicing costs, taxes(such as real estate taxes etc.), heating and electricity 
costs etc.  
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Consequently, firms are faced with falling revenues, but fixed over head costs and therefore 
corporate profitability falls rapidly or firms incur significant losses in such distressing economic 
conditions. 

Economic recovery: after an economy has experienced a trough that tends to last for sometime, 
aggregate economic activity tends to gradually improve or recover i.e. there is revival of 
economic activity and the economy emerges from its lowest point. 

In the recovery phase of the business cycle, there is rise in economic activity due to a gradual 
revival of aggregate demand. 

As demand starts to increase gradually industrial production and capacity utilization too start to 
increase gradually, which tends to kick start the investment cycle (due to higher profit 
expectations) or stimulates private investment, particularly investment in capital goods (after a 
lag) – that in turn makes the recovery sustainable and paves the path for rapid economic 
expansion 12-18 months later. Further, rise in investment activity causes induced increase in 
consumer demand, which leads to higher consumer spending on goods and services i.e. both 
private investment and consumer spending rise gradually – consequently, GDP starts to grow 
again after having contracted in the ‘Trough’ phase of the business cycle.            
When the economy is in this phase of the business cycle, initially workers, who were earlier laid 
off, are called back to work and temporary and overtime employees are also used by firms to 
produce more output and hence utilize more capacity to cater to the gradual rise in demand for 
their goods and services.As economic recovery strengthens (as a consequence of firming 
demand), firms start to hire new workers gradually and consequently the unemployment rate 
starts to fall gradually. It might be noted that when workers (laid off, temporary, over time or 
new workers) are put to work, more people are earning in the economy - which boosts consumer 
confidence and consequently consumer demand and spending (which in turn gives a further 
boost to industrial production, investment activity and aggregate output).     

It might be noted that when the economy is in this phase of the business cycle, the 
unemployment rate is high, though it falls gradually as firms tend to hire new workers gradually 
or slowly. Further, in spite of rising demand for goods and services and consequently higher 
industrial production (and capacity utilization), substantial excess capacity exists in the economy 
as there is yet a large negative output gap due to existence of significant deficiency of aggregate 
demand (though demand rises gradually in this phase of the business cycle). Moreover, due to 
existence of substantial excess capacity and abundance of supply of raw materials, commodities 
and other inputs of production and real estate relative to demand for the same and absence of any 
wage pressures in this phase of the business cycle, firms can increase production without  much 
or significant rise in marginal cost of production. Consequently, there are hardly any price 
pressures in the economy in this phase of the business cycle and therefore inflation is fairly 
subdued or muted at this stage.     

This stage of the business cycle is characterized by a gradual rise in business and consumer 
confidence, gradual increase in industrial production, a slow yet satisfactory rebound in 
corporate profits (i.e. gradual rise in corporate profits), gradual rise in bank credit and a revival 
of demand for credit by firms and households, gradual reduction in business inventories below 
the desired level (which stimulates private investment in capital goods) and smaller number of 
corporate bankruptcies or business failures.    
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Economic Expansion: sustained economic recovery gives way to rapid and more broad based 
economic expansion (i.e. more rapid or stronger growth in GDP) as consumer spending 
(particularly on consumer durables (that typically involves borrowing), private investment  
(particularly capital investment) and industrial production grow more rapidly (also aided by 
larger expansion of bank credit to households and firms) and the unemployment rate starts to fall 
more rapidly (as firms hire new workers more rapidly), due to rising aggregate demand 
predicated on increasing consumer confidence and business confidence. 

Further, rising output is accompanied by a moderate rise in inflation, due to increasing capacity 
utilization, moderate rise in marginal costs of production and firms being able to pass on higher 
costs of production to consumers in the form of higher prices for their goods (due to increasing 
demand for the same). 

In this stage of the business cycle, the marginal costs of production rise moderately due to two 
reasons: first, wage pressures start to develop as firms demand more labour (particularly skilled 
labour) to produce more output to cater to increasing demand; second, the cost of commodities, 
raw materials and other inputs of production and real estate rise moderately, due to rising 
demand for the same.    

Having stated the above, it might be interesting to note that this phase of the business cycle is 
also characterized by moderately rising interest rates, rising household incomes, continued 
narrowing of the negative output gap and consequently higher levels of capacity utilization, more 
sound corporate balance sheets, rising housing and stock markets and an increase in household 
debt. 

It may be noted that economic expansions typically last between 3-5 years.  

Peak: the rapid economic expansion continues for sometime and then turns into an unsustainable 
economic boom, resulting in economic activity ultimately peaking (which is the highest point of 
a typical business cycle) - due to sustained buoyancy in aggregate demand.  

When the economy is in this phase of the business cycle (i.e. peak) it witnesses rising GDP 
growth at a rate that is faster than the economy’s trend or long run average rate of growth, which 
is accompanied by accelerating inflation and a rapid fall in the unemployment rate. In essence, 
when an economy peaks, actual GDP growth reaches its highest level and is above the 
economy’s long run average rate of growth - which is unsustainable and ultimately culminates 
into an economic slowdown (usually culminating into a recession).    

This stage is usually characterized by excessive capacity utilization, increasing capacity 
constraints and supply bottlenecks, very rapid growth in industrial output, debt fuelled consumer 
spending boom (due to factors such as rising real incomes, rapidly falling unemployment, easily 
availability of credit, rising consumer confidence and household wealth), robust private 
investment spending (particularly capital spending), very high levels of consumer confidence and 
business confidence, excessive wage pressures due to marked shortages of labour (particularly 
skilled labour) and sharply rising costs of commodities, raw materials and other inputs of 
production and real estate due to excessive demand for the same – resulting in accelerating 
inflation, rising interest rates, high and rising corporate profitability, very high demand for bank 
credit by households and firms and liberal credit standards (that encourage substantial consumer 
and corporate lending), housing market boom (i.e. surge in house prices), very high levels of 
household and corporate debt and  a marked fall in household savings ratio.  
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A point worth mentioning here is that as rapid economic expansion continues and turns into an 
economic boom, rising aggregate demand leads to smaller and smaller increases in aggregate 
output (GDP) and larger and larger increases in prices (i.e. surge in inflation).This is because 
when the economy is in this phase of the business cycle (peak) firms face increasing capacity 
constraints and supply bottlenecks – which results in sharply escalating costs of production 
(which in turn leads to a surge in inflation) and smaller and smaller increases in aggregate 
output (GDP). 

Economic downturn and recession (which is usually defined as two consecutive quarters of 
negative GDP growth): this is the phase of the business cycle after the economy attains its 
highest point in the business cycle (i.e. peak) i.e. after peak in economic activity comes the 
economic downturn and recession. In this phase or stage of the business cycle, economic 
activity continues to fall. In other words, this is a period of continuous decline in aggregate 
economic activity, which usually culminates into a recession but does not represent the trough 
(which is the lowest point of aggregate economic activity in an economy; after an economy 
reaches its trough, aggregate economic activity starts to recover or rise). 

Essentially, the unsustainable economic boom, which ultimately leads to a peak in economic 
activity, results in accelerating inflation and rising interest rates, which ultimately tends to 
dampen consumer confidence and business confidence and consequently leads to a fall in 
consumer spending, industrial production and private investment (which tends to drop sharply). 
The downturn in these three key measures of economic activity results in rising unemployment 
and falling household incomes, which in turn leads to a further fall in consumer spending. As a 
result of further weakening of consumer demand, there are more pronounced cut backs in 
industrial production and private investment spending falls further (due to pessimistic 
expectations about future economic growth, sales and profitability) – usually plunging the 
economy into a recession.   

It might be noted that other factors, such as a plunge in housing and stock markets (i.e. sharp fall 
in house prices and stock prices) and contraction in bank lending (due to fears of rising bad 
debts), tend to exacerbate the economic downturn and feed the recessionary conditions, as they 
have serious downside implications for consumer confidence and business confidence.  

In addition to the above, this phase of the business cycle is characterized by rising corporate 
bankruptcies or business failures, lower costs of production due to declining commodity, raw 
material, other inputs (used in production) and real estate costs and absence of any wage 
pressures (due to rising unemployment), sharp decline in corporate profitability (as corporate 
profits are particularly sensitive to a recession) or rising losses, rapid accumulation of business 
inventories (due to declining sales), decline in the rate of inflation (after a lag) due to a rapid fall 
in aggregate demand, falling interest rates and lack of sufficient demand for bank credit, rising 
unemployment, existence of significant excess or idle capacity (particularly in the consumer 
goods and capital goods industries/sectors) in the economy and a marked rise in household 
savings ratio due to sharp retrenchment in consumer spending (particularly on consumer 
durables) as a  result of  falling real incomes, rising unemployment, declining consumer 
confidence and a decline or fall in household wealth.          
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A.2 Important Characteristics of Business Cycles 

 Business cycles vary considerably in length or duration, differ in intensity, volatility and 
magnitude, and typically display persistence. By persistence we mean that if an economy is 
expanding, it will typically continue to expand for a while and if an economy is contracting, 
it tends to contract for a while. For example, if GDP(Y) is above trend, it tends to stay above 
trend for a while and if GDP is below trend, it tends to stay below trend for a while. Further, 
business cycles tend to be highly irregular and unpredictable.  

 The duration of business cycles varies from more than one year to a maximum of 10-12 years 
(Note: the average duration of business cycles varies from country to country). Further, 
business cycles tend to be recurrent, though not strictly periodic, and repeat every two, three 
or more years. 

 Economic expansions tend to last longer than economic contractions, reflecting an 
economy’s capacity for growth in the long run. The average length of business cycle 
expansions tend to be between 3-5 years, while business cycle downturns tend to be of a 
much lesser duration – between 12-15 months – in most countries. 

 While most sectors/industries of an economy usually tend to rise and fall together i.e. display 
business cycle patterns, yet some sectors/industries (such as construction and manufacturing) 
tend to display greater fluctuations over the business cycle than others.         

 When economic activity in an economy is peaking or about to peak, actual output (Y) for that 
period is higher than potential output (Y*) and the inflation rate tends to accelerate. Whereas, 
when economic activity in an economy is nearing its lowest point or at its lowest point 
(trough), actual output (Y) for that period is much lower than potential output (Y*) and the 
inflation rate tends to decelerate or decline rapidly.   

 Monetary and/or fiscal policies are usually the macroeconomic policy tools that are used to 
smoothen or dampen business cycles (i.e. dampen the intensity, volatility or magnitude of 
short run cyclical fluctuations in economic activity and avoid periods of economic boom - 
which are unsustainable and lead to accelerating inflation – and recessions - which 
usually lead to high and rising unemployment).   

It might be noted that monetary policy influences private investment in particular and consumer 
spending too (and hence aggregate demand and output) in the short run. Therefore, it is a 
powerful policy tool to smoothen, moderate or dampen business cycles in an economy. Fiscal 
policy is also a powerful tool to influence aggregate demand and output in the short run and is a 
powerful policy tool to smoothen, moderate or dampen business cycles in an economy. This 
policy tool is particularly useful in countering a severe economic downturn or a protracted 
recession (especially, when monetary policy alone is virtually powerless or impotent in taking an 
economy out of a severe economic downturn or a protracted recession onto a path of economic 
recovery).  

Let us illustrate with a simple example. Consider the GDP - Expenditure side: 

Y= C + I+ G + (X-M)  

This equation can be written in a more elaborate manner: 
Y= C (Y-T) + I (r) + G + (X-M)  
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This equation states that consumer spending (C) depends on disposable income (i.e. Y – T), 
where T is income tax paid by households’ on earned income. Further, private investment, 
according to this equation, depends on real interest rate (r), where real interest rate is equal to 
nominal rate of interest minus expected inflation.   

Having stated this equation, let’s assume that an economy is growing too rapidly (in an 
unsustainable manner or is peaking) with inflation accelerating or rising sharply and 
consequently policy makers want to dampen aggregate demand, in order to curb inflation and 
moderate the pace of growth of aggregate output (Y). 

Now if monetary policy is used to dampen aggregate demand and consequently the central bank 
increases its official ‘policy’ rate for this purpose, then a rise in this rate will lead to an increase 
in domestic real interest rates (r) – which will dampen private investment (I) in particular and 
also adversely affect consumer spending (especially on consumer durables because such ‘big-
ticket’ purchases typically involves borrowing) as the cost of borrowing for firms and consumers 
will rise. As a result, aggregate demand will fall, which will lead to a moderation in the pace of 
growth of aggregate output (Y) and also put downward pressure on inflation.  

Note, investments and real interest rate (r) are negatively correlated (for more details, please 
refer to module 3 on ‘Private Investment’ (I)). 

If fiscal policy is used to dampen aggregate demand and consequently the government chooses to 
increase the burden of tax (i.e. increase in T) on households, it will lead to a reduction in 
disposable incomes, which in turn will lead to lower consumer demand and spending and 
consequently to lower aggregate demand, output and inflation. The government can also reduce 
government expenditure (G) to dampen aggregate demand, output and inflation or use a 
combination of reduction in government expenditure (G) and increase in taxation (T) for the 
same purpose.  

Likewise if an economy is faced with a protracted economic slowdown or a recession (i.e. an 
economy is operating much below its potential), the central bank wanting to stimulate aggregate 
demand and output may rapidly lower its official ‘policy’ rate, which will lead to lowering of 
domestic real interest rates (r) – that will stimulate private investment in particular and also 
stimulate consumer spending (particularly on consumer durables) as the cost of borrowing for 
firms and consumers will go down.  

If fiscal policy is used to stimulate aggregate demand when the economy is faced with such an 
economic scenario and consequently the government chooses to reduce the burden of tax (i.e. 
decrease in T) on households, it will lead to higher disposable incomes, which in turn will spur 
consumer demand and spending and consequently boost aggregate demand and output (and put 
upward pressure on inflation).   

The aforesaid example is a simple illustration of how macroeconomic policy can be used to 
dampen, moderate or smoothen business cycles. Whether, policy makers are able to effectively 
dampen, moderate or smoothen business cycles in their respective countries is another matter 
and in reality, can be very challenging, particularly in an era of increasing economic 
interdependence between countries.  
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Monetary and fiscal policies are used to change (indirectly) the growth rate of GDP (Y) in the 
short run – in order to smoothen, moderate or dampen business cycles i.e. minimize the 
magnitude of fluctuations in growth of GDP (Y) over the business cycle. 

In other words, these policies focus on short run demand management (i.e. ‘demand side’ 
stabilization) and try to smoothen out, moderate or flatten the business cycle – by attempting to 
moderate periods of economic recovery, reducing the severity of recessions that periodically 
inflict an economy and slowing down growth if the economy is peaking or growing 
unsustainably with accelerating inflation - in order to reduce the volatility of economic 
growth and for sound macroeconomic management.  

Essentially, appropriate monetary and/or fiscal policies are designed to shift aggregate demand 
(via influencing the variables that constitute the demand side of the economy - C, I, G, (X-M)) in 
the right direction, for the purpose of demand side stabilization, in order to smoothen out 
business cycles. It might be noted that these two macroeconomic policies are essentially or 
primarily used for aggregate demand management in an economy in the short run.    

Having stated the above, an important point worth mentioning here is that when growth peaks 
in an economy, it is invariably accompanied by a sharp rise or acceleration in inflation, which 
usually brings forth macroeconomic policies (monetary policy and/or fiscal policy) that try to 
dampen inflationary pressures and moderate the pace of growth.  

Unfortunately, in reality, moderating the pace of growth and dampening inflation in an economy 
is highly challenging for policy makers, as it’s very difficult to ‘soft land’ an economy (i.e. to 
moderate the pace of growth and inflation to desired levels) because these policies influence 
growth and inflation with variable lags and most importantly designing and implementing just 
the right amount of monetary and/or fiscal policy tightening required for this purpose can be 
rather difficult in practice.  

If the monetary and/or fiscal tightening by policy makers is considered severe, sharp or too 
prolonged by economic agents, it can instead of ‘soft landing’ the economy lead to a recession 
accompanied by rising unemployment and a sharp fall in prices (i.e. rapidly decelerating or 
declining inflation) – due to the marked downside effect of such policies on business 
confidence and consumer confidence.   

An example of an economy peaking or growing unsustainably can be an economy whose trend 
rate of growth (i.e. the average long run growth rate of real GDP) is 3% per year and the 
economy is growing at 4.5% per year - which invariably will be accompanied by sharply rising 
or accelerating inflation that policy makers will attempt to moderate through use of either or both 
monetary and fiscal policy (usually, monetary policy is the preferred economic policy tool for 
such macroeconomic stabilization purposes).   

 Business cycles are characteristic features of market oriented or driven economies (US, UK, 
Japan and mainly other developed countries), where they face recurrent, but not periodic, 
short run cyclical or wave like fluctuations in output (i.e. fluctuations in the growth rate of 
GDP around its long run trend).Though the output of such economies increases over the long 
run spanning decades, yet in the short run the growth rate of GDP demonstrates considerable 
variations or cyclical fluctuations.  
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These economies, as they exist in reality, are mostly mixed economies where market forces 
of demand and supply (i.e. market forces), rather than the government, predominantly drive 
most of their economic activities with reference to decisions pertaining to consumption, 
investment, trade, pricing and production. As a result, changes in GDP, consumption, 
investment, international trade, unemployment, inflation, interest rates and other 
macroeconomic variables in such economies too are predominantly driven by market forces, 
rather than government planning or control and hence they are more prone to business cycles, 
when compared to those economies in which there is more government intervention or 
influence over economic activities. 

Many emerging/developing economies in Asia, Latin America, Africa, Middle East and 
transition economies in Eastern Europe too are gradually transforming into more market 
oriented or driven economies, as a result of continued reforms and economic liberalization.  

As market forces increasingly play a greater role in economic activity and pricing decisions 
in these economies, business cycles are becoming more pronounced or prominent features of 
their economic landscape. Another factor that is making business cycles a more prominent 
feature in these economies is their increasing integration with the global economy, which is 
leading to greater influence of business cycles in other economies and economic policies of 
major countries (US, EU, China etc.) on their respective GDP’s or domestic economic 
activity in the short run (via the channels of trade, investment and volatile capital flows).  

 Stock markets often tend to be a sound leading indicator of business cycles. For example, if 
an economy is peaking (i.e. at the highest point of the business cycle) and growing 
unsustainably with sharply rising or accelerating inflation, the central bank of that country  
will typically or usually raise its official ‘policy’ rate (i.e. tighten monetary policy), in order 
to moderate the pace of growth and inflation to more sustainable or desirable levels.  

Such a policy move is likely to adversely affect aggregate demand, as higher domestic 
interest rates (due to a hike in the official ‘policy’ rate) will make borrowing more costly for  
firms and households and therefore will dampen private investment (in particular) and 
consumer spending – resulting in lower aggregate output(GDP) and inflation.        

Since stock markets tend to lead the economy (i.e. stock markets tend to be a leading 
indicator of the business cycle), they will anticipate such a policy move by the central bank 
(or factor it in) and the consequent economic slowdown even before it actually happens, and 
this will lead to a fall in stock prices even before the unsustainable pace of economic 
growth comes to an end by such policy moves ( i.e. even when the economy is peaking).  

On the other hand, if an economy is in a recession or facing a  protracted economic 
slowdown, then the central bank of that country will typically or usually lower its official 
‘policy’ rate (leading to lower domestic interest rates) to boost private investment (in 
particular) and consumer spending too and consequently boost aggregate demand and output. 
Due to lower cost of borrowing, as a result of lower domestic interest rates, private 
investment (in particular) and consumer spending will be stimulated, which in turn will lead 
to a rise in aggregate demand and output and pave the path for economic recovery.  
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Stock markets will anticipate such a policy move by the central bank (or factor it in) and the 
consequent economic recovery even before it actually happens, resulting in a rise in stock 
prices even before the recession or the protracted economic slowdown comes to an end 
by such policy moves. Essentially, stock markets tend to move 6-12 months ahead of the 
economy 

 Major macroeconomic variables tend to witness simultaneous fluctuations over the business 
cycle due to the underlying linkages of these variables with each another. Examples of such 
macroeconomic variables are inflation, unemployment, interest rates, private investment, 
consumer spending (particularly on consumer durables), exchange rates etc.  

 

 In developed economies, recessions and expansions often take place at about the same time 
i.e. there is a very significant synchronization of business cycles. 

 If two countries have substantial trade ties with one another, then this will tend to increase 
the synchronization of business cycles of these two countries.    

 If the percentage (%) share of exports in the GDP of a country is increasing rapidly or is 
high, then it will be more vulnerable to fluctuations in or shocks to GDP of other countries 
(i.e. more exposed will it be to business cycles abroad). 

This is because a rising or high share of exports in the GDP in a country means that there is 
increasing or high international demand for its goods. For example, if an important trading 
partner/s of this country experiences a severe recession or a protracted economic downturn, it 
will have a significant downside effect or impact on the demand for this country’s goods, 
which in turn will lead to falling incomes, lower aggregate output and higher unemployment 
in this country.    

A.3 How to obtain a sound picture of business cycles in an economy 

In order to obtain a sound underlying picture of short run fluctuations in economic activity (i.e. 
fluctuations in the growth rate of GDP) in an economy, it’s advisable to use year-on-year growth 
rate (%) of quarterly GDP. 

Computation of year-on-year growth rate (%) of quarterly GDP  

For example, if you want to compute year-on-year growth rate (%) of quarterly GDP for the 4th 
quarter of 2013, then the formula is:  

(GDP (2013 4th Quarter) – GDP (2012 4th  Quarter))  X 100  

                     GDP (2012 4th Quarter) 

Or  

If we want to compute year-on-year growth rate (%) of quarterly GDP for the 3rd quarter of 2013, 
then the formula is: 

(GDP (2013 3rd Quarter) – GDP (2012 3rd  Quarter))  X 100  

                     GDP (2012 3rd Quarter) 
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Similarly, we can obtain the year-on-year growth rate (%) of quarterly GDP for any quarter or 
for as many quarters as we like. You can easily use the Excel spreadsheet to perform such 
computations.   

Having stated the above, we would like to state three important points with reference to 
year-on-year growth rate of quarterly GDP.     

First, when we compute year-on-year growth rate of quarterly GDP for the latest quarter for an 
economy we obtain the percentage (%) change in GDP from the corresponding quarter of the 
previous year - which is an effective measure of current macroeconomic performance. 

Second, if we wish to gauge the macroeconomic performance of an economy over the last four 
quarters (including the latest quarter for which official estimate of GDP have been released) i.e. 
how rapidly or slowly has the economy actually grown in the last four quarters, we can compute 
year-on-year growth rate (%) of quarterly GDP for each of these four quarters, which should 
provide us with a reliable picture of the country’s recent macroeconomic performance.  

Third, when we perform similar computations for several quarters, we can obtain a sound 
underlying picture of short run fluctuations in economic activity (i.e. business cycles) in an 
economy and the magnitude of such fluctuations.  

It might be noted that countries with more volatile short run fluctuations in economic activity 
(i.e. with more volatile business cycles) tend to have lower long term economic growth (which is 
usually accompanied by higher inflation and unemployment). Further, more volatile business 
cycles are reflective of poor macroeconomic management. 

Example 

Having stated the above, provided below is a graph of year-on-year growth rate (%) of 
quarterly (real) GDP (UK economy) for every quarter from 1989Q4 to 2013Q3 (Note: Q refers 
to Quarter).    
 

Year on Year Growth Rate of Quarterly GDP(UK) 
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Source: Office for National Statistics, UK 
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From this graph you can possibly get a sound perspective of short run fluctuations in economic 
activity (business cycles) in the UK economy. Further, if one wants to gauge the macroeconomic 
performance of the UK economy over four quarters - for example, from the fourth quarter of 
2012 to the third quarter of 2013 - then it is evident that economic growth picked up in the UK 
economy from the second quarter of 2013 only (but output growth remains below its trend, 
which is indicative of existence of spare capacity in the UK economy). It might be pertinent to 
mention here that the trend or average rate of economic growth in the UK is 2.5%.  

Having stated the above, you can obtain data on GDP for any economy (if official data is 
reliable and available) and compute year-on-year growth rates of quarterly GDP in an excel 
spreadsheet and then plot the graph to get a perspective of short run fluctuations in economic 
activity in that economy and its recent or current macroeconomic performance. 

It might be noted that to perform the aforesaid calculations and analysis for any economy, try to 
obtain the latest official data on GDP along with data for several previous quarters.     

A.4 Key Feature of Business Cycles 

A very important feature of the business cycle is ‘co movement’ of several key 
macroeconomic variables’ and how they fluctuate relative to fluctuations in GDP (Y) over 
the business cycle. Examples of such macroeconomic variables are consumer spending, private 
investment, exports, imports, industrial production, inflation rate, money supply, employment, 
average labour productivity, real wages and unemployment. 

When we refer to ‘co-movement’ of any macroeconomic variable in the context of business 
cycles, we are interested in knowing whether the cyclical component of that macroeconomic 
variable moves in the same direction of the cyclical component of GDP or in the opposite 
direction i.e. we are essentially interested in the cyclical behaviour of key macroeconomic 
variables.  

It might be noted that one needs to take quarterly data on the cyclical component of GDP and 
other macroeconomic variables (ideally for a period of 30 years or more) for any economy and 
plot the graph on an Excel spreadsheet, in order to know which macroeconomic variable moves 
in the same (or opposite) direction of GDP and how much does each macroeconomic variable 
fluctuate relative to fluctuations in GDP (i.e. how volatile is a particular macroeconomic variable 
when compared to GDP). You don’t need to conduct such analysis yourself. One can purchase 
the services of an economic research/consulting firm or an economist to conduct such analysis as 
it requires use of sophisticated quantitative techniques.    

Having stated the above, the following points are worth mentioning with reference to                
co-movement of macroeconomic variables.           

To know the strength of the co-movement of the cyclical component of a macroeconomic 
variable with the cyclical component of the GDP, the concept of correlation is used. Correlation 
is a statistical measure that tells us how strongly two variables are (linearly) related and 
whether they move in the same direction (i.e. they are positively correlated) or in the 
opposite direction (i.e. they are negatively related). The coefficient of correlation lies 
between -1 and +1.  
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If the correlation between GDP and any other macroeconomic variable is positive (for example, 
0.8), this means that both variables move in the same direction. If the correlation between the 
two variables is negative (for example -0.8) then both variables move in the opposite direction.  

The key point to note is that the closer the coefficient of correlation is to +1, stronger is the 
positive correlation between two variables. On the other hand, the closer the coefficient of 
correlation is to -1, stronger is the negative correlation between two variables. Subjectively 
speaking, we can say that a macroeconomic variable is strongly positively (negatively) 
correlated to GDP when the coefficient of correlation is more than 0.50 (is less than -0.50 i.e. -
0.60, -0.70 etc.). A coefficient of correlation, for example, of 0.8 (-0.8) between two variables is 
a very strong positive (negative) correlation. 

Having stated the concept of correlation, given below are two very important points with 
reference to ‘co movement’ of macroeconomic variables with GDP and related fluctuations.  

1. If the cyclical component of a macroeconomic variable is positively correlated with the 
cyclical component of GDP, then we call this macroeconomic variable procyclical – as when 
GDP rises this variable also rises and when GDP falls, this variable also falls (i.e. both 
variables move in the same direction, which means that procyclical indicators move in the 
same direction as the economy does).  

On the other hand, if the cyclical component of a macroeconomic variable is negatively 
correlated with the cyclical component of GDP, then we call this macroeconomic variable 
countercyclical – as when GDP rises this variable falls and when GDP falls, this variable 
rises (i.e. a counter cyclical indicator moves in the opposite direction of the economy).  

It might be noted that the value of a procyclical macroeconomic variable increases during 
economic expansions and decreases during a recession.Whereas, the value of a 
countercyclical macroeconomic variable falls during economic expansions and rise during a 
recession.   

Given below is a table that provides us with examples of important macroeconomic 
variables that tend to be procyclical or countercyclical.  
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Macroeconomic 

Variables 

    Procyclical   Countercyclical Correlation 

With GDP  

Consumer spending Procyclical  Strong  

Investment Procyclical  Strong  

Exports Procyclical    Can be strong or 

weak  

Imports Procyclical  Strong  

Employment Procyclical  Strong  

Inflation rate (CPI) Procyclical  Weak or not very 

strong 

Real Wage Can be 

Procyclical or 

Countercyclical   

 Very weak 

Industrial Production Procyclical  Strong  

Employment Procyclical  Strong  

Money Supply Procyclical  Strong  

Unemployment  Countercyclical Strong 

Average Labour 

Productivity 

Procyclical  Can be strong or 

weak  

 
The strength of correlation (positive or negative) between the aforesaid macroeconomic 
variables and GDP tends to vary from country to country, however, except for real wage, 
inflation, exports and average labor productivity, other macroeconomic variables (stated in 
the table) tend to demonstrate regular patterns of strong correlation with GDP. Further, 
except for unemployment, that tends to demonstrate a negative correlation with GDP, all 
other variables tend to demonstrate a positive correlation with GDP.  

2. We are also interested in knowing how the cyclical component of each of these 
macroeconomic variables fluctuates relative to fluctuations in the cyclical component of  
GDP over the business cycle (i.e. how volatile or variable is each macroeconomic variable 
relative to the volatility or variability in GDP over the business cycle).  

The cyclical variability or volatility of a macroeconomic variable (i.e. its magnitude) can be 
measured by standard deviation (a statistical concept), which measures the average deviation 
of a series of observations of a macroeconomic variable from its mean value (for any 
specified period of time - for example, for the last 30 years (i.e. 1983-2013) - using quarterly 
data).  

Once the standard deviation of each macroeconomic variable is computed, we are then 
interested in knowing the ‘relative’ fluctuations in each of these variables (i.e. relative to 
GDP). For which, we measure the standard deviation of each variable relative to the standard 
deviation of GDP (which is computed using the same specified time period i.e. 1983-2013 - 
using quarterly data) – which is called relative standard deviation.  
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If the relative standard deviation i.e. the standard deviation of a macroeconomic variable 
relative to the standard deviation of GDP is greater than 1, it means that this macroeconomic 
variable tends to fluctuates more or tends to be more volatile than GDP over the business 
cycle. If the relative standard deviation i.e. the standard deviation of a macroeconomic 
variable relative to the standard deviation of GDP is less than 1, it means that this 
macroeconomic variable tends to fluctuate less or tends to be less volatile than GDP over the 
business cycle.      

Given below is a table that shows us which macroeconomic variable usually tends to 
fluctuate more (i.e. is more variable or volatile) relative to fluctuations in GDP over the 
business cycle and which macroeconomic variable usually tends to fluctuate less (i.e. is less 
variable or volatile) relative to fluctuations in GDP over the business cycle.     

 

 Macroeconomic Variables Volatility (relative to GDP) 

Consumer spending Less volatile 

Investment More volatile 

Exports More volatile 

Imports More volatile 

Employment Less volatile 

Inflation rate (CPI) Less volatile 

Real Wage Less Volatile 

Industrial Production More Volatile 

Employment Less volatile 

Money Supply Less volatile 

Unemployment Less volatile 

Average Labour Productivity Less volatile 

    
Having stated the above, an important point needs to be mentioned: investment, exports 
and imports tend to be significantly more volatile than GDP over the business cycle.   

 
A.5 Causes of Business Cycles 

Business cycles, which relates to volatility of economic growth (i.e. fluctuations in the growth 
rate of GDP) in the short run, are precipitated by a ‘shock’ to the economy, mainly ‘demand 
shocks’ that affect aggregate output and results in fluctuations in the same. Some of the most 
important (demand-side) causes of business cycles (contractions and expansions i.e. cyclical 
upswings and downswings) in an economy are listed below. 

 Marked changes (rise or fall) in business confidence and consumer confidence. 

 A marked drop or increase in private investment (particularly private investment in capital 
goods).   

 Global financial market crisis.   
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 Economic boom or severe economic downturn (or a recession) in the global economy or in 
the economies of a country’s trading partners - leading to either a surge or plunge in export 
demand respectively.     

 Rising or falling asset prices (such as a surge or a spectacular rise in house prices and stock 
prices or an unexpectedly sharp fall in the same). Rising (falling) asset prices means an 
increase (decrease) in household wealth.  

 Exchange rate shocks (unexpected or significant domestic currency appreciation or 
depreciation). 

 Monetary policy (unexpected or prolonged monetary tightening (loosening) leading to a 
marked rise (fall) in domestic interest rates that dampen (stimulate) private investment and 
consumer spending excessively). 

 Fiscal policy (significant or unexpected increase (or decrease) in government expenditure 
and/or a hike (fall) in taxes that affect (stimulate or dampen) aggregate demand excessively). 

 An unexpectedly severe credit crunch (due to banks’ reluctance to provide credit to firms and 
households) that tends to dampen consumer spending and private investment very 
significantly, or easy or liberal availability of bank credit (loans) to households, particularly 
mortgage loans, at low or highly competitive rates, that encourages a debt fuelled consumer 
spending boom.  

 Substantial and sudden capital inflows (outflows) witnessed by an economy, due to 
substantial foreign institutional investment (disinvestment) in domestic financial assets.  

 Significant influence of global economic policy (particularly monetary policy) on an 
economy. For example, the effect of easy or tight monetary polices of major economics 
(such as the US, EU, Japan and China) on other economies across the globe.      

Having stated the above, some of the supply-side shocks that can cause business cycles are:  

 Unexpected surge or spurt in international oil prices that lead to a significant escalation in the 
cost of production for firms in an economy. 

 Famine or severe drought that significantly affects food supply and also results in a spurt in 
food prices in an economy.     

A.6 Business Cycle Indicators 

Business cycle indicators are grouped into three categories: leading, coincident and lagging 
indicators. Given below is a fairly detailed explanation of the most important type of business 
cycle indicators - leading indicators, followed by a brief mention of the other two types of 
business cycle indicators – coincident and lagging indicators.           

1. Leading Indicators (i.e. Leading Economic Indicators)   

Economic policy makers, firms and financial markets are all very interested in knowing where 
the economy (i.e. the economy they are interested in) is likely to head in the near future and 
about the turning points (peaks and troughs) of the business cycle, in addition to gauging the 
current state of the economy and how it has been performing in the recent past. 
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Leading indicators are used to predict the future course of the economy or what the economy will 
be like in the near future (i.e. generally 6-12 months ahead or even up to 12-18-24 months ahead) 
and the turning points (peaks and troughs) of the business cycle.  

Since leading indicators tend to move up or move down several months before the economy 
moves up or moves down respectively, these indicators provide valuable early or advance signals 
of the likely direction or course of the economy (6-12 months or even up to 12-18-24 months 
ahead).This makes such indicators very valuable for policy makers, firms and financial markets. 
Essentially, leading indicators usually turn well in advance of GDP and are useful in predicting 
the future course of the economy. 

Specifically speaking, leading economic indicators are indicators whose cyclical movements 
(upturns and downturns) tend to lead or move in advance of cyclical movements (upturns and 
downturns) in GDP (i.e. a turn around in such indicators indicates a later turnaround in GDP) and 
therefore these indicators are used to predict where the economy is heading in the near future and 
when the economy is likely to change course (as these indicators provide early signals of turning 
points in economic activities). 

It might be noted that peaks and troughs in a leading indicator occur before corresponding 
peaks and troughs in GDP (i.e. the peaks and troughs in a leading indicator precede or occur 
before peaks and troughs in aggregate economic activity i.e. GDP). Therefore, such indicators 
can be used to generally identify, indicate or predict turning points (peaks and troughs) of 
the business cycle well in advance (generally 6-12 months or even up to 12-18-24 months) 
before they occur.  

For example, car sales, a leading indicator, move up and down several months before a 
corresponding moving up and down of the overall economy (as measured by the growth of 
GDP).  

Car sales tend to generally peak about six months ahead of a peak in GDP (rising car sales 
usually reflect that the economy is expanding) and when car sales decline and reach their trough, 
the corresponding trough in GDP is likely to be reached around six months later (declining car 
sales usually reflect that the economy is slowing down or contracting).  

For example, if car sales peak or reach a high in December 2014, this in turn would possibly 
imply a peak in GDP around June 2015 (allowing for the six month lead) and if this indicator 
troughs or reaches its lowest point in December 2014, this in turn would possibly imply a trough 
in GDP around June 2015 (allowing for the six month lead).  

Statistically speaking, when a change in an indicator (for example, ‘Car Sales’) observed t 
periods earlier (for example, six months ago) tends to be associated with a change in GDP in the 
current period (i.e. strongly positively correlated with it), then it is a leading indicator, as a 
change in this indicator tends to precede or lead changes in GDP. 

Therefore, this indicator tends to attain its peaks and troughs (i.e. turnaround) earlier than GDP.  

Another very important example of a leading indicator is the money supply, whose turning 
points (peaks and troughs) occur about 12-24 months before the corresponding turning points in 
GDP (i.e. the lead time is 12-24 months). If the money supply growth reaches its peak (trough), 
GDP is likely to peak (trough) about 12-24 months later.  
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Having stated the above, its very important to note that there are several leading indicators 
(mentioned on page 114), including car sales and money supply, that are useful to predict the 
future course of an economy, however, these indicators don’t reach their respective peaks and 
troughs (ahead of GDP) at the same time, as they follow cycles of different length. Generally 
most leading indicators turn (i.e. peak or trough) 6-12 months ahead of GDP (for example, the 
stock market, a leading indicator, moves 6-12 months ahead of the economy), however, there are 
a few leading indicators that turn 2-3 months ahead or 8-16 months ahead or even 12-24 months 
ahead of GDP. 

For example, retail sales tend to peak 2-3 months ahead of peak in GDP, business confidence and 
housing starts tend to peak 8-16 months ahead of peak in GDP and money supply tends to peak 
12-24 months ahead of peak in GDP.     

In essence, the lead time of all leading indicators is not the same and tends to be variable. 
Therefore, one should follow more than one leading indicator to predict the future course of an 
economy and turning points (peaks and troughs) of the business cycle. 

It is highly recommended to use those leading indicators (more than one) that have been reliable 
in predicting business cycle turning points (peaks and troughs) of an economy over time (i.e. 
based on many years of experience in using them).Try to find out which leading indicators (more 
than one) are reliable for the aforesaid purpose in your country and then try to analyze them or 
find out what experts/economists have to say about current trends in these indicators and 
accordingly make your own judgment about the future course of the economy.  

It might be noted that for a leading indicator to be reliable, the relationship between GDP and it 
should be statistically significant and stable over time (i.e. it should consistently lead GDP over 
time and movements in the data of this indicator should not be too erratic or volatile).  

For example, in the US, money supply, yield curve and stock prices can be thought of three 
leading indicators known for their reliability in predicting turning points of the US economy.  

In addition to choosing reliable leading indicators for the aforesaid purpose, one should 
take into consideration something very important; even if reliable leading indicators for any 
economy (such as money supply, yield curve and stock prices in the US) change course (as they 
do ahead of GDP) which indicates that the economy might either peak or trough after several 
months, one should not take it for granted that the economy will certainly peak or trough after 
several months (lead times vary from economy to economy) if the majority of other leading 
indicators have not changed course.  

In essence, though reliable leading indicators of an economy can be very useful to predict its 
turning points and likely direction in the near future, yet one should not disregard other leading 
indicators - in order to arrive at more accurate conclusions about the future course of the 
economy and its turning points.  

Next, for those interested in the ten leading economic indicators of the US economy, please 
visit the following website:  
http://www.amosweb.com/cgi-in/awb_nav.pl?s=wpd&c=dsp&k=leading+economic+indicators 
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Having stated the above about leading economic indicators, its important to note that in 
reality the detection of turning points (peaks and troughs) of the business cycle through leading 
indicators, particularly troughs, has not been noteworthy and leaves much to be desired.The 
implication is that leading indicators, while useful for predicting the direction of an economy in 
the short run and turning points of the business cycle, are not infallible and can sometimes 
provide confusing or misleading advance signals which can lead to erroneous conclusions or 
judgments about the likely direction of the economy in the near future and turning points of the 
business cycle. Therefore, they must be interpreted with caution. 

Examples of some leading economic indicators: money supply, housing starts, stock market 
index, consumer credit, car sales, retail sales, business confidence, consumer expectations, 
manufacturer’s new orders, yield curve, business inventories and initial claims for 
unemployment insurance.  

Rapid growth in these leading economic indicators are advance or early signals of economic 
expansion i.e. the economy is likely to grow rapidly generally within 6-12 months or sometimes 
within 12-18-24 months. Similarly, sluggish or decelerating growth in these leading economic 
indicators provide advance or early signals that the economy is likely to slowdown or grow at a 
slower rate generally within 6-12 months or sometimes within 12-18-24 months.  

Having stated the above, its important to note that though leading indicators turn months ahead 
of GDP, yet their lead times differ from country to country and from one business cycle to the 
other (Note: no two business cycles are of the same duration or magnitude).  

Two important leading economic indicators: Business Inventories and Stock Markets 

Next, we wish to draw your attention to two important leading economic indicators - business 
inventories and stock markets – which we believe deserves special attention.   

Business Inventories 

Essentially, significant changes in business inventories tend to provide valuable advance or early 
signals about where the economy is heading in the near future (in the coming quarters) i.e. 
significant changes in this leading indicator provide valuable advance or early signals of changes 
in aggregate demand and therefore GDP that are likely to take place in the near future (in the 
coming quarters).  

For example, an unanticipated or very rapid depletion of business inventories is indicative of 
rising aggregate demand and that the economy is likely to grow rapidly in the coming quarters. 
This in turn is likely to spur firms to expand production to cater to growing demand and lead to 
more investment activity in the economy.  

On the other hand, if there is a substantial unintended buildup of business inventories (due to 
very weak sales growth), it is indicative of deficiency in aggregate demand and an impending 
economic slowdown in the coming quarters. Such a scenario is likely to give rise to expectations 
of lower future corporate profitability and consequently firms are likely to cut back on 
production (leading to lower capacity utilization and fall in investment activity in the economy) 
to adjust to lower demand for their output. 
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It might be pertinent to mention here that when firms expect a weaker macroeconomic outlook 
and consumers are pessimistic about expected future incomes, then both private investment and 
consumer spending tend to fall – leading to a fall or weakening of aggregate demand.  

Stock Market 

The stock market is usually a sound leading economic indicator (it tends to move 6-12 months 
ahead of the economy i.e. the lead time is 6-12 months). It usually begins to decline 6-12 months 
before an economic downturn or a recession and rises 6-12 months before the economy begins to 
actually recover from an economic slowdown or a recession.Therefore, we often witness the 
stock market of a country declining 6-12 months prior to economic growth faltering or 
contracting and rising sharply or surging 6-12 months prior to the economy recovering from a 
slump or a recession (as markets expect the economy to recover or improve in the near future). In 
other words, since the stock market is a leading indicator of the economy, they don’t often move 
in tandem. 

Essentially, a persistent rise in stock markets can be interpreted as an advance or early signal 
that the economy is going to recover and grow rapidly in the near future (along with rising 
corporate profitability and increasing private investment) and a persistent fall or decline in stock 
markets can be interpreted as an advance or early signal that the economy is going to slow down 
or enter into a recession (along with falling corporate profitability and fall in private investment) 
in the near future.      

Composite Leading Indicators 

In many countries composite leading indicators (i.e. a combined group of leading indicators) are 
used for predicting or anticipating turning points of business cycles and the direction of the 
economy’s movement in the months to come. Composite leading indicators tend to be more 
reliable for such purposes and provide greater insights into business cycle activity when 
compared to using individual or only one leading indicator for the same purpose. 

An excellent example of a combined group of leading indicators is the composite index of 
leading economic indicators (10) for the US economy prepared by The Conference Board. This 
index is published monthly by the Conference Board. The ten components of The Conference 
Board Leading Economic Index for the US economy are mentioned on the following website:  
Website link: http://www.conference-board.org/data/bcicountry.cfm?cid=1 

This composite index of leading economic indicators for the US economy tends to move up 
or move down several months (i.e. significant periods) before the overall economy does i.e. 
change in this index tends to precede changes in the overall economy (i.e. GDP). An increase 
in the index and most of the leading indicators that constitute it indicate that the economy is 
likely to expand in the coming year and if the index and most of the leading indicators that 
constitute it move in the other direction, it may be taken as a signal that the economy is likely to 
slow down in the coming year. This composite index of leading economic indicators tends to be 
more reliable than individual leading economic indicators in providing early signals of turning 
points in US business cycles and the future course of the economy.   

Similarly, there are composite index of leading economic indicators for many countries that 
provide early signals of turning points in business cycles and help to predict the future direction 
of the economy in the coming year. 

http://www.conference-board.org/data/bcicountry.cfm?cid=1
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 Find out if there is one for your country. If yes, then use the composite index of leading 
economic indicators of your country along with reliable leading indicators (more than one) for 
the aforesaid purpose, rather than relying only on one leading indicator (for reasons already 
stated). If there is no composite index of leading economic indicators for your country, then its 
best to depend on reliable leading indicators (more than one) of your economy for the aforesaid 
purpose.    

Next, it might be worth mentioning that one can find out how satisfactory or sound the 
composite index of leading economic indicators of an economy (if it exists) is - in terms of 
predicting business cycle turning points in that economy - by graphing or plotting quarterly 
year-on-year change (%) in the composite index of leading economic indicators against the 
quarterly year-on-year change (%) in GDP of that economy over time. 

If such a graph shows that the composite index of leading economic indicators moves up and 
down well before or several months before the corresponding ups and downs in the economy 
(GDP) in a fairly consistent manner over time, then the ability of such an index to predict 
business cycle turning points would probably be fairly satisfactory or sound on the average and 
the correlation between the two series would be fairly strong. The average lead time for such a 
composite index differs from economy to economy, but should generally be between 6-12 
months (i.e. such an index should turn approximately 6-12 months ahead of GDP).You can ask 
an analyst who is an expert in statistical analysis to perform such analysis, or you can obtain such 
analysis from an economic consulting firm. 

Why leading economic indicators are important for policy makers, firms and investors 

Leading economic indicators are used to predict where the economy is heading in the near 
future and the turning points (peaks and troughs) of the business cycle.  

Policy makers require such information, in order to formulate appropriate policies for demand-
side stabilization to stabilize output fluctuations, achieve the desired rate of economic growth 
and prevent ‘overheating’ of the economy or an economic slowdown or a recession(generally a 
recession means two consecutive quarters of negative GDP growth)in the future, keep inflation 
in check and within a desired range or target(to prevent it from rising to unsustainable levels) and 
avoid costly policy mistakes that can lead to a more volatile business cycle or even destabilize 
the economy. 

In addition to policy makers, firms also need to be aware of not only the current state of the 
economy but also where the economy is likely to head in the near future, in order to assess which 
stage of the business cycle is the economy likely to be in in the coming quarters and accordingly 
estimate demand for their output - to decide how much to produce and invest (i.e. investment 
decisions), whether to rebuild inventories or not, how many people to employ (i.e. hiring 
decisions) and to take marketing, sales and strategy related decisions.     

Firms estimate demand and then set up capacity accordingly. Now, if actual demand turns out to 
be much less or deficient than estimated demand, then firms will face a build up of unplanned or 
unintended inventories (as goods remain unsold), low capacity utilization and idle capital and 
labor resources – which would impel firms to cut back production.Such developments will 
adversely affect corporate earnings and probably lead to a sharp or significant drop in private 
investment and consequently result in higher unemployment (as firms layoff workers). 
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By using leading economic indicators to predict where the economy is heading in the near future 
(i.e. whether the macroeconomic outlook is dismal or optimistic) and the turning points of the 
business cycle, firms try to minimize losses and costs arising out of erroneous estimation of 
future demand for their goods and services. Further, a forecast of where the economy is likely to 
head in the near future also serves as an input to predict the growth of corporate sales and profits 
and how many people they are likely to employ. 

It might be pertinent to mention here that private investment spending depends much on the 
macroeconomic outlook and that is why it is so volatile. If leading economic indicators signal 
that the economy is likely to slowdown in the near future, then private investment spending can 
markedly fall or drop sharply. On the other hand, if these indicators suggest an optimistic 
macroeconomic outlook where the economy is likely to demonstrate sustained growth in the near 
future (predicated on rising demand), then private investment spending could rise sharply.  

In addition to the above, since business cycles have a substantial bearing or influence on sales, 
profitability and cost and availability of funds, it is imperative for firms to know in advance 
whether the economy is going to experience a cyclical upturn or downturn in the coming quarters 
or in the near future, for which analysis of leading economic indicators is of paramount import.    

Next, financial investors need to prognosticate or predict the direction in which various 
economies are likely to head in the short run or in the near future and turning points of the 
business cycle, in order to decide which country or countries to invest in and the best time to 
invest – in order to get the best expected returns on such investments.  

Having stated the above, once can possibly discern the importance of leading economic 
indicators for policy makers, firms and financial investors.  

2. Coincident Indicators (i.e. Coincident Economic Indicators)   

These indicators are not very useful to predict the future course of an economy, but do provide 
valuable insights about the current economic scenario or prevailing state of an economy, as the 
peak and trough of these indicators roughly coincide with corresponding peak and trough of the 
business cycle.  

Essentially, coincident indicators move or change approximately or roughly at the same time as 
the economy does (i.e. these indicators rise as aggregate economic activity rises and fall as 
aggregate economic activity falls) and therefore such indicators indicate whether the economy is 
growing or declining and whether growth is above average or below average. In other words, 
such indicators provide us with valuable insights into the current state of an economy. 

While GDP is also a coincident indicator and the usual reference point for the business cycle, 
other coincident indicators (such as those mentioned below) are used to confirm the turning 
points (i.e. peak and trough) of the business cycle, as they change simultaneously with economic 
conditions or rise and fall within very close proximity to the rise and fall in GDP. 

Examples of some coincident indicators (besides GDP): Industrial production, personal 
income and manufacturing and trade sales volume.  
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3. Lagging Indicators (i.e. Lagging Economic Indicators) 

Lagging indicators lag changes in the economy (i.e. they do not do not change direction until a 
few quarters after the economy does). In other words, such indicators lag behind the turning 
points in GDP i.e. these indicators tend to experience peak and trough after corresponding peak 
and trough in GDP and reflect changes in the general economic environment after they have 
occurred and lag the trends in economic activity. 

In essence, these indicators change (with a lag) after changes in the economy have taken 
place.  

For example, unemployment rate, a lagging economic indicator, tends to rise for a   few quarters 
(around 2-3 quarters) even after the economy has started to recover or improve (before falling as 
economic recovery gains momentum).  

Statistically speaking, such indicators tend to have a weaker correlation with current GDP than 
with GDP in subsequent quarters (around 1-4 subsequent quarters). It might be noted that the 
duration of the lag time of lagging indicators differs from economy to economy. 

Some Examples of Lagging Indicators 

Unemployment rate, manufacturing capacity utilization, inflation rate (CPI), average earnings 
and short term interest rates.  

 

End of this module 
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Inflation and Unemployment 

In this module, the focus is on two key macroeconomic indicators/variables - inflation and 
unemployment (which, in addition to GDP, are usually used to assess the current and recent 
state of an economy) and the relationship between the two.       

A. Inflation 

Inflation can be defined as a sustained increase in the overall general level of prices of goods and 
services in an economy over time. More specifically, inflation in an economy is measured as an 
annual percentage (%) increase (i.e. % increase on a year earlier) in some price index – such as 
the Consumer Price Index (CPI), GDP deflator etc. – which adequately reflects the overall 
inflation in an economy.  

The CPI, which is the most widely used measure of inflation and is usually referred to as 
the ‘headline’ inflation indicator for an economy, is a weighted average of prices of a ‘fixed’ 
representative basket of goods and services purchased by an average household or consumer in 
an economy and reflects their spending patterns.  

Other widely known measures of inflation are Producer Price Index (PPI), Wholesale Price 
Index (WPI), ‘Core’ inflation and the GDP deflator. Further, there are other narrower 
measures of inflation which are used to measure changes in prices of a particular set of goods, 
services or assets – such as the oil price index, commodity price index, house price index etc.  

In this module, we have generally or broadly defined the major or the most widely known 
measures of inflation - CPI, WPI, PPI, GDP deflator and ‘Core’ inflation - that are generally 
used to gauge inflationary pressures in an economy from various angles (though as stated above, 
CPI is the most widely used measure of inflation). The idea is to clarify what these measures 
of inflation essentially focus on.  

A.1 Definitions 

Consumer Price Index (CPI): is a weighted average of prices of a ‘fixed’ representative basket 
of goods and services purchased by an average household or consumer in an economy and 
reflects their spending patterns. Each item (goods and services) is weighted in proportion to its 
importance in the ‘fixed’ representative basket and these weights are usually based on surveys of 
family expenditure in an economy. The change (i.e. % change) in the CPI provides a sound 
measure of the rate of consumer price inflation in an economy i.e. how rapidly the cost of living 
is rising for the average household or consumer in an economy in terms of the change in the cost 
of a basket of goods and services purchased by them every month.  

It might be noted that when we refer to price of a basket of goods and services here, we mean 
retail or consumer prices, rather than wholesale prices, of goods and services purchased by an 
average household or consumer in an economy. 

Next, in many countries the CPI measure of inflation is used for inflation targeting purposes and 
for judging the effectiveness of monetary policy in keeping inflation in check. Further, inflation 
(as measured by changes in the CPI) is a very important economic indicator for policy makers, 
financial markets and corporates/firms. A marked or unexpected rise in this measure of inflation 
in an economy usually leads to rising interest rates, drop in private investment and falling bond 
prices and stock prices. 
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Example: Calculation of Inflation using the CPI  

For example, if in country A the CPI is 130 for 2013 and 120 for 2012, then the annual inflation 
rate (%) in terms of the CPI is calculated as: 
(130 -120)  X 100 = 8.33% 
     120 
Essentially, the formula used to calculate the aforesaid annual inflation rate (%) is:  
(2013 CPI – 2012 CPI)  X 100 
          2012 CPI  

Basically, from the aforesaid calculation we know that the average household or consumer in 
country A had to pay 8.33% more in 2013 than in 2012 for the same ‘fixed’ representative basket 
of goods and services (purchased by them). 

Formula for calculation of inflation rate (%) in terms of the CPI 

Inflation Rate (t) = (CPI (t) – CPI (t-1))  X 100 
                                            CPI (t-1)  

Wholesale Price Index (WPI): this index measures the change in the price of a representative 
basket of wholesale goods in an economy. It covers only goods and not services, therefore, 
prices of services are excluded. Some countries such as India use the WPI measure of inflation. 
The WPI focuses on the price movements of goods that are bought by corporations/businesses, 
rather than consumers, and reflects the inflation that the industrial sector of an economy faces. It 
might be noted that majority of the developed countries use the Producer Price Index (PPI), 
instead of the WPI, as a measure of inflation, due to its broader coverage and various other 
issues.  

Producer Price Index (PPI): this index captures the price movements of goods and services at 
the wholesale level in an economy and measures average change in selling prices received by 
domestic producers for their output. Countries such as the US and many other developed 
countries use the PPI, instead of the WPI. It’s used as an indicator of future price changes at 
the retail level and is useful in predicting changes in the CPI. When the cost of inputs rises for 
producers, they tend to pass it on to the consumers after a lag, so consumer prices rise (i.e. there 
is a rise in the CPI) after sometime. Therefore, the rise in inflation on the CPI measure tends to 
lag the rise in inflation on the PPI measure. 

GDP Deflator: is an indicator of the overall inflation in an economy, as it reflects changes in 
prices of all goods and services included in the GDP of a country (i.e. changes in prices of 
domestically produced output). It does not reflect import prices unlike the CPI. Basically, the 
GDP deflator is a broader measure of inflation than CPI. Unfortunately, this measure of inflation 
is not of much use for policy making, as it’s available only after a very substantial lag. This 
undermines its usefulness. 

The GDP deflator is defined as the ratio of nominal GDP to real GDP i.e. Nominal GDP/Real 
GDP. It might be noted that changes in nominal GDP reflect changes in both output and prices, 
whereas changes in real GDP reflect changes in output only (which is what truly or really 
matters).  
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Core Inflation: is calculated by excluding temporary volatile factors, such as prices of food and 
energy prices, from a relevant price index, such as the CPI. This is done because food and energy 
prices are subject to extreme volatility, due to changes in supply and demand conditions in these 
markets. 

Inclusion of food and energy prices in a relevant price index, such as the CPI, can prevent us 
from knowing the ‘real’ price increase in an economy and lead to an inaccurate assessment of the 
underlying inflationary pressures. Further, inclusion of food and energy prices in a relevant price 
index, such as the CPI, distorts the true underlying picture of the long run trend of inflation in an 
economy. Moreover, it’s really ‘core’ inflation that can be managed, controlled or reduced by the   
central bank of a country through suitable monetary policies, as food and energy prices are really 
seen to be beyond the control of the domestic monetary authority i.e. the central bank of a 
country.  

It might be noted that ‘core’ inflation is used to gauge the inflationary impact of monetary policy 
in an economy. Further, ‘core’ inflation tends to be much more stable than ‘headline’ inflation 
(as measured by a relevant or suitable price index, such as the CPI).   

A2. Major Theories or Types of Inflation 

The main theories or types of inflation in brief are: 

Monetarism: according to this theory, excessive growth in money supply is the only or sole   
cause of inflation in an economy i.e. the sole cause of inflation in an economy is a more rapid 
growth in the quantity of money than output.  

In reality, excessive growth of money supply in an economy is not the sole or only cause of 
inflation. There are other causes of inflation too (as stated below). However, it must be noted 
that very high rates of inflation in an economy are invariably associated with excessive 
rates of growth in money supply. Further, in the long run inflation tends to be closely 
related to growth of money supply. 

Demand Pull Inflation: occurs in an economy when aggregate demand for goods and services 
exceeds aggregate supply at the prevailing prices, due to factors such as rapid wage growth, 
increase in government expenditure (which adds directly to aggregate demand), tax cuts, high 
fiscal deficit, wealth effect of rising stock and house prices (which tend to propel consumer 
confidence and spending), increased private investment due to high business confidence and low 
interest rates, surge in consumer borrowing due to easy availability of credit, low interest rates 
and buoyant consumer confidence, higher exports (due to rise in foreign GDP and/or 
depreciation of the domestic currency) etc. that tend to boost aggregate demand for output in 
excess of what the economy is capable of producing.  

Essentially, demand pull inflation occurs when aggregate demand increases at a faster rate than 
aggregate supply (due to one or more of the aforesaid reasons mentioned above), which results in 
firms pushing up prices of goods and services. Further, an increase in aggregate demand, due to 
any of the aforesaid factors, will result in an outward (rightward) shift of the aggregate demand 
curve (from ADC0 to ADC1) as can be seen from the graph below and normally cause an 
increase in both aggregate output (Y) and the general price level (P) in an economy.  
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Graph: Demand Pull Inflation 
                                      
Price Level                                                        
    (P)                                                                            SRAS  
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                                                                              ADC1 
                                                                         ADC0 
                                                         
                                              Y0   Y1                                   Aggregate Output (Y)  

Demand Pull Inflation, as can be viewed from the graph above, increases both aggregate output 
(from Y0 to Y1) and inflation (i.e. results in an increase in the general price level from Po to P1).        

Cost Push Inflation: occurs in an economy when costs of production for firms rise throughout 
the economy, due to factors such as a sharp jump in the prices of oil and/or other commodity 
prices, a depreciation of the domestic currency vis-à-vis foreign currencies (which makes 
imports more expensive), increase in money wages faster than rise in productivity (leading to 
higher unit labour costs), increase in raw material costs, shortage of skilled labour (leading to 
excessive wage demand pressures) etc. Firms tend to pass on higher costs of production to 
consumers in the form of higher prices for goods and services, leading to an increase in the 
overall price level.  

The problem with cost push inflation is that it reduces the level of aggregate output, but leads to 
an increase in the price level i.e. aggregate output falls, but inflation rises. This is because an 
increase in the unit costs of production for firms reduces their profitability, which in turn leads to 
a lower supply of output by firms at the existing price level. And, lower supply of output by 
firms (relative to demand for the same) tends to increase the  price level, as firms tend to pass on 
higher costs of production to consumers in the form of higher prices for goods and services.    

Essentially, cost push inflation results in a leftward (i.e. upward) shift of the short run aggregate 
supply curve (SRAS) – as can be seen from the graph below, which implies an increase in the 
general price level (P) and a fall in aggregate output (Y). Graphically, this is displayed below.  
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Graph: Cost Push Inflation 
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Cost Push Inflation, as can be viewed from the graph above, results in lower aggregate output 
(from Y0 to Y1) and higher inflation (i.e. as the general price level increases from P0 to P1) – 
due to a leftward (i.e. upward) shift of the SRAS.        

A.3. Ways to Reduce High Inflation   

Some of the most important ways by which policy makers can attempt to reduce high 
inflation in an economy are: 

Tighten Monetary Policy - the central bank of a country can raise the cost of borrowing for 
firms and households in an economy by raising its official ‘policy’ rate, which in turn will tend 
to dampen private investment and consumer spending and consequently lead to a leftward shift 
of the aggregate demand curve (ADC).When the aggregate demand curve shifts to the left, both 
aggregate output and the price level decrease.  

Explicit Inflation Targeting - by the central bank of a country to keep inflation expectations in 
check. The central bank can adopt an explicit inflation target (for example, an inflation target of 
2% or 3% on the CPI measure of inflation), as such inflation targets play a very important role in 
keeping inflation expectations and consequently inflation in check.  

Tighten Fiscal Policy – the government can reduce government expenditure and/or increase 
taxes, which will shift the aggregate demand curve to the left, as reduction in government 
expenditure will directly reduce aggregate demand and an increase in taxes reduces household 
disposable income, which in turn will tend to lead to lower consumer spending. Further, the 
government should take steps to keep the fiscal deficit (as a % of GDP) at prudent levels.   

Essentially, such fiscal policy measures, by dampening aggregate demand, help to reduce high 
inflation and keep it in check.    

Currency Appreciation – if the central bank of a country raises its official ‘policy’ rate, it 
results in higher domestic interest rates, which in turn is likely to lead to an appreciation of the 
domestic currency vis-à-vis foreign currencies. Currency appreciation in turn will lower the price 
of imports which will put downward pressure on domestic inflation, particularly if the country is 
a large importer of commodities such as oil.  
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Supply Side Reforms – the government can undertake structural reforms and policy measures to 
enhance the supply side of the economy, in order to lower inflation. Structural reforms and 
policy measures aimed at augmenting food supply, energy security, infrastructure and skilled 
labour (through education and vocational training), liberalizing labour and product markets, 
encouraging high levels of capital investment, inviting foreign direct investment in various 
sectors of the economy such as power, transport, insurance etc. deepening of capital markets, 
privatization, improving productivity to control unit labour costs  etc. can go a long way in 
enhancing the productive capacity of the economy(i.e. the supply side of the economy) - which 
in turn should help reduce inflation significantly.  

Labour Market Reforms – the government can seriously attempt to increase flexibility in the 
labour market (that will enable firms to have greater control over their labour costs) which in 
turn may help to reduce cost push inflation in the economy. 

Essentially, the government can undertake labour market reforms which allows firms to hire and 
fire workers more easily, curb trade unionism and encourage firms to hire more part-time and 
temporary workers, so that wage inflation is kept subdued or in check (such labour market 
reforms lower the power of employees to bargain for higher wages and consequently help to 
keep wage inflation subdued or in check) when the economy is expanding or growing rapidly.  

A.4 Key Points with reference to Inflation 

Stated below are key points with reference to inflation that need to be kept in mind. 

Price stability or keeping inflation low and stable is accorded considerable importance by 
policy makers for the sake of macroeconomic stability - which is thought of as a pre-condition 
for higher investments, productivity, corporate profitability and employment and for higher and 
more stable rate of output (GDP) growth (that in turn attracts higher foreign direct investment 
and capital inflows - which further enhance economic growth).   

The real cost of high and volatile inflation is that it usually leads to higher unemployment, 
lower rate of growth of GDP and hinders long run economic growth, resulting in lower per capita 
incomes and standard of living in a country. It might be noted that the number of people 
employed is a key determinant of how much output can be produced in an economy and high and 
volatile inflation, which results in higher unemployment, leads to lower rate of growth of GDP 
(i.e. high and volatile inflation is associated with poor macroeconomic performance). Moreover, 
it has been observed that at higher rates of inflation, the volatility of inflation increases. 

An economy that has higher inflation relative to its trading partners faces loss of export 
competitiveness in international markets as domestically produced output  becomes more 
expensive for foreign residents (i.e. exports become more expensive), which in turn lowers 
foreign demand for the same. Loss of export competitiveness in turn can lead to a higher current 
account deficit, which if persistent, can endanger the exchange rate and macroeconomic stability 
of the country.  

Countries with persistently higher inflation rates than their trading partners tend to have 
depreciating currencies, which is very likely to adversely affect capital inflows related to foreign 
institutional investment (i.e. foreign investment in domestic financial assets). Further, countries 
with persistently higher rates of inflation tend to attract lower foreign direct investment.  
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High rates of inflation tends to be associated with more volatile inflation and economic 
inefficieny.When inflation becomes more volatile, it makes inflation indexation more widely 
prevalent resulting in reduced economic efficiency – i.e. high and volatile inflation obstructs the 
market price mechanism in coordinating economic activity and efficiently transmitting 
information that is required to take decisions with reference to production of goods and services 
and the most prudent employment of resources for such production. High and more volatile 
inflation basically reduces the capacity of the price mechanism to efficiently coordinate and 
guide economic activity and consequently leads to inefficient allocation of resources.  

Rapidly rising or high inflation tends to particularly hinder or dampen private investment, 
as it engenders more uncertainty about the macroeconomic outlook and profitability of 
investments. Further, firms face higher costs of production (due to rapidly rising or high 
inflation) which they find difficult to pass on to the consumers in the form of higher prices, 
particularly when consumer demand is weak, and this leads to lower profit margins. Moreover, 
creditors (banks/financial institutions), due to heightened risk aversion and fear of higher bad 
debts, tend to reduce the length or duration of loans they offer to firms to undertake capital 
investment and also demand a ‘risk premium’ on such loans - which increases the cost of 
borrowing for firms and consequently lowers profitability of investments, which in turn leads to 
lower investment activity in the economy. 

Lower investment activity in an economy in turn leads to higher unemployment and lower 
economic growth in the long run. Further, rapidly rising or high inflation, which leads to higher 
domestic interest rates, tends to increase the debt servicing burden of firms.     

Rapidly rising or persistently high inflation tends to lead to higher inflation expectations 
(i.e. expectations of higher inflation in the future) in an economy, which then get 
incorporated in wage demands as workers demand higher nominal wages to prevent an erosion in 
their real wages. This results in higher unit labour costs for firms. To offset the rise in unit labour 
costs and protect their profits, firms, after a lag, tend to raise prices of goods and services, which 
results in a further increase in inflation (and inflation expectations) and higher wage demands 
from workers. In essence, an upward movement in inflation expectations, due to rapidly rising or 
high inflation, can lead to a wage-price spiral (and consequently to spiraling inflation which can 
be difficult to control) if it is not checked in time by the central bank of the country. 

Unfortunately, when the central bank of a country attempts to curb rapidly rising or high 
inflation, for example, by raising its official ‘policy’ rate (which leads to a rise in domestic 
interest rates) in order to curb aggregate demand and consequently lower inflation (and inflation 
expectations), it results in lower aggregate output and higher unemployment. This is because a 
rise in domestic interest rates tends to dampen private investment and consumer spending (as the 
cost of borrowing for firms and households goes up), which in turn reduces aggregate output and 
demand for labour by firms.       

Countries with a high fiscal deficit and current account deficit tend to have high inflation.  

High inflation results in high domestic interest rates, which in turn tends to dampen or lower 
private investment and consumer spending. 

When attempting to assess inflation, it’s advisable not to focus too much on the monthly 
changes or movement in the ‘headline’ inflation measure such as the CPI.  
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Instead it’s recommended to focus on quarterly or year on year percentage (%) change in the 
CPI, as various factors, such as volatility in food and oil prices, festival seasons (such as 
Christmas etc.), sales promotions, tax changes etc. tend to distort inflation figures for a given 
month or months – and do not allow us to draw appropriate conclusions about the underlying 
inflation scenario or pressures in an economy. 

Watch out if the growth rate of money supply in an economy is growing faster than the rate 
of economic growth (i.e. there is excessive growth rate of money supply) as this tends to be 
inflationary. If excessive growth of money supply is not controlled in due time, it is likely to 
result in surging inflation - which will be difficult to control.  

If households are heavily indebted (i.e. household debt as a percentage (%) of household 
disposable income is very high) in an economy and inflation is rising rapidly or is high, then 
the debt servicing burden of households is likely to increase due to higher domestic interest rates. 
Further, higher debt servicing burden will reduce the disposable income of households, which 
could lead to lower consumer spending (particularly on consumer durables) and aggregate output 
(GDP).   

It might be noted that it is unanticipated inflation, rather than anticipated inflation, that 
really hurts households, firms, workers and investors. For example, if everyone is expecting 
the inflation rate to be 2% per year, but it actually turns out to be 4% per year, then workers 
whose salaries are set in advance face erosion in real earnings more than expected. Further, 
households and investors get a lower than expected real rate of interest or return on their deposits 
and financial investments. Moreover, unanticipated inflation tends to dampen investment activity 
in an economy, as it leads to higher cost of borrowing for firms and consequently lowers 
profitability of investments. 

B. Unemployment  

Unemployment is a paramount concern for policy makers across the globe as it has a tendency to 
persist with serious political, economic and social consequences and exacts a heavy cost on an 
economy in terms of loss of potential output (Note: potential output is the maximum or the 
highest level of output (GDP) that an economy can produce when all its resources (such as 
workforce, technology, natural resources and equipment) are fully employed without igniting 
inflation).  

Rapid reduction in unemployment, particularly after the global financial crisis of 2008, has been 
at the centre stage of policy debates, particularly in OECD countries such as the US, Eurozone 
and the UK, due to the disastrous consequences of this crisis for labour markets in these 
countries. 

Next, governments usually measure unemployment in their respective countries either through 
surveys of a representative sample of the population comprising households or by counting the 
number of people claiming unemployment benefits. To give an example; the US measures 
unemployment in the former way and in UK both methods are used to calculate/measure 
unemployment. Generally survey based measures of unemployment are preferable and thought to 
be more reliable. 
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B.1 Types of Unemployment 

There are mainly three types of unemployment: 

Frictional Unemployment: this type of unemployment lasts for a short duration. For example, 
when a job is advertised, it takes time for someone unemployed to find out about such a vacancy, 
apply and get hired or workers who are in the midst of changing jobs are temporarily 
unemployed or employers who want to employ workers may not find the most suitable 
candidates to fill those jobs are all examples of frictional unemployment. In all these cases, 
unemployment is for a short duration, which is usually up to six months and associated with a 
search period. Some amount of frictional unemployment always exists in an economy. 

Cyclical Unemployment: this type of unemployment is associated with the business cycle (i.e. 
short run fluctuations in economic activity in an economy) and occurs when actual output (i.e. 
actual GDP) is below the potential output (i.e. potential GDP) of an economy - which reflects 
deficiency of aggregate demand for goods and services. Cyclical unemployment increases as 
actual output falls below potential output. Greater the gap (negative gap) between actual output 
and potential output, higher is the cyclical unemployment. Further, as actual output increases and 
the negative gap between it and the potential output narrows or decreases, cyclical 
unemployment also decreases.   

The major cause of cyclical unemployment is deficiency of aggregate demand for goods and 
services, which leads to production cut backs by firms and consequently results in the layoff of 
workers and lower demand for labour.      

Policy makers attempt to counter (i.e. lower) cyclical unemployment (associated with short run 
fluctuations in economic activity in an economy) through macroeconomic policies (monetary 
policy and fiscal policy) that try to stimulate aggregate demand and enhance aggregate output 
(which increases demand for labour and lowers unemployment).    

Structural Unemployment: this type of unemployment is of a longer duration, more serious in 
nature and exists because of a mismatch of skills (i.e. when skills of those seeking employment 
do not match the skills required by employers or expanding industries) or due to occupational 
and geographical immobility of labour. Structural unemployment can be lowered by reducing 
such labor market imperfections through government policy measures, reforms and incentives 
that encourage labor to acquire new skills that match the requirements of employers or 
expanding industries and improve the occupational and geographical mobility of labor. 

Another example of structural unemployment: when there is a permanent reduction in 
demand for the output of any particular industry or sector due to changes in tastes and 
preferences of consumers or due to technological change, workers in that industry or sector face 
layoffs and find it difficult to find employment elsewhere. Unless such workers acquire new 
skills required by employers in expanding industries and sectors, they will remain unemployed 
for a longer duration. This type of unemployment is much tougher to overcome and usually 
requires considerable effort on part of workers to acquire new skills, which is not always easy or 
affordable.                        
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B.2 Definitions: Key Labour Market Indicators (3)  

The labour force (out of the entire population) in an economy consists of the sum of those 
people who are employed and unemployed. To be a part of the labor force one must be of 
working age, which is usually 16-64 and be fit and currently available for work. 

For those who are unemployed – they must be actively searching for employment. Those who 
are not actively seeking or looking for work are not usually counted as a part of the labour force. 

Three Key Labour Market Indicators 

Unemployment Rate (%): is simply the ratio of the total number of people unemployed to the 
total number of people in the labor force multiplied by 100 (i.e. the percentage of the labor force 
that is unemployed). 

Unemployment Rate (%) = (Total Number of Unemployed/Labour Force)* 100   

The unemployment rate is one of the three most important indicators (the other two being GDP 
growth rate and inflation rate (on the CPI measure)) of the state of an economy. Further, the 
unemployment rate generally tends to be higher in a recession and lower when the economy is 
expanding rapidly or booming. Moreover, the unemployment rate informs us about the state of 
the labour market in an economy i.e. labour market conditions.     

Labour Force Participation Rate (%): is the ratio of the total number of people in the labor 
force to working age population(which is usually or typically between 16-64) multiplied by 100 
(Note: the labour force participation rate is expressed in percentage, for example 56%, 65%, 
74% etc.).   

Labour Force Participation Rate (%) = (Labour Force/Working Age Population)*100 

The labour force participation rate is an important indicator of supply of labour in an economy as 
it refers to the number of people who are either employed or actively seeking work. During a 
recession or a protracted economic slowdown the labour force participation rate falls or 
decreases, as more workers tend to get discouraged  and consequently stop looking for work i.e. 
stop searching for jobs or employment.   

Employment/Population Ratio: is the ratio of total number of people in the labour force who 
are employed to working age population multiplied by 100 (Note: employment/population ratio 
is expressed in percentage, for example, 70%, 75%, 80% etc.). 

Employment/Population Ratio = (Total Number of Employed/Working Age population)*100 

The employment/population ratio is an excellent measure of labour market conditions in an 
economy and should be used along with the unemployment rate and the labour force 
participation rate for a general evaluation of the labour market. Further, an increase in the 
employment/population ratio in an economy means that more people are in employment and 
involved in production of output and there are lesser or fewer dependents not working and 
consequently the burden on each employed person is less. Moreover, an increase in this ratio will 
generally lead to higher GDP per capita in an economy. 

Having defined three key labour market indicators, stated below are certain important 
points with reference to unemployment. 

 



Inflation and Unemployment  Module 6 

 

 

Page 129  © 2014 | Macroeconomics School 

 

A very important concept that one needs to be aware of is the Natural Rate of Unemployment.   
The Natural Rate of Unemployment can be explained as the lowest unemployment rate in an 
economy that can be sustained without fuelling inflation or it is the level of unemployment rate 
at which there is no tendency for inflation to accelerate. Further, when one refers to full 
employment in an economy, it does not mean zero unemployment. Instead it implies the 
Natural Rate of Unemployment.  

Moreover, when an economy produces at its potential output, it operates at its Natural Rate of 
Unemployment i.e. when actual output is equal to potential output in an economy, then the 
actual unemployment rate equals the Natural Rate of Unemployment. 

If in an economy the unemployment rate remains high for a considerable period of time, it 
usually suggests the existence of significant excess capacity across various sectors of the 
economy (due to actual output being much lower than the potential output). In such an economic 
scenario inflation tends to decelerate and remain low for an extended period of time, due to 
considerable deficiency of aggregate demand. 

If in an economy the unemployment rate is falling rapidly, it is indicative of an economy that 
has been growing rapidly for an extended period of time. Such an economic scenario is usually 
accompanied by rising inflation, as a result of buoyant and increasing aggregate demand. 
However, if the unemployment rate falls below the Natural Rate of Unemployment, it is 
indicative of an economy that is ‘overheating’ (i.e. expanding at a torrid pace with accelerating 
or rapidly rising inflation.  

In other words, the economy is expanding at an unsustainable rate - due to excessive 
aggregate demand relative to the supply capacity of the economy.This is a situation where actual 
output exceeds potential output (which is possible only in the short run). In such an economic 
scenario, the central bank tends to undertake policy measures (such as raising the official 
‘policy’ rate) to dampen aggregate demand,  in order to lower inflation and bring it down to 
desired (or targeted) levels. 

Compared to other macroeconomic indicators, such as private investment, exports and imports, 
unemployment is much less volatile over the business cycle and also fluctuates less than cyclical 
fluctuations in GDP.  

Unemployment rate is a lagging indicator (i.e. it does not change direction until a few 
quarters (usually 2-3 quarters) after the economy does). For example, the unemployment 
rate tends to rise for 2-3 quarters (before falling) after the economy has started to improve. This 
is because employers need to be absolutely sure that their sales, revenues and profits and the 
economy will keep on growing and they need such evidence over several months before they 
decide to start hiring new workers. Consequently, even if the economy starts to improve, the 
unemployment rate tends to rise for 2-3 quarters before falling. Therefore, don’t be bewildered or 
surprised if an economy starts to improve or recover after a prolonged economic slowdown or a 
recession and you find that the unemployment rate rises for 2-3 quarters (before falling).      

When unemployment is high or rising, growth in average earnings of those employed tends 
to witnesses a marked slowdown or deceleration, which gives rise to increased pessimism 
about future expected earnings from employment and consequently adversely affects 
consumer spending (particularly on consumer durables) now and in the near future.  
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It might be noted that consumer spending does not only depend on current disposable income (of 
households) but also depends on future expected disposable income (of households).  

When unemployment is high or rising in an economy and job security is under threat, 
consumers are likely to retrench on spending on goods and services, particularly on consumer 
durables (which typically involves borrowing), even if inflation and interest rates are low (i.e. 
cost of borrowing is low).  

It might be noted that consumer spending is typically the dominant or largest component of 
aggregate demand in an economy and therefore a sharp retrenchment in consumer spending is 
likely to have a substantial downside effect on aggregate output (GDP). 

Earnings from employment tends to be the primary determinant of consumer spending, as it is 
usually the predominant part of household disposable income. This is one of the major reasons 
why changes in the unemployment rate is of considerable interest to policy makers, firms and 
financial markets. 

C. Inflation and Unemployment – Key Macroeconomic Relationship 

In general, there is an inverse or negative relationship between the inflation rate (%) and the 
unemployment rate (%) in an economy in the short run. This inverse or negative relationship 
between these two key macroeconomic variables for a given expected rate of inflation and 
Natural Rate of Unemployment can be exhibited in the form of a downward sloping curve, which 
is known as the ‘Philips Curve.’ 

1. Phillips Curve (i.e. Simple or Basic Phillips Curve) – Short Run Phillips Curve 

The ‘Philips Curve’ - an empirical relationship between inflation and unemployment in an 
economy – is a downward or negatively sloping curve that exhibits the negative relationship 
between the  inflation rate (%) and the unemployment rate % i.e. a higher inflation rate is 
associated with  a lower unemployment rate and a lower inflation rate is associated with a higher 
unemployment rate.  

The graphic display of the basic or simple ‘Philips Curve’ below exhibits this negative 
relationship and shows different combinations of unemployment and inflation rates (i.e. for each 
inflation rate (%), there is a corresponding unemployment rate (%)).  
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Graph: Basic or Simple Phillips Curve 
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Example of this negative relationship: usually when an economy is expanding very rapidly (at 
an unsustainable pace) we observe that the unemployment rate is low but the inflation rate is 
high. On the other hand, when an economy is in a recession, we observe that the 
unemployment rate is high but the inflation rate is low.  

Having stated the above, it must be known that the negative or inverse relationship between the 
inflation rate (i.e. inflation) and the unemployment rate (i.e. unemployment) is only a short run 
phenomenon that will hold only as long as the expected inflation rate stays constant. This is why 
this curve is often called Short Run Phillips Curve. It might be noted that people adjust their 
inflation expectations over time, consequently this negative relationship between inflation 
and unemployment holds only in the short run.  

This negative relationship between inflation and unemployment, as represented by the Philips 
Curve, allows policy makers the option of a trade-off between inflation and unemployment in 
the short run (i.e. policy makers have the option of choosing between different combinations of 
unemployment and inflation rates in the short run) – where they can choose (only in the short 
run) to have either lower unemployment at the cost of higher inflation or have lower inflation at 
the cost of higher unemployment.  

Essentially, this short run trade-off means that policy makers have to be prepared to tolerate a 
higher inflation rate, in order to lower the unemployment rate or they have to be prepared to 
tolerate a higher unemployment rate, in order to lower the inflation rate.   

Policy makers can expand aggregate demand (through expansionary monetary policy and/or 
expansionary fiscal policy) to lower the unemployment rate (at the cost of accepting a higher 
inflation rate) or they can contract aggregate demand (through contractionary monetary policy 
and/or contractionary fiscal policy) to lower the inflation rate (at the cost of accepting a higher 
unemployment rate).  
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However, as stated above, such a trade-off is possible only in the short run.  

In essence, this short run trade-off exists in front of policy makers when they use aggregate 
demand management policies (i.e. monetary policy and/or fiscal policy) to shift the aggregate 
demand curve (either to the left or to the right), in order to influence aggregate output, inflation 
and unemployment. Further, aggregate demand management policies can be used to exploit this 
trade-off only in the short run (to stabilize the economy and attain certain policy objectives), as 
in the long run there is no trade-off between inflation and unemployment.   

Having stated the above, a point worth mentioning is that this short run trade off i.e. the inverse 
relationship between inflation and unemployment is only valid if fluctuations in economic 
activity are caused by changes in aggregate demand, rather than changes in aggregate supply. For 
example, if an economy is hit by a negative supply shock (such as an unexpected rise in 
international oil prices), it will result in a positive relationship between inflation and 
unemployment i.e. both inflation and unemployment will rise or increase, as the aggregate 
supply curve will shift to the left (which results in lower aggregate output (and consequently 
higher unemployment) and higher inflation).To fully comprehend this point, please refer to 
the concept of ‘Stagflation’ on page 134.     
 
2. Long Run Phillips Curve 

In the long run there is no trade-off between inflation and unemployment i.e. both are unrelated. 
This means that the Philips Curve is vertical in the long run at the Natural Rate of 
Unemployment (u*). Please refer to the graph below.     

 

                                        

                                                  Vertical Phillips Curve 

 

 

 

 

 

 

 

In effect, what this graph implies is that the inflation rate has no effect on the unemployment rate 
in the long run i.e. unemployment and inflation are unrelated in the long run and consequently 
there is no correlation between the two variables. This suggests that policy makers in an 
economy could use aggregate demand management policies (monetary policy and/or fiscal 
policy) to choose between higher inflation and lower unemployment or lower inflation and 
higher unemployment only in the short run and not in the long run.  
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3. Expectations Augmented Phillips Curve (The Modern ‘Short Run’ Phillips Curve) 
Having stated the simple Phillips Curve (i.e. the simple ‘Short Run’ Philips Curve) and the Long 
Run Phillips Curve, let us introduce you to the Expectations Augmented Phillips Curve (i.e. 
the modern or modified ‘Short Run’ Phillips Curve) which is more realistic than the simple 
Phillips Curve, as it incorporates expected inflation (i.e. people’s inflation expectations) or in 
other words, this curve incorporates people’s expectations about the future rate of inflation 
(unlike the simple Phillips Curve)    

Essentially, this modified or modern ‘Short Run’ Phillips Curve is called Expectations 
Augmented Phillips Curve, as it incorporates or takes into account inflation expectations, which 
results in this curve shifting up when inflation expectations move up or rise and shifting down 
when inflation expectations move down or fall (i.e. there is a different Short Run Phillips 
Curve for each level of inflation expectations). Basically, taking into account inflation 
expectations implies that there is not only one Short Run Phillips Curve, but a series of them – 
one for each level of inflation expectations. Consequently, the Expectations Augmented 
Phillips Curve clearly suggests that the relationship between inflation and unemployment is not 
stable and that the trade-off between inflation and unemployment is only a short-run trade off. 

Graph: Expectations Augmented Phillips Curve 
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Given above is a graph of the Expectations Augmented Philips Curve, where the 
unemployment rate (%) is on the X axis and the inflation rate (%) is on the Y axis.  
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Notice from the graph that a different Short Run Phillips Curve exists for each level of 

inflation expectations (e) i.e. suppose initially inflation expectations are 3% and the 
unemployment rate equals the Natural Rate of Unemployment (u*), then the Short Run Phillips 
Curve intersects the Natural Rate of Unemployment (u*) at the initial level of inflation 
expectations (i.e. at 3%) and  if there is an increase or upward revision in people’s inflation  
expectations to 5%, then the Short Run Phillips Curve will move up or shift upwards and 
intersect the Natural Rate of Unemployment (u*) at the higher level of inflation expectations (i.e. 
at 5%). Similarly, if people’s inflation expectations falls from 5% to 4%, then the Short Run 
Phillips Curve will move down or shift downwards and intersect the Natural Rate of 
Unemployment (u*) at the lower level of inflation expectations (i.e. at 4%).   

Essentially, changes in inflation expectations shift the Short Run Phillips Curve (Expectations 
Augmented Phillips Curve) up and down. It might be noted that these Short Run Phillips Curves 
(for each level of inflation expectation) have the same short run trade-off between inflation and 
unemployment  

Next, it might be noted that the Expectations Augmented Phillips Curve, which was developed 
by Milton Friedman, a highly renowned economist, tends to fit real world data (i.e. empirical 
relationship between inflation and unemployment) quite well, as it takes into account inflation 
expectations (i.e. expected inflation) unlike the simple Phillips Curve (which has been found to 
be too simplistic and does not quite fit real world data or facts because it does not take into 
account inflation expectations).   

Currently the Expectations Augmented Phillips Curve is widely used by economists to assess 
the empirical relationship between inflation and unemployment and for macroeconomic 
forecasting purposes.  

Further, the conventional wisdom today is that there is only a short-run trade-off between 
inflation and unemployment and consequently, policymakers can manipulate the economy only 
on a temporary basis by expanding or contracting aggregate demand i.e. aggregate demand 
management policies to expand or contract aggregate demand, in order to influence aggregate 
output, inflation and unemployment, work only in the short run, as in the long run inflation and 
unemployment are unrelated.  

4. Stagflation  

Having stated the concepts of simple Phillips Curve, Long Run Phillips Curve and the 
Expectations Augmented Phillips Curve, it’s important to be aware of an economic scenario 
where there is no trade-off between inflation and unemployment even in the short run. Such an 
economic scenario is one where both inflation and unemployment rise and this happens 
when an economy has been hit by an adverse supply shock.  

Economics sometimes are hit by an adverse supply shock (such as an unexpected spurt in 
international oil prices) which significantly raises the cost of production for firms and 
consequently results in a sharp rise in overall inflation - as firms tend to pass on significantly 
higher costs of production to consumers by charging them significantly higher prices for their 
output. Further, due to the adverse supply shock, aggregate output tends to fall sharply (resulting 
in a rise in unemployment). Such a situation of rising inflation and falling aggregate output 
(leading to rising unemployment) is known as ‘Stagflation.’   
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Given below is a graph that shows this economic phenomenon -‘Stagflation’ - which occurs 
due to an adverse supply shock. On the X axis is aggregate output (GDP) and on the Y axis 
is the general price level (P). 

Graph: Stagflation 
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From this graph you can see that the aggregate output falls from Y1 to Y2 and the general price 
level rises from P1 to P2. In essence, an adverse supply shock results in a fall in GDP (which 
implies an increase in the unemployment rate) and a rise in the inflation rate.  

Essentially, since the adverse supply shock (such as an unexpected spurt in international oil 
prices) raises the cost of production for firms, the short run aggregate supply curve (i.e. SRAS) 
shifts upward to the left from SRAS1 to SRAS2 and with unchanged aggregate demand results in 
a fall in aggregate output from Y1 to Y2 and  a rise in the general price level from P1 to P2 i.e. 
SRAS2 intersects the aggregate demand curve at E2 – resulting in a new short run 
macroeconomic equilibrium (i.e. lower equilibrium aggregate output (Y2) and higher general 
price level (P2)).          

C.1 Relationship between Inflation and Unemployment – Its Importance  

Finally, after having briefly stated the concept of ‘Stagflation,’ we would like to give a few 
reasons why the relationship between inflation and unemployment is so important.  

First, comprehending the relationship between these two key macroeconomic variables 
(inflation and unemployment) is fundamental to understanding cyclical (short run) fluctuations in 
economic activity in an economy (termed as ‘Business Cycles’) – which is the core focus area 
of macroeconomics for the short run. 

Second, monitoring trends in inflation and unemployment in an economy and analyzing links or 
the relationship between the two is of utmost importance for policy makers, in order to be able to 
formulate various policy measures to stabilize the economy around its long run trend growth 
rate, achieve price stability and avoid high cyclical unemployment.  
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For example, central banks, who are usually responsible for setting monetary policy in an 
economy, meet regularly to set the official ‘policy’ rate in their respective countries to steer the 
economy in an appropriate direction i.e. either they try to stimulate the economy or slow it down. 
In order to decide the appropriate official ‘policy’ rate, central banks closely monitor trends in 
inflation and unemployment and assess the linkages or relationship between these two 
macroeconomic variables along with an analysis of other key macroeconomic variables, such as 
money supply, bank credit, industrial production, GDP, exchange rates etc. 

Third, understanding the link between inflation and unemployment is very important for policy 
makers in an economy, in order to comprehend how the economy reacts to demand side shocks 
and supply side shocks. Such shocks buffet economies the world over from time to time. An 
example of a demand side shock is the recent global financial crisis and an example of a supply 
side shock is an unexpected spurt in international oil prices. 

Fourth, understanding the link between inflation and unemployment is also very important 
because there is an economic indicator termed as the ‘Misery Index’ (which is simply the sum of 
the unemployment rate + inflation rate in an economy) that informs us about the prevailing 
economic conditions in an economy. The higher this sum i.e. higher the unemployment rate and 
inflation rate in an economy more dismal is its macroeconomic performance, which makes 
people worse off and discourages private investment (leading to lower economic growth in the 
long run).  

Fifth, the relationship or link between inflation and unemployment has been changing over 
time and has been a subject of intense controversy among economists and policy makers. It’s 
very important to know whether a short-run trade-off between inflation and unemployment exists 
in an economy and the strength of such a relationship, as it determines the choice of 
macroeconomic stabilization policy in an economy to counter cyclical unemployment and avoid 
high and volatile inflation. 

Sixth, understanding the link or relationship between inflation and unemployment is critical, as   
it provides key insights into how the supply side of an economy works in the short run. 

Having stated the above, this module ends with an example of an inflation and 
unemployment trade-off (short run):  

For example, if policy makers in an economy want to lower the unemployment rate and are 
consequently willing to tolerate a higher inflation rate, they can pursue expansionary monetary 
policy and/or  expansionary fiscal policy to achieve this objective (only in the short run). 

These expansionary aggregate demand management policies increase the aggregate demand for 
goods and services, which in turn encourages firms to expand production and hire more labour 
(i.e. more labour is demanded). As a consequence, the unemployment rate falls. However, falling 
unemployment rate and tightening labour market puts upward pressure on wages (i.e. workers 
demand higher nominal wages). Further, due to firms expanding production to cater to increasing 
aggregate demand, cost of raw materials, commodities and other inputs used in the production 
process tends to rise(due to increased demand for the same).  

As a result of all this, the unit cost of production for firms tends to rise or go up, which 
invariably gets passed on to consumers in the form of higher prices (with a lag) – and results in 
higher overall inflation in the economy.  
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As mentioned earlier, such a trade-off between higher inflation and lower unemployment, 
by using aggregate demand management policies, is possible only in the short run and not 
in the long run.  

 

End of this module 
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Monetary Policy 

This module is on monetary policy and how it affects economic activity in an economy in the 
short run. In order to comprehend this key policy (macroeconomic policy) tool of short run 
aggregate demand management, key concepts - money, money demand and money supply - 
have been defined and briefly explained at the outset.         

Money 

People hold their wealth in various forms such as money (which is the most liquid and 
universally or easily accepted medium of payment for transactions such as purchase of goods and 
services, payment of bills etc.), which earns no interest or return, and in other forms of financial 
assets such as bonds, stocks, mutual funds, pension funds etc. that offer some sort of return in the 
form of interest or dividend income and are not as liquid as money or a universally accepted 
medium of payment for day-to-day transactions such as those mentioned above.   

Money can be broadly defined as the amount of wealth held in the form of currency or cash (held 
by the public) and total bank deposits (as we use debit cards and cheque facilities to pay for 
transactions).The four functions of money are medium of exchange, store of value, unit of 
account and standard of deferred payment. 

Money plays a very important role in influencing domestic economic activity, as it has an 
important influence on the rate of growth of GDP (i.e. aggregate output – Y) and employment in 
the short run, and also on inflation, interest rates and exchange rates and therefore, in the 
functioning of an economy. Money is particularly intimately connected to prices and is a 
nominal measure of economic activity. However, it must be clarified that money is 
considered neutral (i.e. does not affect or influence the ‘real’ economy) in the long run, but 
in the short run money influences aggregate demand and hence aggregate output (Y) and 
employment i.e. money affects or influences the ‘real’ economy in the short run.  

Considering the influence of money over ‘real’ economic activity in the short run, let’s first 
understand the concepts of money demand and money supply - before we touch upon 
monetary policy and related concepts.    

A. Demand for Money 

Demand for money or demand for money balances essentially means how much wealth people 
choose or demand to hold in the form of money (i.e. broadly speaking, currency or cash at hand 
and bank deposits that can be readily or easily used for transactions such as purchase of goods 
and services, payment of bills etc.), instead of holding it in the form of other financial assets such 
as bonds, stocks, mutual funds, pension funds etc. that earn a rate of return and are not as highly 
liquid as currency or cash at hand and bank deposits that can be readily or easily used for day-to-
day transactions such as those mentioned above.  

Money is basically demanded for three purposes or motives (as stated on the next page). 
Further, demand for money is positively related to GDP (Y) and inversely related to the real 
interest rate (r). Please note that when we refer to GDP, we mean real GDP.    
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Transaction Demand for Money (TDM) 

Money under this motive is demanded for transactions such as purchase of goods and services, 
payment of electricity bills etc. and other day-to-day transactions. Therefore, under this motive 
money is used as a medium of exchange.     

Precautionary Demand for Money (PDM) 

Money under this motive is demanded as a precaution to meet contingencies or unexpected 
expenditures (such as medical emergencies, unexpected market transactions etc.) and to 
safeguard against any unexpected interruption or delay in receiving payments such as wages or 
salaries etc. Due to these reasons people prefer to keep some money (even if it does not earn a 
rate of return), rather than invest the same in stocks, bonds and other financial assets that earn a 
rate of return.  

Speculative Demand for Money (SDM) 

Money under this motive is demanded for speculative purposes. It is also referred to as the asset 
demand for money. Demand for money under this motive is highly or particularly sensitive or 
responsive to changes in interest rates. 

In essence: Total Demand for Money (Md)   

Md = TDM + PDM + SDM 

It might be pertinent to mention here that the transaction and precautionary demand for money 
are more influenced by the level of income rather than interest rates. Whereas, the speculative 
demand for money is particularly or highly influenced by interest rates.  

Before proceeding further, we would like to mention that when we refer to demand for money, 
we mean real demand for money i.e. nominal money demand adjusted for inflation, which can 
be stated as Md/P (i.e. Md = M

d/P), as people are interested in the purchasing power of money. 
M

d refers to the nominal demand for money (or demand for nominal balances) and P refers 
to the aggregate price level.  

Money Demand Function 

Md = M
d/P = aY-br 

Where Md is real demand for money (i.e. demand for real balances), a and b are constants and Y 
and r are GDP and real interest rate respectively. 

The abovementioned money demand function implies that the real demand for money is an 
increasing function of GDP (Y) and a decreasing function of real interest rate (r) or in other 
words, real demand for money is positively related to GDP (Y) and inversely related to the real 
interest rate (r).    

Essentially, demand for money (i.e. Md – which is also called demand for real balances) is 
positively or directly related to GDP(Y).Therefore, demand for money increases with a rise in Y 
and falls with a fall in Y. Further, demand for money is inversely or negatively related to the real 
interest rate (r).Therefore, demand for money falls with a rise in the real interest rate (r) and rises 
with a fall in the real interest rate (r).     
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Three points are worth mentioning here:   

 Though there are other determinants of demand for money (Md) also, yet demand for money 
is mainly influenced by changes in Y and r. In other words, Md depends mainly on Y and r.    

 It might be noted that rising Y will increase the demand for money at each real interest rate 
(r) and falling Y will reduce demand for money at each real interest rate (r).  

 The money demand function was stable and well understood at one time, however, due to 
various reasons such as increasing financial liberalization across the globe, it has become 
more and more unstable. 

Having stated the above, given below is a graph of the money demand curve  

Graph: Money Demand Curve 
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Essentially, this graph demonstrates that for a given level of GDP (Y), the money demand curve 
is downward sloping.  

The money demand curve is downward sloping because at a higher real interest rate there is less 
demand for real balances (i.e. less real money demand) and at a lower real interest rate there is 
more demand for real balances (i.e. more real money demand). In essence, the money demand 
curve is downward sloping due to the inverse relationship between real interest rate and real 
money demand (i.e. demand for real balances).  

From the graph it is evident that as the real interest rate falls from 6% to 5%, real money demand 
increases from (M/P)0 to (M/P)1 and if the real interest rate falls further from 5% to 4%, real 
money demand increases further from (M/P)1 to (M/P)2   

B. Money Supply 

Money supply is basically the total stock of money available in an economy. Further, there are 
some measures to estimate the total money supply in an economy at any given time. 
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Money supply in an economy essentially comprises of coins and currency in circulation with the 
public and various kinds of deposits held by the public at commercial banks and other depository 
institutions. It is determined or influenced by the interplay between the central bank, commercial 
banks (and other depository institutions) and the non-bank private sector in an economy.  

It might be noted that for the sake of convenience ‘commercial banks and other depository 
institutions’ have been given the term ‘banks’ in this module.         

Having stated the above, there are various measures of money supply in an economy according 
to the degree of liquidity they possess or the ease with which they can be used to carry out 
transactions.  

The classification or definition of the various measures of money supply differs from country to 
country, yet the common classification of the same are M0 or M1, M2, M3 and M4 (these 
measures of money supply have been explained in brief below). Not all these measures of money 
supply are used in every economy. Therefore, check out which of these measures of money 
supply are used in your economy or in other economies (by visiting the website of the central 
bank of the country you are interested in). 

The key factor that differentiates one measure of money supply from the other is liquidity. 
Liquidity here means the ease or rapidity with which an asset can be converted into cash without 
a significant loss in the value of the asset.  

M0 or M1 is the most liquid measure of money supply, followed by M2, M3 and M4 (which is 
the least liquid measure of money supply). Further, M0 and M1 measure of money supply is 
also called ‘narrow money,’ while M2, M3 and M4 measures of money supply are also called 
‘broad money.’  
The ‘narrow measure’ of money supply (i.e. M0 or M1) include the most liquid constituents of  
money supply in an economy and are easily or immediately accepted for regular transactions 
such as purchase of goods and services etc. Money under this category of money supply is 
readily used as a medium of exchange and does not usually earn interest.  

B.1 Measures of Money Supply 

M0 or MI (‘Narrow’ Measure of Money Supply) 
M0 or MI include coins and currency with the public (C) + deposits of the public with banks (D) 
(i.e. checking accounts or what is often known as ‘demand deposits’) against which cheques can 
be written and money can be easily withdrawn on demand to conduct transactions. These types 
of deposits can easily or instantly be converted into cash without cost and do not usually earn 
any interest. Essentially, the two constituents (C and D) of ‘narrow’ money supply are highly 
liquid.      

M2, M3 and M4 (‘Broad’ Measures of Money Supply) 
The ‘broad’ measures of money supply (i.e. M2, M3 and M4) reflect money’s function as a 
store of value and include those constituents that are less liquid (and pay a rate of interest) than 
the constituents of the ‘narrow’ measure of money supply (M0 or M1) and are not usually 
immediately (or easily) available or always readily acceptable for carrying out regular 
transactions such as purchase of goods and services etc.  
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Further, some of the constituents of ‘broad’ money supply require a notice period before they can 
be withdrawn and may attract penalties for premature withdrawal or have restrictions on their 
use.  

It might be noted that, in addition to the ‘narrow’ measure of money supply (i.e. M0 or M1),   
‘broad’ measures of money supply (i.e. M2, M3 or M4) are also computed to reflect liquidity in 
an economy as their less liquid constituents too can be used for carrying out transactions - albeit 
with a delay - when compared to the highly liquid constituents of the ‘narrow’ measure of 
money supply (i.e. M0 or M1). 

M3 is a broader measure of money supply than M2 and M4 is the broadest. In addition to 
M0 or MI, central banks look at broader monetary aggregates too. The usual constituents of 
each of these ‘broad’ measures of money supply is given below to provide you with a general 
idea of what all is included in  each of them (Note: the constituents of each of these measures of 
money supply differ slightly from economy to economy and definitions may also vary slightly).   

M2 = M1 + Savings Deposits + Small and Short Term Time Deposits + Retail Money Market 
Funds 

M3 = M2 + Large and Longer Term Time Deposits + Institutional Money Market Funds  
 
M4 = M3 + Other Deposits 

It might be noted that not all of these measures of money supply are used in every economy. 
Different economies use different measures. However, usually it is M1 (narrow measure of 
money supply) and M2 or M3 (broad measures of money supply) that are used. Further, usually 
M2 or M3 are used to estimate the total money supply in an economy at any given time and to 
control and forecast inflation. For example, M2 is a key economic indicator used to forecast 
inflation in the US.           

Having stated the above, a major problem faced by central banks is the classification of financial 
assets that can be counted or regarded as money. This is because of two reasons: 

First, the additional assets that are included in M2, M3 and M4 are not close substitutes for coins 
and currency with the public and checking accounts i.e.’ demand deposits’(which are 
constituents of ‘narrow’ measure of money supply) as they are not highly liquid assets that can 
be immediately or easily used for regular transactions.   

Second, financial assets that are included in any measure of money supply in any economy 
should have a close link with spending in the economy and data on them should be timely 
available for purposeful analysis, in order for changes in money supply (by the central bank) to 
bring about a desirable change in the price level and economic activity. However, over the last 
few decades, with increasing deregulation of interest rates and financial markets, new 
financial assets have emerged and keep on emerging that are not or might not always be closely 
linked to spending in an economy. Further, spending patterns in an economy also change over 
time. Moreover, timely availability of data on such assets for purposeful analysis is also a major 
problem. 

In essence, it has become increasingly difficult for central banks to precisely or exactly define 
money supply because of the emergence of new financial assets (as a consequence of increasing 
financial deregulation).    
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Having stated the above, there are a few important points with reference to money supply that 
need to be kept in mind.  

First, money supply or the amount of money in circulation in an economy and the rate of change 
in the same is intimately connected to the rate of inflation in an economy. Further, money supply 
has an important influence on interest rates and exchange rates too. 

Second, money supply affects the actual production of goods and services (i.e. aggregate output) 
and consequently employment in an economy in the short run only. 

Third, it is widely held that in the long run a change in money supply only causes a change in 
the rate of inflation and does not affect or influence aggregate output and consequently 
employment in an economy. However, in the short run, changes in money supply (by influencing 
aggregate demand) affect aggregate output and consequently employment in an economy, in 
addition to affecting the rate of inflation. The reason why changes in money supply affect 
aggregate output and consequently employment in the short run is because prices and wages tend 
to be sticky in the short run and adjust only slowly. This is why central banks round the world 
can use monetary policy to influence aggregate output and consequently employment in the short 
run only, in addition to influencing inflation i.e. monetary policy is a powerful tool of 
aggregate demand management in the short run.   

Fourth, a large increase in money supply is generally regarded as inflationary because people 
will have more money, which will result in higher demand for goods relative to their supply (it 
might be noted that supply of goods tends to be relatively or highly inelastic in the short run). As 
a result, higher demand will simply push up prices, stocking inflation. Further, an increase in 
money supply tends to lower domestic interest rates, which reduces the cost of borrowing for 
both firms and consumers and encourages them to borrow for investment and consumption 
purposes respectively that puts upward pressure on inflation in the short run (as it takes time to 
enhance supply of goods to cater to increased demand). Moreover, with lower domestic interest 
rates (relative to foreign interest rates), as a result of an increase in money supply, investors in 
search for higher return or yields on financial assets may want to invest in foreign financial 
assets, rather than in domestic financial assets – which could lead to increased demand for 
foreign exchange and reduced demand for the domestic currency and consequently result 
in depreciation of the domestic currency vis-à-vis foreign currency. Depreciation of the 
domestic currency in turn would make imports costlier and put upward pressure on domestic 
inflation.    

Fifth, large increases in money supply have historically been a very important cause of surging 
inflation in various economies (but it is not the only cause of inflation).  

Sixth, by changing the amount or quantity of money in circulation, central banks seek to bring 
about desirable changes in the general or overall price level and economic activity in the short 
run.   

Having briefly explained the concepts of money demand and money supply, let’s now turn 
to monetary policy, which is the macroeconomic policy set by the central bank of a country in 
order to achieve certain macroeconomic objectives (stated below) and involves changes in 
money supply or the official ‘policy’ rate (which is a short term nominal interest rate) of the 
central bank to achieve these objectives. It might be noted that monetary policy is a demand side 
economic policy.  
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C. Monetary Policy 

Monetary policy, which is formulated and implemented by the central bank of a country, is a key 
aggregate demand management policy (in addition to fiscal policy) used to achieve certain 
macroeconomic objectives in an economy such as price stability (i.e. low and stable inflation),  
full employment, sustainable economic growth, exchange rate stability, financial stability etc.  

Having stated these objectives, the primary or overarching objective of monetary policy is many 
countries is price stability and other objectives (such as sustainable economic growth - which is 
usually the second most important objective) of monetary policy are subordinated to this 
objective. Even in countries where the central bank has a dual (or even multiple) mandate (i.e. 
monetary policy has dual (or even multiple) objectives) such as price stability and sustainable 
economic growth, the objective of price stability tends to be the most important one - even if the 
central bank does not explicitly say so.    

Essentially, price stability is usually the most important objective of monetary policy because 
high and volatile inflation is often associated with poor macroeconomic performance and 
instability and that price stability is thought of as a precondition for long term sustainable growth 
of an economy. Further, the second most important objective of monetary policy is usually 
sustainable economic growth, as central banks seek to avoid episodes or periods of highly 
volatile growth characterized by unsustainable economic booms followed by protracted period of 
economic slowdown or recession and high levels of unemployment. They use monetary policy   
instruments to smoothen short run fluctuations in aggregate output (while attempting to keep 
inflation low and stable) so that the economy grows in a sustainable manner.    

Having stated the above, it must be mentioned at the outset that monetary policy works largely 
or predominantly through its influence on the aggregate demand side of the economy. In other 
words, monetary policy seeks to control inflation and influence aggregate output (for sustainable 
economic growth) in an economy by attempting to impact or manipulate aggregate demand (i.e. 
either dampen or stimulate aggregate demand) through policy induced changes in money supply 
or the official ‘policy’ rate (which is a short term nominal interest rate) of the central bank 
(which is called the repo rate, refinancing rate or the discount rate in some countries. It might be 
noted that the name of the official ‘policy rate’ varies from country to country) and influencing 
the availability of credit for households and firms.    

The key point to note here is that monetary policy attempts to impact or manipulate the level and 
growth of aggregate demand (in order to control the rate of inflation and influence the rate of 
growth of aggregate output i.e. GDP) through influencing the cost and availability of credit for 
households and firms in an economy (and also through affecting the rates at which the 
government can borrow in the domestic financial markets to finance its expenditure).    

For example, the purpose of a change in the official ‘policy’ rate by a central bank is to 
influence domestic short term and long-term interest rates (as changes in the same affect the cost 
of borrowing for households and firms for consumption (and purchase of residential property by 
households) and investment purposes respectively), in order to attempt to impact or manipulate 
(i.e. either stimulate or dampen) aggregate demand – to control inflation and influence 
aggregate output (GDP).  
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Essentially, when a central bank changes its key official ‘policy’ rate, it has a rippling effect on 
all other domestic short term and long term interest rates - which in turn either lowers or 
increases the cost of borrowing for households and firms (and the government) for consumption 
(and purchase of residential property by households) and investment purposes respectively. This 
in turn impacts (i.e. either stimulates or dampens) aggregate demand and ultimately affects (i.e. 
either increases or lowers) aggregate output and inflation.    

Before we give an example below to clarify what has just been stated above, a very 
important point needs to be mentioned with reference to the official ‘policy’ rate.  
Though monetary policy practices differ between countries, the official ‘policy’ rate (which is a 
short term nominal interest rate) that a central bank sets and announces publicly is usually the 
rate (called the ‘repo’ rate, ‘discount’ rate or ‘refinancing’ rate in some countries) at which banks 
can borrow from it. Consequently this rate affects the cost of borrowing of banks, which in turn 
influences domestic interest rates (short term and long term interest rates), bank reserves (and 
consequently the ability of banks to create credit) and the money supply.    

It might be noted that that the Federal Funds Rate, which is the key official ‘policy’ rate in the 
US, is different, as it is the target interest rate that banks charge each other to borrow funds 
usually overnight, in order to meet the reserve requirements of the Federal Reserve (which is the 
central bank in the US).The Federal Funds Rate should not be confused with the ‘repo’ rate, 
‘discount rate’ or the ‘refinancing’ rate i.e. the official ‘policy’ rate at which banks in a 
country can borrow from the central bank. 

For this module, when we refer to the official ‘policy’ rate, we mean the rate at which 
banks in a country can borrow from the central bank.      

Example 

Suppose a central bank increases its official ‘policy’ rate, it increases the cost of borrowing for 
banks. This in turn leads to an increase in domestic short term (up to a year) interest rates (such 
as overdraft rates, credit card rates, rates on advances and loans to firms etc.) across the spectrum 
and also usually results in an increase in long term interest rates (such as mortgage lending rates, 
corporate bond rates, long dated government bond rates etc.) - as long term interest rates are the 
average of current and expected future values of short term interest rates.  

In other words, the cost of borrowing for households and firms for consumption (and 
purchase of residential property by households) and investment purposes respectively rises, 
due to an increase in the official ‘policy’rate.  
The rise in cost of borrowing for households and firms reduces their demand for loans, which in 
turn adversely affect consumer spending (particularly on consumer durables), purchase of 
residential property by households and private investment.  

This is because a rise in the cost of borrowing (due to higher interest rates) makes purchase of 
consumer durables and residential property more expensive for households (and increases their 
debt servicing burden) and also lowers the profitability of investment projects. Consequently, 
aggregate demand falls, which in turn lowers aggregate output and inflation.  
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A point worth mentioning here is that a fall in aggregate demand and output weakens the labour 
market (i.e. results in higher unemployment), which in turn tends to dampen wage growth and 
also lowers inflation expectations - that eventually feeds through to lower consumer prices (i.e. 
lower inflation - based on the consumer price index).  

On the other hand, if a central bank lowers its official ‘policy’ rate, it lowers the cost of 
borrowing for banks. This in turn leads to lower domestic short term interest rates across the 
spectrum and also usually results in lower long term interest rates i.e. the cost of borrowing for 
households and firms comes down, which stimulates consumer spending (particularly on 
consumer durables), purchase of residential property by households and private investment. 
Consequently, aggregate demand rises, which in turn increases aggregate output and inflation. It 
might be noted that a rise in aggregate demand and output strengthens the labour market, as 
firms demand more labour to enhance production to cater to increasing demand for their goods 
and services.  

This in turn tends to lead to higher wage growth, demand for higher wages and higher 
inflationary expectations - that eventually feeds through to higher consumer prices (i.e. higher 
inflation – based on the consumer price index).       

From the aforesaid example you can possibly gather how the central bank can influence 
aggregate demand (in order to affect or control inflation and influence aggregate output) in an 
economy through the interest rate channel. There are also other channels (asset channel, credit 
channel, exchange rate channel and expectations channel), mentioned on pages 166 to 171, 
through which the central bank of a country can influence aggregate demand, in order to affect or 
control inflation and influence aggregate output in the economy in the short run.    

Before ending this example, a very important point needs to be mentioned.  

It is ‘real’ interest rates, rather than ‘nominal’ interest rates, that really influence (dampen or 
stimulate) private investment decisions and expenditure (and affect consumer spending too, 
particularly on consumer durables). Let us explain. 

A rise in the official ‘policy’ rate, which generally or usually leads to a rise in both domestic 
‘nominal’ short term and long term interest rates, results in higher ‘real’ interest rates (real 
interest rate = nominal interest rate – expected rate of inflation). Higher ‘real’ interest rates in 
turn tend to particularly dampen private investment (and discourage consumer spending too, 
particularly on consumer durables).Consequently, higher ‘real’ interest rates lower aggregate 
demand, output and inflation.  

On the other hand, a fall in the official ‘policy’ rate, which generally or usually leads to a fall 
in both domestic ‘nominal’ short term and long term interest rates, results in lower ‘real’ interest 
rates. Lower ‘real’ interest rates in turn tend to particularly stimulate private investment (and 
encourage consumer spending too, particularly on consumer durables). Consequently, lower 
‘real’ interest rates increase aggregate demand, output and inflation.  

In essence, a change in the official ‘policy’ rate has a potent affect on aggregate demand 
(particularly on private investment) via its affect or influence on ‘real’ interest rates.  

Having stated the above, four points are worth noting about monetary policy. 
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First, monetary policy can affect both inflation and aggregate output (GDP) only in the short 
run, but only inflation in the long run. In other words, while there is a trade-off between higher 
inflation and lower unemployment in the short run, there is no such trade-off in the long run. 

Second, a central bank through its monetary policy can affect or control inflation and influence 
aggregate output only indirectly, rather than directly, either through increasing or decreasing its 
official ‘policy’ rate or by altering (increasing or decreasing) the money supply (through certain 
monetary policy tools such as open market operations etc.) – which impacts (i.e. either 
dampens or stimulates) aggregate demand for goods and services. In other words, policy 
induced changes in money supply or the official ‘policy’ rate of the central bank affect inflation 
and influence aggregate output indirectly via impacting the aggregate demand side of the 
economy (i.e. impacting aggregate demand for goods and services).  

If the central bank decreases its official ‘policy’ rate or increases money supply (i.e. undertakes 
an expansionary monetary policy), it will stimulate aggregate demand for goods and services, 
which in turn will ultimately lead to higher aggregate output and inflation.  

On the other hand, if the central bank increases its official ‘policy’ rate or decreases money 
supply (i.e. undertakes a contractionary monetary policy), it will dampen aggregate demand for 
goods and services, which in turn will ultimately lead to lower aggregate output and inflation.     

It might be noted here that for most central banks today, the official ‘policy’ rate (which is a  
short term nominal interest rate), not the money supply, is the principal or primary instrument of 
monetary policy for impacting aggregate demand, in order to affect or control inflation and 
influence aggregate output in the short run. In other words, most central banks today actually 
target the official ‘policy’ rate (i.e. change or adjust the official ‘policy’ rate), rather than target 
the money supply, to impact aggregate demand, in order to affect or control inflation and 
influence aggregate output in the short run.   

Third, monetary policy works with long and variable lags i.e. monetary policy induced changes 
in money supply or the official ‘policy’ rate of the central bank can take a fairly long time 
(usually anywhere between 2-8 quarters) to affect inflation and aggregate output, rather than 
affecting the same immediately. Further, it takes much longer for monetary policy to affect 
inflation than to affect aggregate output.  

For example, a change in the official ‘policy’ rate of the central bank of a country will usually 
affect the GDP growth rate with a lag of approximately 2-4 quarters (or sometimes even with a 
lag of up to 8 quarters) and affect inflation with a longer lag of approximately 4-8 quarters (or 
sometimes even with a longer lag of up to 12 quarters). Further, usually the full or maximum 
impact or effect of a change in the official ‘policy’ rate on inflation takes up to about 8 quarters 
(two years). It might be noted here that the length of monetary policy lags differs from economy 
to economy.      

In essence, changes in monetary policy (which is usually carried out through changes in the 
official ‘policy’ rate) take some time before they ripple through the economy and affect 
aggregate demand, output (and in turn unemployment) and inflation.  

Fourth, monetary policy does not only influence inflation and aggregate output (and 
consequently employment) in the short run in a powerful manner, it also significantly affects 
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exchange rates and asset prices. Consequently, monetary policy usually has a powerful influence 
on the macroeconomic performance of an economy in the short run.      

C.1 Monetary Policy Framework: ‘Inflation Targeting’ 
Currently, many countries across the globe have explicitly made price stability as the 
overarching or primary objective of monetary policy and have adopted a system known as 
‘Inflation Targeting’(as the preferred monetary policy framework) where the central bank 
explicitly targets a certain level of inflation (which is a medium term numerical target) usually 
based on the consumer price index (i.e. CPI – which is usually the ‘headline’ measure of 
inflation and announced monthly in most economies), in order to keep both inflation and 
inflationary expectations in check (which in turn contributes to macroeconomic stability and long 
term economic growth). It might be pertinent to mention here that there is a widespread 
consensus that the best way to control inflation, in order to maintain price stability in an 
economy, is to target a certain level of inflation. 

Essentially, under ‘Inflation Targeting,’ price stability is the primary or overarching 
objective of monetary policy. 

Central banks in developed economies who have adopted the ‘Inflation Targeting’ framework or 
regime, usually target an inflation rate of between 1% and 3% and in developing countries who 
have adopted this framework, the target level of inflation is usually higher than in developed 
countries, though mostly in low single digits.  

Under the ‘Inflation Targeting’ framework, if inflationary pressures are high and actual rate 
of inflation is above the target rate of inflation in an economy, then the central bank under this 
framework tends to moves swiftly to dampen aggregate demand (by raising its official ‘policy 
rate’), in order to bring down the actual inflation rate and defend the inflation target. On the other 
hand, if there is an economic downturn or a recession (and consequently a virtual absence of any 
inflationary pressures or inflation is dangerously low), then the central bank under this 
framework attempts to stimulate aggregate demand (by lowering its official ‘policy’ rate), in 
order to raise the actual inflation rate, so that it is within the acceptable range of the inflation 
target or very near it. In essence, in such a monetary policy framework, the central bank attempts 
to guide or steer the actual rate of inflation towards its target rate of inflation by using its official 
‘policy’ rate (which is a short term nominal interest rate). 

An important feature of the ‘Inflation Targeting’ framework is that such a framework in many 
countries permits an error band or permissible limit (normally -1% or +1%) around the explicit 
inflation target. For example, if the explicit inflation target is 2.5%, then the central bank under 
this framework is required to keep the actual rate of inflation between 1.5% and 3.5%, while 
continually endeavoring to steer the actual rate of inflation towards the target rate of inflation     
(which is 2.5% in this example). Such ‘Inflation Targeting’ is called ‘Flexible Inflation 
Targeting.’  
Next, ‘Inflation Targeting’ as the preferred monetary policy framework was first adopted (since 
the inception of 1990s) by an increasing number of central banks in the developed world (New 
Zealand, UK etc.) as opposed to targeting monetary aggregates or exchange rate targeting earlier 
(due to the inability to keep inflation low and stable by using such targets). 
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Due to the successful performance of ‘Inflation Targeting’ in the countries of the developed 
world (where average inflation is substantially lower and more stable than in developing 
countries) that have adopted such a framework, an increasing number of developing/emerging 
economies (Mexico, Peru, Columbia, Thailand, Brazil, South Africa etc.) have been encouraged 
to adopt this framework of monetary policy.  

In developing/emerging economies that have adopted ‘Inflation Targeting,’ the average inflation 
is significantly lower and more stable than in those developing/emerging economies that have 
not adopted such a framework. However, due to various reasons (fiscal, institutional, credibility 
etc.), developing/emerging economies that have adopted ‘Inflation Targeting’ have not yet been 
able to match the inflation performance of countries in the developed world who have adopted 
this framework of monetary policy.  

An important point worth mentioning here is that even though many developed countries have 
adopted explicit inflation targeting, yet there are some who have not. This is because monetary 
policy in these countries have dual or multiple objectives/mandates, even though they are 
committed to keep inflation low and stable. Prominent among these developed countries are   
Japan, US and Australia. 

In Japan, there is no explicit inflation targeting by the central bank of the country. Instead, the 
central bank has a dual mandate of price stability and financial stability.  

In the US, the central bank pursues multiple objectives (price stability, promoting maximum 
employment and moderate long run interest rates), even though it is, as stated above, committed 
to keeping inflation low and stable.  

In January 2012, the central bank in the US (i.e. the Federal Reserve), which earlier did not have 
an explicit inflation target, announced a goal for inflation of 2%, which rather than being a 
medium term goal, is a long term one (i.e. longer run inflation goal of 2%) with no specific time 
horizon and is measured by the annual change in the price index for personal consumption 
expenditure (PCE). However, the central bank in the US is also committed to pursuing its two 
other objectives (promoting maximum employment and moderate long run interest rates).  

Though the US has a numerical inflation target now, yet, strictly speaking, it cannot really be 
equated with the ‘inflation targeting’ regimes of various other developed or emerging countries 
(who have a medium term numerical inflation target), as the inflation goal in the US is a longer 
run one with no specific time horizon and also because of the central bank’s (i.e. the Federal 
Reserve) adherence to objectives of promoting maximum employment and moderate long run 
interest rates (in addition to price stability) and the considerable importance that it accords to 
these objectives while formulating monetary policy.   

In Australia, the central bank has a dual mandate of price stability and full employment. 

Next, a number of central banks in developing/emerging economies (China, India, Indonesia, 
Malaysia, Russia, Thailand, UAE etc.) do not follow an ‘Inflation Targeting’ regime as the 
preferred framework of monetary policy. While maintaining price stability is the key objective of 
monetary policy in these economies, yet central banks in these economies do not have a ‘single 
minded’ approach to monetary policy.  
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Instead, they tend to simultaneously pursue other objectives (in addition to price stability) too, 
such as full employment, exchange rate stability, financial stability, credit availability, sustained 
economic growth, monetary stability etc. (Note: objectives other than price stability vary from 
country to country), as monetary policy has a pivotal role to play in economic growth, 
development and macroeconomic stability in these economies. 

Key Points – Inflation Targeting 

Average inflation tends to be significantly lower and more stable in countries that have adopted 
inflation targeting, when compared to those who have not.  

In countries that have adopted inflation targeting the primary monetary policy instrument is the 
official ‘policy’ rate (i.e. a short term nominal interest rate) of the central bank.  

Since a change in the official ‘policy’ rate usually takes up to 8 quarters (two years) to have its 
maximum or full effect on inflation, central banks set their official ‘policy’ rate based on their 
analysis or judgment about the outlook for inflation over the next 8 quarters (two years) usually 
and not current inflation. In other words, a central bank sets its official ‘policy’ rate not on the 
basis of current inflation, but on the basis of what inflation is likely to be or might be over the 
next 8 quarters (two years) usually - according to their estimates.     

There are four powerful reasons to target inflation:  

First, private investment is really influenced by ‘real’ interest rates (real interest rate = nominal 
interest rate – expected rate of inflation). If inflation is kept low and stable in an economy 
through inflation targeting, inflation expectations will also be well anchored. Consequently, there 
will be greater ‘nominal’ interest rate stability that will result in greater ‘real’ interest rate 
stability, which in turn will lead to higher private investment and economic growth.  

Second, ‘Inflation Targeting’ is very important for price stability as it helps to anchor people’s 
inflation expectations. It might be noted that monetary policy works in part by influencing 
inflation expectations. When a country adopts an ‘Inflation Targeting’ regime, it sends out a 
clear signal that it is committed to price stability, which helps keep people’s inflation 
expectations in check and this in turn helps to keep growth in wages and prices in check.     

Essentially, if the central bank of a country is able to keep inflation near the inflation target (i.e. 
within the permissible range or bound) or has a sound track record of doing so, as a result of 
adopting an ‘Inflation Targeting’ framework, it builds credibility and results in anchoring 
inflation expectations (i.e. anchoring people’s expectations about future inflation).When inflation 
expectations are well anchored, wages negotiations are carried out by workers on the basis of 
expectations of low and stable inflation and prices also have a clear reference point. This in turn 
potently contributes to keeping inflation low and stable (due to modest wage and price increases) 
in the economy, which tends to be self-enforcing and positively contributes to long term 
economic growth.  

Third, inflation targeting reduces the inflationary impact of a shock to the economy, as monetary 
policy can respond or has the discretion to respond to demand and supply side shocks to the 
economy in the short run.  

Fourth, it is not critical to have a stable relationship between money and inflation for successful 
inflation targeting unlike in the case of monetary targeting.    



Monetary Policy  Module 7 

 

 

Page 151  © 2014 | Macroeconomics School 

 

C.2 Monetary Policy and Long Term Interest Rates  

A change (i.e. increase or decrease) in the official ‘policy’ rate (which is a short term nominal 
interest rate) by the central bank of a country directly influences the entire spectrum of short 
term interest rates and unambiguously moves them in the same direction (i.e. when there is an 
increase (decrease) in the official ‘policy’ rate, short term interest rates also tend to increase 
(decrease) - though some short term interest rates are slower to adjust in comparison to others). 

In essence, changes in short term interest rates are closely linked to changes in the official 
‘policy’ rate of the central bank. However, changes in the official ‘policy’ rate can only exert 
an indirect influence on long term interest rates (which can be weak and variable), as these 
rates are the average of current and expected future values of short term interest rates (which are 
closely linked to the likely direction of future monetary policy i.e. market expectations or 
perceptions of future change in the official ‘policy’ rate - that in turn affect market expectations 
about future values of short term interest rates).   

Since long term interest rates are the average of current and expected future values of short term 
interest rates, market expectations about the future course of monetary policy (i.e. market 
expectations regarding future changes in the official ‘policy’ rate) and hence the expected 
path of future values of short term interest rates have a significant impact on or influence on 
long term interest rates.  

More effectively a central bank can influence such market expectations, more potent will be its 
(indirect) influence on long term interest rates, as monetary policy influences long term interest 
rates to a large extent through its impact on market expectations.  

With reference to the direction of long term interest rates, it is generally understood that as 
short term interest rates increase (due to an increase in the official ‘policy’ rate), long term 
interest rates follow suit i.e. they too rise. However, long term interest rates do not always move 
in the same direction as short term interest rates (as a consequence of a change in the ‘official’ 
policy rate). Therefore, the actual relationship between the official ‘policy’ rate and long term 
interest rates is weaker, variable and sometimes unpredictable, rather than mechanical or 
straightforward.  

The underlying reason for mentioning all this is that the ability of monetary policy (via a 
change in the official ‘policy’ rate) to effectively or successfully influence aggregate demand 
(particularly private investment), in order to control inflation and influence growth of GDP in a 
desired manner, depends crucially on whether long term interest rates move in the same direction 
of short term interest rates or not.  

If both short term and long term interest rates move in the same direction, then monetary policy 
is likely to have a powerful affect or influence on aggregate demand (i.e. monetary policy will be 
effective) otherwise not.  

The problem is that there is sometimes considerably uncertainty around how long term interest 
rates will behave (i.e. whether they will move in the same direction as short term interest rates or 
not), due to uncertainty about market expectations of future values of short term interest rates.  
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More effectively a central bank can influence market expectations of future path of short term 
interest rates, more potent will be its (indirect) influence on long term interest rates and 
consequently more significant or greater will be the effect of monetary policy (via changes in the 
official ‘policy’ rate) on aggregate demand, output and inflation.   

Finally, it may be worth mentioning that if future short term interest rates are expected to be 
higher than current short term interest rates, long run interest rates will be higher than current 
short term interest rates. On the other hand, if future short term interest rates are expected to be 
lower than current short term interest rates, long run interest rates will be below or lower than 
current short term interest rates.  

Having stated the above, two points are worth mentioning here: 
First, long term interest rates are generally higher than short term interest rates (though not 
always). 

Second, it’s important to know that short term interest rates serve as a bench mark for long term 
interest rates for the purpose of investment related borrowing, mortgages, car loans and other 
types of borrowing. Therefore, market expectations of higher short term interest rates (which are 
influenced by expectations of a rise in the ‘official’ policy rate), by driving up long term interest 
rates, makes such borrowing more expensive for firms and households, which in turn dampens 
private investment, demand for purchase of residential property (i.e. housing) and consumer 
spending (particularly on consumer durables) – leading to lower aggregate demand, output and 
inflation.  

On the other hand, market expectations of lower short term interest rates (which are influenced 
by expectations of a fall or lowering of the ‘official’ policy rate) by driving down long term 
interest rates, will have an opposite effect on private investment, demand for purchase of 
residential property (i.e. housing) and consumer spending – leading to higher aggregate demand, 
output and inflation.  

D. Money Supply Process     

As was mentioned earlier, money supply is determined or influenced by the interplay between 
the central bank, ‘banks’ and the non-bank private sector (i.e. public) in an economy. In other 
words, growth of money supply in an economy is determined or influenced not only by the 
central bank, but also by the behaviour of ‘banks’ and the non-bank private sector (i.e. public).  

Let’s understand the money supply process. 

In an economy, individuals and firms hold money in the form of currency (coins and notes) and 
bank deposits. So we can broadly define total money supply (M) in an economy as the sum of 
cash or currency held by the public (C) plus bank deposits (D). For the moment ignore the 
various measures of money supply given on pages 141-142, as the focus here is on 
comprehending the money supply process in an economy.  

Total money supply according to the aforesaid definition can be stated as:  
M= C + D 

The important point to remember here is that bank deposits, rather than currency held by the 
public, is the most important or dominant component of total money supply in an economy.  



Monetary Policy  Module 7 

 

 

Page 153  © 2014 | Macroeconomics School 

 

Further, when banks make loans or provide credit to firms and households, there is an expansion 
or increase in bank deposits, which results in an increase in the money supply in the economy 
(the entire money supply process has been explained in detail later – pages 154 to 162).  

Having stated the above, under the fractional reserve system, banks in an economy are usually 
required to hold a minimum fixed or specified percentage (for example 5%) of their deposits (i.e. 
a fraction or proportion of their deposits) as reserves (known as ‘Required Reserves’) either in 
the form of deposits with the central bank or as vault cash. This minimum or specified 
percentage or ratio is known as ‘Required Reserve Ratio’ or is known by other names in 
different economies and is usually stipulated or determined by the central bank of a country.  

The important point to note here is that these required reserves against deposits have to, by law, 
be held by banks and they cannot use these reserves to make loans or provide credit. As a result, 
the central bank of a country can sometimes use the ‘required reserve ratio’ as a tool of 
monetary policy i.e. it can by altering (increasing or decreasing) the required reserve ratio, 
influence the money supply growth in the economy.  

For example, if the central bank hikes the required reserve ratio from 5% to 10%, then banks 
have to keep a greater portion of their deposits as ‘required reserves’ which they cannot lend and 
therefore, have less funds available to loan out to firms and households. As a result, money is 
sucked out of circulation (or excess liquidity is drained out) because less bank credit is available, 
which in turn leads to smaller expansion in the amount of bank deposits in the economy and 
consequently results in lower money supply growth. 

On the other hand, if the central bank reduces the required reserve ratio from 5% to 4%, then 
banks will have more funds available to loan out to firms and households as they have to keep a 
lower proportion of their deposits as ‘required reserves.’ 

This will lead to a larger expansion in the amount of bank deposits in the economy and 
consequently results in higher money supply growth.The entire money supply process has 
been explained later (pages 154 to 162), so you don’t have to worry about comprehending 
what has just been stated. These two examples have been stated here only to highlight the 
importance of bank deposits in the money supply growth process in an economy.  

Next, a related concept is ‘Excess Reserves,’- which is the difference between the actual reserves 
and ‘required reserves’ of a bank. 

Banks often keep reserves in excess of ‘required reserves’ to meet unexpected or unanticipated 
large cash withdrawals by customers and for other contingencies (default on loans etc.) or due to 
various other reasons.  

Having stated the above, banks have an incentive or try to keep minimum excess reserves so that 
they can enhance their lending activities and earn interest income. When interest rates rise banks 
are more likely to reduce excess reserves, as in such a scenario, their interest income from 
lending will rise.  

However, when deciding whether to reduce excess reserves or not, banks not only take into 
account the extra interest income they will earn from lending, but also take into account the 
interest (i.e. interest cost) they will have to pay to the central bank and other banks, if they ever 
fall short of ‘required reserves’ and need additional borrowing from these sources to make up for 
the shortfall, and the availability of funds from these two sources. 
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Higher the difference between the interest earned (on loans) and the interest cost (from 
borrowing from these sources), more will be the incentive for banks to reduce excess reserves. 

D.1 Money Creation by Banks 

Having stated the aforesaid concepts, let’s now understand how money is created by banks, in 
order to comprehend the money supply process in an economy. 

At the outset, we first need to understand the relationship between reserves and bank deposits. 
Suppose the required reserve ratio in an economy is 10% (i.e.10% of bank deposits have to be 
held as ‘required reserves’ by banks, in order to comply with the stipulation of the central bank 
of the country). 

Example 

Let’s take the balance sheet of a bank (Bank A) in Country Z, which is a statement of its assets 
and liabilities. In this simplified example, deposits held by the bank are its only liabilities, and 
total reserves and loans (given to retail and corporate clients) are its only assets.  

The balance sheet of Bank A is given below. 
 

Balance Sheet: Bank A 
Assets Liabilities 

Total Reserves                                     $200,000 

Required Reserves  $200,000                    

Excess Reserves      $0 

 

Loans                                                $1,800,000       

Deposits                                         $2,000,000 

Total                                                 $2,000,000  Total                                               $2,000,000 

 

Initially, Bank A has deposits (which are liabilities) worth US$2,000,000, out of which they have 
to keep US$200,000 in ‘required reserves’ as the required reserve ratio is 10%. Further, assume 
Bank A loans out US$1,800,000 to retail and corporate clients and therefore does not have any 
excess reserves. The assets of the bank comprise total reserves (US$200,000) and loans 
(US$1,800,000) which total up to US$2,000,000. Note: Assets = Liabilities (which is the 
accounting norm). 

Now, suppose the central bank of Country Z purchases government securities from an 
individual or bond dealer worth US$300,000 and pays him the equivalent amount, which 
then gets deposited into his bank account in Bank A. As a result, Bank A’s deposits (i.e. 
liabilities) have increased by US$300,000 and now total up to US$2,300,000 and its total 
reserves have also increased by an equivalent amount of US$300,000 and now total up to 
US$500,000 (refer to the table below).     
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Balance Sheet: Bank A 

Assets Liabilities 

Total Reserves                                   $500,000 

Required Reserves $230,000                    

Excess Reserves     $270,000 

 

Loans                                              $1,800,000                     

Deposits                                           $2,300,000 

Total                                               $2,300,000  Total                                                 $2,300,000 

 
Since the reserve requirement or the required reserve ratio is 10%, therefore, 10% of this deposit 
of US$300,000 in Bank A (which also represent an increase in total reserves) has to be held by 
the bank under required reserves i.e. US$30,000 and the remaining US$270,000 can be lent out 
to individuals and firms if the bank chooses too.  

As a result of this increase in required reserves by US$30,000, the required reserves now 
total up to US$230,000 (as is evident from the table). Further, the bank now has US$270,000 
in excess reserves (on which it does not earn any interest) and therefore, we assume it would like 
to lend this entire amount onward to individuals and firms.  

Now assume, for example, that Bank A lends this entire amount of US$270,000 in excess 
reserves to a firm to purchase raw materials, capital equipment etc. and this firm has an account 
in Bank B.  

Now if this firm deposits  US$270,000 that is loaned to it by Bank A in its account in Bank B, 
the deposits of Bank B will increase by US$270,000 and so will their total reserves increase by 
an equivalent amount. However, out of the increase in total reserves of US$270,000 only 10% 
(i.e. US$27,000) has to held by Bank B as ‘required reserves’ (due to required reserve ratio being 
10%), which means that US$270,000 - US$27,000 i.e. US$243,000 can be lent out by Bank B to 
individuals or firms, as this bank is not earning any income on these excess reserves.  

Now assume, for example, that Bank B lends out the entire amount of US$243,000 to a firm that 
deposits this amount into its account in Bank C. As a result of this deposit, the deposits of Bank 
C will increase by US$243,000 and so will their total reserves increase by an equivalent amount. 
However, out of the increase in total reserves of US$243,000 only 10% (i.e. US$24,300) has to 
be held by Bank C as ‘required reserves’ (due to required reserve ratio being 10%) - which 
means that US$243,000 - US$24,300 i.e. US$218,700 can be lent out by Bank C to individuals 
or firms (who will deposit this amount in another bank – Bank D) as this bank is not earning 
any income on these excess reserves.    

This process of new deposit creation continues with each successive bank getting a newly 
created deposit which is 0.9 (or 10% smaller) of the deposits of the previous bank in the previous 
round. The process comes to an end when all the new reserves have been absorbed in required 
reserves. 
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It might be noted that since the amount deposited in a bank by a firm (or individual) in each 
successive round is smaller than the previous round, there is a smaller increase in excessive 
reserves in each successive round (after meeting the ‘required reserves’ requirement) and 
consequently smaller loans are made to firms (or individuals) in each subsequent round.  

Essentially, this example demonstrates how an initial increase in bank reserves (of US$300,000 
in this example) leads to the process of new deposit creation in the banking system in each 
successive round i.e. leads to multiple deposit creation (which ultimately results in a ‘multiple’ 
increase or expansion in the money supply in the economy). Further, this example also enables 
us to understand the process of credit creation in the economy by banks. 

Having stated the above, the total increase in money supply (assuming that banks lend all 
their excess reserves and all the money that is lent out to firms (or individuals) in successive 
rounds is fully deposited in the banks, rather than some of it being drawn out as cash for various 
uses or purposes) in the economy, due to an initial increase in bank reserves of  US$300,000, 
can be calculated by the following formula:  

Increase in Money Supply = Initial increase in Bank Reserves X 1/Required Reserve Ratio  
Therefore:  

US$3,00,0000 = US$300,000 X 1/.10 

I.e. the total money supply expands or increases by US$3 million, which is arrived at by 
multiplying the initial increase in bank reserves of US$300,000 by 1/Required Reserve 
Ratio (i.e. 1/.10). It might be noted that 1/Required Reserve Ratio is known as the Simple 
‘Money Multiplier.’ In essence, eventually, total money supply increases by US$3 million, due 
to an initial increase in bank reserves of US$300,000.  

From this example you can gather that an initial injection of  reserves of US$300,000 into 
the banking system has a rippling effect on the economy - by enhancing the supply of 
loanable funds of banks, which leads to multiple deposit creation or expansion and consequently 
to a  multiple increase in the money supply. 

Further, we can infer from the formula for the simple ‘money multiplier’ (i.e. 1/Required 
Reserve Ratio) that smaller the ‘required reserve ratio’ -which enhances the supply of 
loanable funds of banks - greater will be the money multiplier effect and consequently larger 
will be the increase or expansion of money supply in the economy.        

Next, if we wish to know how much have the total deposits grown by, as a result of an initial 
increase in bank deposit of US$300,000, then we need to use the ‘deposit multiplier’ – which 
measures the ‘multiple’ change in bank deposits resulting from a given initial change in bank 
reserves.  

Formula for Deposit Multiplier 

Deposit Multiplier (also known as simple ‘money multiplier’) = 1/Required Reserve Ratio      
= 1/.10 = 10 

Therefore an initial increase in bank deposit of US$300,000 ultimately increases bank 
deposits (and consequently total money supply) by  a multiple of 10 i.e. by  US$3,00,0000         
(US$3 million).  
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The aforesaid example shows how, in a fractional reserve system, expansion of bank 
deposits leads to a manifold increase in money supply in an economy and underscores the 
importance of bank deposits (as a component of money supply).  

Having stated the above, let’s move on to what happens in reality, which is a bit more 
complex.  

First, in reality, the ultimate increase or expansion in money supply is not as large as stated in 
the above example, due to the fact that banks do actually hold excess reserves (i.e. banks do not 
lend all their excess reserves to firms or individuals) because of various reasons. Larger the 
amount of excess reserves held by banks, smaller will be the ultimate increase in money supply. 
Further, when borrowers (firms or individuals) avail of loans from banks in each successive 
round (as stated in the aforesaid example), they don’t always deposit the entire amount into their 
bank account. Instead, they like to hold part of the loan money in the form of cash or currency, 
rather than in the form of bank deposits. As a result, in each successive round, some of the 
money will be leaked out of the banking system. 

Greater the amount of cash or currency borrowers wish to hold, lesser will be the increase in 
bank deposits in each successive round and consequently smaller will be the ultimate increase in 
the money supply. Moreover, the ultimate increase in money supply will also depend on interest 
rates. For example, if the interest rates are low, then the cost of holding cash or currency is lower 
for borrowers, which could induce them to hold more money in the form of cash or currency for 
various purposes and this will result in a lower increase in bank deposits in each successive 
round - that in turn will ultimately lead to a smaller increase in money supply.    

Second, money supply in an economy is actually jointly determined or influenced by the 
interplay between the central bank, ‘banks’ and the non-banking private sector 
(public).Therefore, they all have an important role in the money supply process. Consequently, 
we need to bring them together to comprehend the process by which money supply in an 
economy is actually determined and also become aware of the key role of the central bank in 
such a process. Further, we need to derive a more complex ‘money multiplier’ – to calculate 
the ultimate increase in money supply.  

We already know that the money supply comprises of or consists of currency (notes and coins) 
held by the public or in circulation (C) and bank deposits (D) i.e. M = C + D, with money supply 
consisting mostly of bank deposits (Note: the fraction of money supply that is in the form of 
bank deposits varies from country to country). Keeping this in mind, let us understand the 
determination of money supply in an economy, for which we need to comprehend two key 
concepts - Monetary Base and the ‘Money Multiplier’ (i.e. a more complex money 
multiplier than the one stated on page 156). 

Monetary Base 

Monetary Base (also known as ‘High Powered Money’) comprises of currency held with the 
public or in circulation (C) (as already mentioned above) and bank reserves (R) (which consists 
of both required reserves and excess reserves of banks) that are the liabilities of the central 
bank of a country and over which it has direct control. We can state the Monetary Base (MB) 
as:  
MB = C + R 
(Where R = Required Reserves + Excess Reserves)  
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The central bank is responsible for controlling the growth of money supply in an economy, 
which it can indirectly (though not fully) control by controlling the monetary base (this point is 
explained later). Further, money supply and monetary base are related or linked together through 
the money multiplier (which gives us the degree to which money supply changes (expands or 
contracts) as a result of a change (expansion or contraction) in the monetary base).  

The central bank of an economy can increase (decrease) the money supply by increasing 
(decreasing) the monetary base, with the amount of increase (decrease) in the money supply 
depending on the size or the magnitude of the money multiplier (i.e. money supply increases 
(decreases) by some multiple of increase (decrease) in the monetary base). 

Before giving a practical example and deriving the money multiplier, let us show you how 
the monetary base and money supply are related. 

Look at both the formulas: 

Monetary Base (MB) = Currency (C) + Bank Reserves (R) 
Money Supply (M) = Currency (C) + Bank Deposits (D)   

Now, similar to the example on page 154, if bank reserves (R) increase as a result of the 
purchase of government securities by the central bank from an individual or bond dealer, it will 
lead to multiple expansion of bank deposits i.e. the deposit base of banks will increase by a 
multiple of the initial injection of reserves into the banking system.    

Since money supply consists of mostly bank deposits, the multiple expansion of bank deposits 
due to an initial increase in bank reserves (which is a part of the monetary base) ultimately 
results in an increase in the money supply by some multiple of the increase in monetary base; the 
amount of increase in money supply depends on the size or magnitude of the money multiplier. 

In other words, an increase in the monetary base, due to an initial increase in bank reserves (R), 
ultimately results in a multiple increase in the money supply - with the amount of increase 
(multiple) in the money supply depending on the size of the money multiplier (which is derived 
below).  

Having stated the above, given below are the equations that clarify the relationship 
between money supply and the monetary base. 

By definition, Money Supply equals: 
Money Supply (M) = Monetary Base (MB) x Money Multiplier (m) 
And 
Money Multiplier equals: 
Money Multiplier (m) = Money Supply (M) / Monetary Base (MB) 
(i.e. money multiplier is the ratio of money supply to monetary base) 

The money multiplier basically tells us by how much money supply in an economy will expand 
or contract when the monetary base increases or decreases respectively by one unit of the 
domestic currency. If we know the size or value of the money multiplier (derived below), we can 
then calculate by how much will the money supply ultimately change, as a result of change in the 
monetary base.  
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Returning back to the money multiplier equation: 
Money Multiplier (m) = Money Supply (M) / Monetary Base (MB) 
We can write the same equation as: 
M/MB = C + D/C + R   (where M = C + D and MB = C + R) 
Further: 
M/MB = C + D/C + RR + ER 
(Note: Bank Reserves (R) includes required reserves (RR) and excess reserves (ER)) 

Now, if we divide the numerator and the denominator of the right hand side of the previous 
equation by D, we get: 
M/MB = (C/D )+ (D/D)/ (C/D) + (RR/D) + (ER/D) 
Therefore: 
M/MB = (C/D) + 1/ (C/D) + (RR/D) + (ER/D) 
Now Let: 
Ce = C/D – known as currency deposit ratio 
Re = RR/D – known as required reserve ratio 
Ee = ER/D – known as excess reserve ratio 

We can write the previous formula as: 
M/MB = (Ce + 1) / (Ce + Re + Ee) 
As we know that M/MB (i.e. ratio of total money supply to monetary base) is the money 
multiplier (m), therefore, this is the formula for the money multiplier (m) i.e.   
M = (Ce + 1) / (Ce + Re + Ee) 

Finally, if we take MB to the right hand side, we arrive at the following formula: 
M = MB X (Ce + 1) / (Ce + Re + Ee)          or      M = MB X m (as stated on the previous page)   
Where M, which is the Money Supply, is equal to the Monetary Base (MB) multiplied by 
the Money Multiplier (m). 

From this formula we can comprehend that the money supply depends on the monetary base and 
the money multiplier and that money supply is a multiple of the monetary base. How much 
money supply increases (decreases) as a result of an increase (decrease) in the monetary base, 
will depend on the size of the money multiplier (which in turn depends on three ratios i.e. Ce, Re 
and Ee).  

An increase in Re (required reserve ratio), Ce (currency deposit ratio) and Ee (excess reserve 
ratio) reduce the value of the money multiplier. On the other hand, a decrease in Re, Ce and Ee 
increase the value of the money multiplier.   

An important point worth mentioning here is that this money multiplier is smaller than the 
simple money multiplier mentioned on  page 156, as a result of which there is actually a smaller 
expansion of money supply due to an initial increase in bank reserves (i.e. due to an increase in 
the monetary base). This is because this money multiplier takes into account the fact that not all 
money that is borrowed by individuals and firms is deposited in banks (some of it is held in the 
form of cash or currency and therefore, leaks out of the banking system) and that banks do hold 
some excess reserves due to various reasons, which reduces the quantum of money that is 
available with banks to lend to firms and individuals (households).                                                                              
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Having stated the above, we can show that a change in the monetary base (MB) – as a result of 
policy actions by the central bank - leads to a (multiple) change in money supply by the 
following formula: 
∆ M = ∆ MB X (Ce + 1) / (Ce + Re + Ee). 
(Change in Money Supply = Change in Monetary Base X Money Multiplier) 

Brief explanation of the three ratios 

Ce = C/D – currency deposit ratio 

The currency deposit ratio is the proportion or fraction of bank deposits that the public wishes to 
keep as cash or currency. The higher this ratio, lower will be the size or value of the money 
multiplier. 

Essentially, holding more currency by the public means less deposits with the banks, which in 
turn means that banks will have less money available to make loans and consequently they will 
provide fewer loans to firms or individuals. This will result in lower deposit creation in the 
banking system and the size of the money multiplier will also be smaller, which in turn will 
ultimately lead to a smaller change in money supply.        

The increase or decrease in the currency deposit ratio depends on an important factor – interest 
rates. For example, if interest rates are low, then the cost of holding money in the form of cash 
or currency (notes and coins) is lower and consequently this ratio is likely to be higher – which 
will reduce the size or value of the money multiplier.  

Other factors such as changes in the economic environment and income too influence changes in 
the currency deposit ratio. For example, when incomes rise, this ratio falls, as with rising 
incomes a smaller proportion of cash or currency is held by the public - which increases the size 
or value of the money multiplier.                                                                                                                                                                                                                                  

Re = RR/D – Required Reserve Ratio  

The required reserve ratio is the share or fraction of bank deposits that banks must keep as 
reserves (either in the form of deposits at the central bank or in vault cash) as per the stipulation 
of the central bank of the country. The more banks keep as required reserves (i.e. higher the 
required reserve ratio) smaller will be the value of the money multiplier.   

Ee = ER/D – Excess Reserve Ratio 

The excess reserve ratio is the share or fraction of bank deposits that banks wish to keep as 
excess reserves. Higher the excess reserves ratio, smaller will be the size or value of the money 
multiplier, as lesser amount of money will be made available by banks for firms and individuals 
i.e. the amount of loans given by banks to firms and households will be lower.  

Next, it’s important to note that the central bank has direct control over the monetary base (MB), 
but has indirect (though not full) control over the money supply (M) through its direct control 
over the monetary base (MB). It essentially indirectly controls the money supply through 
changing (increasing or decreasing) the monetary base (which it directly controls).  
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The central bank does not have complete control over the money supply because though it has 
direct control over the monetary base (MB) and the required reserve ratio (Re), the currency 
deposit ratio (Ce) and excess reserve ratio (Ee) are influenced by the behaviour of the public and 
banks respectively - due to which, money supply can change or vary because of reasons that 
have got nothing to do with the actions of the central bank.      

Having stated the above, provided below is the calculation of the ultimate expansion in the 
money supply using this money multiplier (given below is a practical example). 

Assume that currency deposit ratio (Ce) is 0.4, the required reserve ratio is 0.10 and the excess 
reserve ratio is 0.004.  

Formula of Money Multiplier 

m = (Ce + 1) / (Ce + Re + Ee) 
Let us insert these values and calculate the size or the value of the money multiplier.  
m= (0.4 + 1) / (0.4 + 0.1 + 0.004) = 2.77 (size or value of the money multiplier) 
For an initial increase in bank reserves (i.e. increase in the monetary base) of US$300,000, the 
ultimate expansion in money supply is calculated as US$300,000 X 2.77 = US$831,000 
(remember the formula: ∆ M = ∆ MB X ((Ce + 1) / (Ce + Re + Ee)). 

Note, in comparison to the earlier example(where we used the simple money multiplier) where 
an initial increase in bank reserves (i.e. increase in the monetary base) of US$300,000 resulted in 
the money supply ultimately expanding by US$3 million, here the ultimate increase in money 
supply is much smaller i.e. only US$831,000. This clearly goes to demonstrate that the currency 
held with the public (i.e. the currency deposit ratio) and excess reserves (i.e. excess reserve ratio) 
do matter.  

Few important points are worth mentioning here 

First, you can calculate for yourself that an increase in either the currency deposit ratio (Ce), 
required reserve ratio (Re) or the excess reserve ratio (Ee) results in a smaller money multiplier 
and hence leads to a smaller expansion in money supply.    

Second, if the required reserve ratio, currency deposit ratio and the excess reserve ratio do not 
change (due to which the money multiplier does not change), then money supply cannot grow 
unless there is an increase in the monetary base (i.e. unless the central bank creates money). 
Further, a fall or decrease in the required reserve ratio (Re), excess reserves ratio (Ee) or the cash 
reserve ratio (Ce) will increase the money multiplier and hence the money supply, unless the 
central bank reduces the monetary base through various monetary policy tools. 

Third, the money supply consists of currency and bank deposits (M = C + D - as stated on page 
152). Larger the proportion or fraction of bank deposits in money supply, larger will be the 
money multiplier and consequently larger will be the expansion in money supply.  

Fourth, in the short run, in normal times, the money multiplier is usually relatively stable, as the 
behavior of the public (as demonstrated by the currency deposit ratio) and commercial banks (as 
demonstrated by excess reserves ratio) is relatively stable in the short run. Further, the required 
reserve ratio, which is determined by the central bank, is also relatively stable in the short run.  
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Having shown how the money supply and monetary base are linked through the money 
multiplier, let’s move on to the main tools of monetary policy that a central bank usually uses to 
manipulate or change (i.e manage) money supply and influence interest rates in an economy. 

E.1 Tools of Monetary Policy  

The three main tools of monetary policy that a central bank can use to manipulate or change 
money supply and influence interest rates in an economy are Open Market Operations, Official 
‘Policy’ Rate and Required Reserve Ratio.  

The central bank of a country can manipulate or change the money supply by either changing the 
monetary base or by changing the required reserve ratio (which changes the value or size of the 
money multiplier). 

Open Market Operations and the Official ‘Policy’ Rate are two monetary policy tools that a 
central bank can use to change the monetary base (to manipulate or change the money supply 
and influence interest rates) and Required Reserve Ratio is a monetary policy tool through which 
the central bank can change the value or size of the money multiplier (to manipulate or change 
the money supply and influence interest rates).    

Stated below is a brief explanation of these three main tools of monetary policy. 

1. Open Market Operations (OMO) 

Open Market Operations (i.e. purchases and sales of government securities/bonds to banks) is 
a tool of monetary policy used by the central bank of a country to manipulate or change (increase 
or decrease) the money supply (i.e. the amount of money in circulation) in the economy and can 
be undertaken (by the central bank) on a day to day basis (i.e. every business or working day).  

This is the most frequently used tool of monetary policy by most central banks (including the 
Federal Reserve in the US) to change the money supply in their respective economies.  

Further, open market operations are also one of the most direct ways by which a central bank can 
change the money supply in an economy.    

Open Market Operations essentially involves purchases (buying) and sales of government 
securities/bonds by the central bank of a country from and to banks, which  causes a change in 
bank reserves (i.e. change in the monetary base) that in turn ultimately leads to a change in the 
money supply and interest rates in the economy.  

Purchases of government securities/bonds from banks by the central bank increases bank 
reserves (i.e. it increases the monetary base) - thereby injecting liquidity into the banking 
system. Whereas, sales of government securities/bonds to banks by the central bank reduces 
bank reserves (i.e. it reduces the monetary base) – thereby reducing liquidity in the banking 
system. 

Essentially, when the central bank of a country purchases government securities/bonds 
from banks, it increases bank reserves, which enhances the credit creating capacity of banks (as 
more funds are available with banks for lending to firms and households). Consequently, banks 
lend more to firms and households - which leads to creation of more deposits in the banking 
system. 
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As bank deposits are a very important component of money supply, creation of more deposits in 
the banking system results in an increase in the money supply (technically speaking, an increase 
in bank reserves leads to an increase in the supply of loanable funds of banks, which results in an 
increase in lending by banks to firms and households and creation of more deposits in the 
banking system. This in turn leads to an expansion in the money supply ‘multiple’ times the 
initial increase in bank reserves - via the money multiplier mechanism) - which is 
accompanied by a drop or fall in short term interest rates.  

Falling short term interest rates usually results in a fall in long term interest rates. More 
specifically, real interest rates fall, which in turn increases demand for borrowing, private 
investment, consumer spending (particularly on consumer durables) and purchase of residential 
property (i.e. houses). Moreover, fall in real interest rates results in capital outflows and 
depreciation of the domestic currency vis-à-vis foreign currencies, which boosts net exports.  

As a result of the above, aggregate demand, output and inflation rise and unemployment falls.    

It might be noted that open market purchase of government securities/bonds by the central bank 
is undertaken or is recommended when the economy is undergoing a recession or a slowdown 
and the central bank needs to boost growth i.e. boost the economy (by stimulating aggregate 
demand) and lower the unemployment rate.  

On the other hand, when the central bank of a country sells government securities/bonds to 
banks, it reduces bank reserves, which lowers or reduces the credit creating capacity of banks 
(because fewer funds are available with banks for lending to firms and households). 

Consequently, banks lend less i.e. make fewer loans to firms and households – which leads to 
creation of fewer deposits in the banking system and consequently results in a decrease in the 
money supply (technically speaking, a fall in bank reserves leads to a lower supply of loanable 
funds of banks, which results in banks lending less to firms and households and creation of fewer 
deposits in the banking system. This in turn causes money supply to decrease via the money 
multiplier mechanism) - which is accompanied by a rise in short term interest rates.  

Rising short term interest rates usually results in a rise in long term interest rates. More 
specifically, real interest rates rise, which in turn lowers demand for borrowing, private 
investment, consumer spending (particularly on consumer durables) and purchase of residential 
property (i.e. houses). Moreover, rise in real interest rates results in capital inflows and 
appreciation of the domestic currency vis-à-vis foreign currencies, which in turn lowers net 
exports.      

As a result of the above, aggregate demand, output and inflation fall and unemployment 
rises.    

It might be noted that open market sales of government securities/bonds by the central bank is 
undertaken or is recommended when the economy is expanding too rapidly or unsustainably and 
the central bank needs to slow it down (by dampening aggregate demand), in order to control or 
check inflation and inflation expectations and keep them under control or at desired levels.  

Next, there are essentially two types of open market operations. The first one affects the 
monetary base on a permanent or long run basis and the second one affects the monetary base on 
a short run or temporary basis. 
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Finally, the advantage of open market operations (i.e. purchase and selling of government 
securities/bonds to banks) is that it is under the direct and complete control of the central bank. 
Further, such transactions can be undertaken expeditiously (if there is an efficient market for 
government bonds), whether it involves larger or smaller amount of purchases and sales of 
government securities/bonds.   

2. Official ‘Policy’ Rate  
Another monetary policy tool used by a central bank to bring about a change in money supply 
i.e. to manage the money supply (through affecting the cost and availability of credit) is the 
Official ‘Policy’ Rate - also referred to as the repo rate, refinancing rate or the discount rate 
in some countries – as mentioned on page 145). This is the rate at which the central bank of a 
country directly lends funds (usually on a short term basis – usually overnight to 14 days) to 
banks against approved securities (government securities/bonds) to meet their short-term 
liquidity needs.  

In other words, the official ‘policy’ rate is the rate at which the central bank of a country 
provides collaterized (short term) financing to banks, with government securities/bonds serving 
as the collateral. In essence, the central bank provides a secured loan to banks on a short-term 
basis to meet their short-term liquidity needs and charges them a rate of interest (i.e. the official 
‘policy’ rate).       

Banks sometimes borrow from the central bank to meet short term liquidity needs arising out of 
the need to meet reserve requirements, demands of depositors, high seasonal demand for loans, 
or when these institutions require large amounts of liquidity as a result of an unexpected crisis 
(for example, the recent global financial crisis) due to which they are unable to borrow from 
other sources or the cost of borrowing from other sources is prohibitively high.   

Banks who require funds to meet short-term liquidity needs try to first borrow money from other 
banks (with surplus funds) in the interbank market. However, if other banks do not have 
sufficient reserves to lend or the cost of borrowing in the interbank market is high or prohibitive 
then banks who require funds to meet short-term liquidity needs can borrow money directly from 
the central bank at the official ‘policy’ rate.    

A central bank can change (increase or decrease) the official ‘policy’ rate from time to time, 
which affects the cost of borrowing for banks and the amount of money they borrow from the 
central bank. A change in the official ‘policy’ rate is likely to lead to: 

 A change in the interest rates that banks charge firms and households for borrowing for 
investment and consumption purposes respectively (i.e. a change in the official ‘policy’ rate 
is likely to lead to a change in the cost of borrowing for firms and households). 

 A change in the willingness of banks to lend (to firms and households).  

And 

 A change in the demand for credit by firms and households (i.e. the amount of money that 
households and firms are willing to borrow from banks)  

Which will ultimately affect (increase or decrease) the growth of money supply in the 
economy. 
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For example, a hike (fall) in the official ‘policy’ rate increases (decreases) the cost of borrowing 
for banks and encourages banks to borrow less (more) from the central bank. This in turn would 
lead to an increase (decrease) in the lending rates of banks (i.e. an increase (decrease) in short 
term interest rates) and also reduce (enhance) their willingness to lend to firms and households.  

Consequently, two things will happen: 

First, an increase (decrease) in lending rates of banks (i.e. the rates at which firms and 
households borrow from them) will discourage (encourage) firms and households to borrow i.e. 
the demand for credit by firms and households will fall (rise), which will adversely (positively) 
affect aggregate demand and ultimately lead to lower (higher) spending in the economy and 
consequently result in lower (higher) aggregate output (GDP). 

Second, coupled with the first point, a reduction (increase) in the willingness of banks to lend to 
firms and households will result in fewer (more) loans being made to firms and households. This 
will ultimately lead to a slower (faster) growth in money supply and lower (higher) inflation in 
the economy.              

Finally, it might be pertinent to mention here that borrowing directly from the central bank (at 
the official ‘policy’ rate) results in an increase in bank reserves. Since bank reserves are a part of 
the monetary base, an increase in bank reserves leads to an increase in the monetary base – 
which in turn results in a ‘multiple’ increase in money supply (remember the formula on 
page 160: Change in Money Supply = Change in the Monetary Base multiplied by the 
Money Multiplier). 
 
3. Required Reserves (Required Reserve Ratio)  

The central bank of a country can sometimes use the required reserve ratio (defined on page 160) 
as a tool of monetary policy to bring out a change in the money supply i.e. the central bank can, 
by altering (increasing or decreasing) the required reserve ratio, change the amount of funds 
available with banks to make loans to firms and households, which in turn ultimately brings 
about a change in the money supply and interest rates – that impact aggregate demand, output 
and inflation in the short run.     

For example, if a central bank increases the required reserve ratio (in order to combat 
inflationary pressures in the economy) banks have to hold a larger fraction of their deposits in the 
form of required reserves, as a result of which their ability to create credit in the economy by 
lending to firms and households is reduced immediately (assuming they have no or insufficient 
excess bank reserves). Consequently, banks reduce the number of loans made to firms and 
households (i.e. there is lower availability of credit for firms and households). This in turn 
reduces the money supply in the economy. Further, increasing the required reserve ratio leads 
to a rise in interest rates (i.e. the cost of borrowing for firms and households goes up), which 
lowers demand for loans and dampens private investment and consumer spending – leading to 
lower aggregate demand, output and inflation.  

On the other hand, if a central bank reduces or lowers the required reserve ratio, it enhances the 
ability of banks to create credit immediately – which results in an increase in the number of loans 
made by banks to firms and households (i.e. there is increased availability of credit for firms and 
households). 
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This in turn results in an increase in the money supply in the economy. Further, reducing the 
required reserve ratio leads to lower interest rates (i.e. cost of borrowing for firms and 
households goes down),which increases demand for loans and stimulates private investment and 
consumer spending – leading to higher aggregate demand, output and inflation. 

Required Reserve Ratio and the Money Multiplier 

Given the monetary base, an increase in the required reserve ratio lowers or reduces the 
value or size of the money multiplier (and consequently the money supply reduces). On the 
other hand, given the monetary base, a decrease in the required reserve ratio increases the 
value or size of the money multiplier (and consequently the money supply increases).     

For example, if (as on page 161) the cash deposit ratio (Ce) and excess reserve ratio (Ee) remain 
the same or are unchanged and the required reserve ratio (Re) is increased from 0.10 to 0.15 by 
the central bank, the size or the value of the money multiplier falls from 2.77 to 2.53. On the 
other hand, when the required reserve ratio (Re) is lowered from 0.10 to 0.05 by the central 
bank, the size or the value of the money multiplier increases from 2.77 to 3.08.   

Calculations 

Formula of money multiplier: (Ce + 1) / (Ce + Re + Ee) 

When the required reserve ratio is 0.10, the size or value of the money multiplier is 2.77 
M = (0.4 + 1) / (0.4 + 0.1 + 0.004) = 2.77 (size or value of the money multiplier). 

When the required reserve ratio is increased to 0.15, the value of the money multiplier is 2.53. 
M = (0.4 + 1) / (0.4 + 0.15 + 0.004) = 2.53 (size of the money multiplier). 

When the required reserve ratio is reduced to 0.05, the value of the money multiplier is 3.08. 
M = (0.4 + 1) / (0.4 + 0.05 + 0.004) = 3.08 (size of the money multiplier). 

E.2 Transmission Channels of Monetary Policy 

Monetary policy works largely or predominantly through its influence on the aggregate demand 
side of the economy. As mentioned earlier on page 146, in addition to the interest rate channel, 
(already explained) there are also other channels (asset channel, credit channel, exchange rate 
channel and expectations channel) through which monetary policy can influence aggregate 
demand, in order to affect or control inflation and influence aggregate output in an economy in 
the short run.    

Before briefly explaining each of these channels, it’s important to note that a change in the 
official ‘policy’ rate first affects financial variables and then the real sector i.e. a change in the 
official ‘policy’ rate first influences domestic interest rates (short term and long term interest 
rates), asset prices and exchange rates - which in turn influence or affect key macroeconomic 
variables such as private investment, consumer spending and exports and consequently  
aggregate demand (which in turn affects the rate of growth of aggregate output (GDP) and 
the rate of inflation). Further, it might be noted that the influence of domestic interest rates, 
asset prices and exchange rates on key macroeconomic variables such as private investment, 
consumer spending and exports (and hence on aggregate demand, output and inflation) is not 
always predictable or smooth. 
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1. Asset Channel  

Monetary policy changes (via changes in the official ‘policy’ rate) also influence aggregate 
demand via the asset channel by influencing the value or price of assets such as stocks, bonds 
and other financial assets, house prices etc. – which  affect (increase or decrease) household 
wealth (and consequently consumer spending) and private investment in an economy. 

For example, an official ‘policy’ rate induced increase in domestic interest rates (short term and 
long term interest rates) generally tends to dampen or lower stock prices, bond prices, prices of 
other financial assets, house prices etc. which in turn lowers the value of household wealth 
(which comprises of  both financial and real assets). A fall in the value of household wealth 
adversely affects consumer confidence and spending (particularly on consumer durables) as 
households feel ‘poorer’ and consequently are more reluctant to spend. 

On the other hand, an official ‘policy’ rate induced decrease in domestic interest rates (short 
term and long term interest rates) generally enhance the value or price of assets (stated above), 
which in turn increase the value of household wealth. 

An increase in the value of household wealth positively affects consumer confidence and 
spending (particularly on consumer durables) as households feel ‘richer’ and consequently tend 
to spend more. 

The asset channel of monetary policy also affects private investment. For example, an 
official ‘policy’ rate induced increase in domestic interest rates (short term and long term interest 
rates) generally tends to dampen or lower stock prices, which in turn decreases the profitability 
of investments and consequently results in lower investment spending by firms i.e. lower private 
investment.  

On the other hand, an official ‘policy’ rate induced decrease in domestic interest rates (short 
term and long term interest rates) generally tends to lead to an increase in stock prices, which in 
turn increases the profitability of investments and consequently results in higher private 
investment.  

Having stated the above, it might be pertinent to mention that the importance of the asset 
channel of monetary policy varies from economy to economy. The effect of this channel on 
aggregate demand (and consequently on aggregate output and inflation) is more pronounced in 
those economies where households hold a substantial part of their wealth in the form of financial 
and housing assets (and have easier recourse to credit against the value of their houses/property 
and financial assets) and where financial markets are well developed (due to its important 
influence on private investment).   

Households in developed economies generally hold a substantial and greater  part of their wealth 
in the form of financial and housing assets and have easier recourse to credit against the value of 
their houses/property and financial assets than households in emerging/developing economies. 
Further, developed economies generally have well developed financial markets and highly 
developed financial systems, which many emerging/developing economies are trying to emulate. 
Consequently, the effect of this channel of monetary policy on aggregate demand (and hence on 
aggregate output and inflation) is generally more pronounced in developed economies.  
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Having stated the above, the effect of the asset channel of monetary policy on aggregate 
demand is increasing in many emerging/developing economies, due to three reasons: 

First, with increasing economic and financial liberalization in these economies, households are 
generally holding a greater part of their wealth in the form of financial and housing assets. 

Second, an increase in various innovative credit products, options and innovative financing 
schemes offered by lenders/banks to households in these economies is enabling them to purchase 
such assets with greater ease. Further, households in these economies are increasingly being able 
to take out loans against the value of their houses/property and financial assets without having to 
sell such assets - which in turn tends to enhance consumer spending.  

Third, these economies are undertaking reforms and policy measures to have well developed 
financial markets and highly developed financial systems, which in turn is positively impacting 
private investment (as such reforms are making it easier for firms in these economies to raise 
money from financial markets for the purpose of undertaking capital investments).            

2. Credit Channel  

Monetary policy affects aggregate demand also by affecting the availability or supply of credit 
(loans) to firms and households. This transmission channel (i.e. Credit Channel) presupposes that 
banks play a pivotal role in the financial system of an economy. 

A central bank can use certain monetary policy tools (such as open market operations and 
required reserve ratio - please refer to pages 162 to 166), which either increase or decrease the 
availability of credit for firms and households - that in turn either increases or lowers 
aggregate demand. For more details on how this transmission channel of money policy impacts 
aggregate demand, please go through what we have stated under open market operations and 
required reserve ratio on pages 162 to 166.    

Having stated the above, two points are worth noting about the credit channel of monetary 
policy.  

First, lower availability of credit can particularly hit small and medium sized firms hard 
(adversely affecting their operations and investment activities), as these firms tend to rely more 
on bank financing rather than on capital markets (to raise funds) because they tend to find it 
more difficult to directly borrow from the capital markets when compared to large scale and well 
capitalized firms.   

Two, monetary policy can also affect the availability of credit or loans (by banks) for firms and 
households by influencing the price of financial and real assets.  

For example, as already explained under the asset channel, an official ‘policy’ rate induced 
increase in domestic interest rates generally tends to dampen or lower stock prices, bond prices, 
prices of other financial assets, house prices etc. 

Now, suppose a firm (or firms) approaches a bank (or banks) for a loan (against collateral) and 
the value or price of assets (stated above) used to guarantee loans have diminished or lowered in 
value due to higher domestic interest rates, then this could lead to the bank (or banks) willing to 
provide a smaller loan to the firm (or firms) possibly at a higher rate of interest because of lack 
of sufficient collateral, which in turn could adversely affect the firm’s(firms) investment 
spending.  
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When banks provide smaller loans to firms, due to lack of sufficient collateral (and that too 
possibly at a higher rate of interest), private investment and employment generation get 
adversely affected – which has downside implications for aggregate demand. 

Turning to households, they too are likely to face lower availability of credit, due to diminished 
value or price of assets (stated above) used to guarantee certain types of loans, and banks would 
also possibly charge them higher interest rates on loans.This in turn will dampen consumer 
spending (particularly on consumer durables - which typically involve borrowing). 

Lower private investment and consumer spending will lead to lower aggregate demand. 

On the other hand, an official ‘policy’ rate induced decrease in domestic interest rates will have 
the opposite effect (i.e. upside effect) on private investment and consumer spending (and 
increase aggregate demand), as lower domestic interest rates generally enhance the value or price 
of assets (stated above) used to guarantee loans, which in turn encourages banks to enhance the 
availability of credit for firms and households and also charge them lower interest rates on loans 
– particularly if credit standards of banks are relatively lenient (as they are in some 
countries).      

3. Exchange Rate Cannel    

Monetary policy changes (via changes in the official ‘policy’ rate) also influence aggregate 
demand via the exchange rate channel.        

Suppose the central bank of a country (assume that this country is the ‘domestic’ economy in this 
example) with flexible exchange rates and openness to capital flows hikes its official ‘policy’ 
rate. This in turn generally leads to an increase in domestic interest rates or yields relative to 
foreign interest rates or yields. Consequently, the expected real rate of return on domestic 
(financial) assets increases and become relatively higher than the expected real rate of return on 
foreign (financial) assets. Therefore, foreign institutional investors, who seek highest expected 
returns on their investments, find domestic (financial) assets more attractive than foreign 
(financial) assets and consequently want to increase their exposure to domestic (financial) assets.  

The increased demand for domestic (financial) assets by foreign institutional investors leads to 
an increase in demand for domestic currency (in exchange for foreign currency) in the foreign 
exchange market because foreign institutional investors need the domestic currency to purchase 
domestic (financial) assets. Consequently, the domestic economy experiences an increase in 
capital inflows (i.e. an increase in the inflow of foreign currency to purchase the domestic 
currency in exchange). This leads to an appreciation of the domestic currency vis-à-vis foreign 
currency. 

An appreciation of the domestic currency increases domestic demand for imported goods, as 
prices of imported goods become cheaper for domestic residents. 

At the same time, an appreciation of the domestic currency decreases foreign demand for 
domestically produced goods (i.e. lower export demand), as domestically produced goods 
become more expensive for foreign residents. Consequently, this leads to lower net exports 
(X-M), which in turn adversely affects aggregate demand.  
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On the other hand, if the central bank lowers its official ‘policy’ rate, it’s likely to have an 
opposite effect i.e. lead to capital outflows and depreciation of the domestic currency vis-à-vis 
foreign currency – which reduces import demand and increases export demand and consequently 
leads to higher next exports (X-M) - that in turn positively affects aggregate demand.     

Essentially, currency appreciation and depreciation alter the relative prices of imports and 
exports and therefore affect net exports, which in turn impacts (positively or negatively) 
aggregate demand.    

A point worth mentioning here is that an appreciation of the domestic currency, by making 
imported goods (consumer goods, capital goods, raw materials, commodities etc.) cheaper, has a 
direct effect on the consumer price index (i.e. it tends to lower the rate of consumer price 
inflation). On the other hand, a depreciation of the domestic currency, which makes imported 
goods more expensive, tends to increase the rate of consumer price inflation. However, it may 
be noted that the extent of the exchange rate pass-through to domestic inflation (in terms of the 
consumer price index) varies from economy to economy (i.e. the percentage (%) change in 
consumer prices resulting from a 1 percent (%) change (appreciation or depreciation) in the 
exchange rate differs from economy to economy).        

Having stated the above, it might be noted that the exchange rate channel of monetary policy 
is particularly important in small ‘open’ economies that engage in substantial international trade 
and have a high degree of capital mobility and where changes in exchange rates have a major 
role to play in the determination of aggregate output and inflation. Further, with increasing 
economic interdependence between economies across the globe, this channel of monetary policy 
is likely to become more and more important.    

4. Expectations Channel  

This channel of monetary policy is the most uncertain of all other transmission channels, as the 
influence or impact of a change in the monetary policy stance of the central bank of a country on 
the future course of economic activity in the economy depends crucially on the way economic 
agents interpret this change. An example should make this point clear to you.  

For example, suppose the central bank of a country lowers its official ‘policy’ rate. Now such a 
policy move can be interpreted or construed by economic agents in two ways: 

First, economic agents may view the lowering of the official ‘policy’ rate as a signal that the 
central bank perceives the need to enhance or boost growth, which could in turn give rise to 
expectations of the economy expanding at a more rapid or higher rate in the near future or in the 
coming quarters and consequently this might boost confidence (i.e. business confidence and 
consumer confidence) - resulting in higher private investment and consumer spending (and 
consequently higher aggregate demand, output and inflation (and inflation expectations)).  

Or 

Second, a lowering of the official ‘policy’ rate may be interpreted (by economic agents) that the 
central bank perceives that the economy is weaker (or much weaker) than expected (i.e. growth 
is weaker or much weaker than expected), which in turn could adversely affect confidence (i.e. 
business confidence and consumer confidence) – resulting in lower private investment and 
consumer spending (and consequently lower aggregate demand, output, inflation (and 
inflation expectations)) – because weaker or much weaker than expected growth usually 



Monetary Policy  Module 7 

 

 

Page 171  © 2014 | Macroeconomics School 

 

engenders pessimism among economic agents about the economic outlook of the country, 
future expected disposable incomes (of households) and future sales, revenues and profits 
(of firms).   

E.3 Taylor’s Rule (A Monetary Policy Rule)  
There is a monetary policy rule, known as ‘Taylor’s Rule (1993), that has been proposed by a 
renowned American economist (1993) - John Taylor – and is designed to influence inflation and 
output in an economy through changes in the ‘official’ policy rate (for example, the ‘Federal 
Funds Rate’ in the US). This rule mechanically or automatically links the level of the official 
‘policy’ rate to deviations of actual or current inflation from its target or desired level and 
deviations of actual GDP from its potential.  

Essentially, the Taylor’s rule prescribes or recommends how a central bank should adjust its 
official ‘policy’ rate (for example, the Federal Funds Rate in the US) in a systematic manner in 
response to changes in inflation and output, in order to stabilize the economy around its potential 
in the short run and achieve the central bank’s long run goal for inflation. In other words, the 
Taylor’s rule is a rule recommended for central banks to set their official ‘policy’ rate (for 
example, the Federal Funds Rate in the US) in a systematic manner that balances goals of 
maintaining economic stability and price stability. 

According to this rule, the central bank should raise its official ‘policy’ rate if actual or current 
rate of inflation rises above its target or desired level or when actual GDP growth is above its 
potential (i.e. potential GDP growth) and it should lower its official ‘policy’ rate when the actual 
or current rate of inflation is below its target or desired level or when actual GDP growth is 
below its potential (i.e. potential GDP growth). The aim of this rule is to stabilize the economy 
in the short run and inflation over the long term. 

There is widespread and popular use of the Taylor’s rule (monetary policy rule) among central 
banks in recent decades and this rule serves as a useful guiding principle for setting of the 
official ‘policy’ rate to influence inflation and output and attain stated monetary policy 
objectives in many economies. 

The Taylor’s rule provides a rather sound description of actual interest rate policies followed by 
many central banks in recent decades, though no central bank on record explicitly says or states 
that it follows such a rule. However, the Taylor’s rule provides a fairly accurate summary of 
monetary policy in many countries. Further, this rule serves as a popular gauge for the 
assessment of the monetary policy stance of developed countries and emerging/developing 
economies. Therefore, an awareness of this rule is an imperative.  

Having stated the above, central banks don’t really follow the Taylor’s rule mechanically 
(and there are various versions of this rule).  
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Explanation of Taylor’s Rule in brief 
Given below is an equation of the general form of the Taylor’s Rule (designed to guide 
monetary policy):      

Equation for Taylor Rule 

It = Πt + r* + b1 (Πt – Πt*) + b2 (yt – yt*) 

It refers to the target official ‘policy’ rate (for example, the Federal Funds Rate in the US or the 
official ‘policy’ rate (such as the ‘repo’ rate) in other countries)), which is a short term nominal 
interest rate.  

Πt refers to the actual or current rate of inflation  

Πt* refers to the target or desired rate of inflation  

r* refers to long run average real interest rate  

yt refers to the log of actual output (i.e. log of actual GDP)  

yt* refers to the log of potential output (i.e. log of potential GDP)  

(Πt – Πt*) refers to the inflation gap or deviation between current or actual rate of inflation and 
the target or desired rate of inflation.  

(yt – yt*) refers to the output gap or the difference (percent (%) deviation) between actual GDP 
and potential GDP.  

b1 and b2 refer to weights that reflect or indicate the sensitivity of the official ‘policy’ rate to 
inflation and output deviations or gaps. For example,  If b1=0.5 and b2=0.5, this suggests that 
the central bank gives equal weight to inflation and output deviations or gaps i.e. the central 
bank is equally concerned about the inflation and output deviations from their respective 
targets.  

Depending on their aversion to inflation and output deviations, the parameters b1 and b2 
can be chosen by central banks. If a central bank is more averse to actual inflation deviating 
from its target or desired level than on actual output deviating from its potential, then the value 
of b1 will be larger and the value of b2 will be correspondingly smaller.  

For example, if the value of b1=0.75 and the value of b2=0.25, then this means that the central 
bank is very highly inflation averse and consequently is more aggressive when actual or current 
inflation deviates from its target or desired level and is more tolerant of  actual output deviating 
from its potential. Therefore, if the actual or current rate of inflation rises above its target or 
desired level, the central bank is likely to respond immediately or rapidly/aggressively by hiking 
its official ‘policy’ rate.  

When a central bank chooses the value of b1 that is much higher than 0.5 (for example, 0.6, 0.7, 
0.75 or even higher) and correspondingly lower value for b2, it means that deviation of actual 
output from its potential is accorded much less weight and importance, when compared to actual 
inflation deviating from its target or desired level. In reality, central banks usually tend to 
accord much more importance to inflation deviations than output deviations or gaps.   
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It might be noted that John Taylor, the renowned American economist, had recommended that 
the parameters b1 and b2 should both be 0.5 (i.e. b1=0.5 and b2=0.5) i.e. there should be an 
equal weighting of inflation and output deviations or gaps by central banks for sound economic 
performance.  

Next, basically, according to this monetary policy rule, the official ‘policy’ rate (for example, 
the Federal Funds rate in the US) should respond to the deviation of actual or current rate of 
inflation from its target or desired level (which differs from economy to economy) and deviation 
of actual GDP growth from its potential. In other words, this rule mechanically or automatically 
links or relates the level of the official ‘policy’ rate directly to divergence of actual or current 
rate of inflation from its target or desired level (to minimize fluctuations in inflation relative to 
its target or desired level) and divergence of actual GDP growth from its potential (to minimize 
fluctuations in actual GDP relative to potential GDP).  

Simply put, according to this rule, if actual or current rate of inflation rises above the target or 
desired rate of inflation or if actual GDP growth is higher than its potential, the official ‘policy 
rate’ should be hiked. This is because a rise in the official ‘policy’ rate is likely to adversely 
affect aggregate demand, which will have a downside effect on aggregate output (GDP) and 
inflation and consequently positive inflation or output deviations or gaps will be reduced or 
minimized.     

On the other hand, if current or actual inflation is lower than the target or desired inflation rate 
or if actual GDP growth is below its potential, the official ‘policy’ rate should be lowered. This 
is because lowering of the official ‘policy rate is likely to stimulate aggregate demand, which 
will have a positive effect on aggregate output (GDP) and inflation and consequently negative  
inflation or output deviations or gaps will be reduced or minimized. 

Having stated the above, mentioned below are three key points with reference to the Taylor 
rule: 

 This rule recommends that if the actual or current rate of inflation goes up by 1% above the 
target or desired level, a central bank should increase its official ‘policy’ rate, termed as It (in 
the equation of the general form of the Taylor’s rule on page 172), by 1.5%. The key point 
to note here is that the intention behind raising the official ‘policy’ rate (It) by more than 
one for one with the actual or current rate of inflation (when it rises 1% above its potential) is 
to ensure that the real interest rate rises, instead of falling, when inflation rises. Rising real 
interest rates tend to dampen private investment in particular and consumer spending too and 
consequently result in lower aggregate demand and output - which in turn puts downward 
pressure on inflation or leads to lower inflation. 

 This rule recommends that if the actual GDP is 1% above potential GDP, then a central bank 
should increase its official ‘policy’ rate (It) by 0.5% and conversely, if actual GDP is 1% 
below potential GDP, then a central bank should lower its official ‘policy’ rate (It) by 0.5%.  

 Initially, the Taylor’s rule was proposed for the US economy, however, this rule has 
gradually become a popular tool that is used by central banks in both developed and 
emerging/developing economies.    
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Examples: Taylor’s Rule 

Assume that b1=0.5 and b2=0.5 i.e. the central bank of a country gives equal weighting to   
inflation and output deviations or gaps.   

Equation for general form of Taylor Rule (also stated on page 172) 

It = Πt + r* + b1 (Πt – Πt*) + b2 (yt – yt*) 

Now assume: 
Πt = 3 
Πt* = 2  
(yt – yt*) = 0 
r* = 2 
Let us input these values in the aforesaid equation. 
It = 3 + 2 + 0.5 (3-2) + 0.5 (0) 
It = 5.5% 

In essence, the Taylor’s rule recommends that the official ‘policy’ rate should be 5.5% when 
actual or current rate of inflation is 3%, target or desired level of inflation is 2%, long run 
average real interest rate is 2% and the output gap is zero (i.e. when the economy is operating at 
its potential or in other words when actual GDP = potential GDP), in order to moderate the pace 
of growth - so that inflation comes down to target or desired level or hovers around it 
(within an acceptable range). 

Next, assume: 
Πt = 4 
Πt* = 2  
(yt – yt*) = +1 
r* = 2 
Let us input these values in the aforesaid equation. 
It = 4 + 2 + 0.5 (4-2) + 0.5 (+1) 
It=7.5 

In essence, the Taylor’s rule recommends that the official ‘policy’ rate should be  raised to 7.5%, 
when actual or current rate of inflation is 4%, target or desired level of inflation is 2%, long run 
average real interest rate is 2% and when actual GDP is 1% above potential GDP (i.e.(yt – yt*) = 
+1, which is a positive output gap), in order to stop the economy from growing unsustainably 
and bring down inflation quickly to target or desired level or somewhere near it (within an 
acceptable range). 

Next, assume:  
Πt = 3 
Πt* = 2  
(yt – yt*) = -1 
r* = 2 
Let us input these values in the aforesaid equation. 
It = 3 + 2 + 0.5 (3-2) + 0.5 (-1) 
It = 5% 
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In essence, the Taylor’s rule recommends that the official ‘policy’ rate should be lowered to 5%, 
when actual or current rate of inflation is 3%, target or desired level of inflation is 2%, long run 
average real interest rate is 2% and when actual GDP is 1% below potential GDP                     
(i.e. (yt – yt*) = -1, which is a negative output gap). Here the Taylor’s rule recommends a 
lowering of the official ‘policy’ rate because the economy needs a boost, despite the fact that the 
actual or current rate of inflation is 1% higher than the target or desired level of inflation.  

Such an economic scenario, in reality, can be very challenging for a central bank because actual 
or current rate of inflation is higher than the target or desired level of inflation, yet actual output 
is below potential output. In such a scenario, if the central bank lowers its official ‘policy’ rate, 
aggregate demand and output will be stimulated and consequently inflation could rise further 
beyond the target or desired level. On the other hand, if the central bank does not lower its 
official ‘policy’ rate, the economy may not get the much needed boost that it requires, which in 
turn could lead to more unemployment and a rise in the budget deficit. Therefore, in such 
situations, a central bank can be in a real dilemma whether to lower the ‘official’ policy 
rate or not.     

Next, having briefly explained the key concepts of money demand, money supply, monetary 
policy and related concepts such as money supply process, tools of monetary policy, 
transmission channels of monetary policy and Taylor’s rule, stated below (very briefly) is the 
concept of Money Market Equilibrium i.e. equilibrium in the money market (for details on 
the same and graphical illustration of this concept, please refer to the last module (module 10) of 
this course. 

F. Money Market Equilibrium 

Before we state the concept of Money Market Equilibrium (very briefly), mentioned below 
are key points that one needs to keep in mind. 

First, we assume that the central bank of a country has full control over the nominal money 
supply (M) and therefore it can change the amount of nominal money supply (M) in the economy 
exactly as it desires. In other words, money supply is exogenous and determined by the central 
bank (it might be noted that in reality the central bank of a country does not really have full 
control over the nominal money supply).  

Second, when we refer to money supply in the context of money market equilibrium, we mean 
real money supply (Ms) i.e. Ms = M/P 
Where M refers to nominal money supply and P is the aggregate price level (Consumer Price 
Index (CPI) or the GDP deflator). 

Third, real money supply (Ms) increases when either the central bank of a country increases the 
nominal money supply (M) with no change in the aggregate price level (P), or when there is no 
change in the nominal money supply (M) and the aggregate price level (P) decreases.  

Fourth, real money supply (Ms) decreases when either the central bank of a country decreases 
the nominal money supply (M) with no change in the aggregate price level (P), or when there is 
no change in the nominal money supply (M) and the aggregate price level (P) increases.  
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Having stated these points, the concept of Money Market Equilibrium is given below.   

Equilibrium in the money market exists when real money demand (Md) equals real money 
supply (Ms) i.e. when Md = Ms, where Md = Md/P = aY-br (as stated earlier on page 139) and 
Ms = M/P. 

Money Market Equilibrium Condition (Real Money Supply = Real Money Demand): 

M/P = aY – br  

Having stated the above, it might be noted that the money market is in equilibrium at that real 
interest rate (r) where both real money supply (Ms) and real money demand (Md) are equal i.e. 
equilibrium in the money market occurs at that real interest rate (r) where real money demand 
equals real money supply.   

End of this module
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Fiscal Policy 

The macroeconomic performance of a country is not only influenced by monetary policy, but by 
fiscal policy too and governments often use a combination of both to achieve certain 
macroeconomic objectives or goals (such as macroeconomic stabilization, enhancing the growth 
rate of GDP, full employment, price stability, economic growth, efficient allocation of resources 
etc.) and to steer the economy in the appropriate direction - by essentially trying to influence or 
impact aggregate demand, given a constant growth of aggregate supply.    

Essentially, fiscal policy relates to how a government raises its revenue and how it spends from 
such revenue to achieve certain macroeconomic objectives or goals (as stated above) and the 
annual budget is a statement of the estimates of a government’s revenue and expenditure for a 
fiscal year.  

Having stated the above, it might be pertinent to mention that fiscal policy essentially has 
two roles: 

 Aggregate demand management in the short run to stabilize short run fluctuations in 
economic activity and to influence aggregate output, inflation and unemployment in an 
economy in the short run. 

 Enhance economic growth and the growth rate of capital formation in an economy in 
the long run.  

The focus of this module is on short run aggregate demand management role of fiscal 
policy.    

Governments use expenditure and taxation policies, termed as fiscal policy, to influence the 
overall level of aggregate demand (consumption and investment) in the short run, which in turn 
affects the level of economic activity (output), inflation, unemployment, interest rates, savings 
rates etc. in an economy.  

For example, an increase in government expenditure and/or tax cuts (i.e. fiscal stimulus or 
expansionary fiscal policy) can stimulate aggregate demand (consumption and investment), 
which in turn positively impacts aggregate output (GDP) growth in the short run and results in 
lower unemployment. It might be pertinent to mention here that what effect a fiscal stimulus or 
an expansionary fiscal policy has on inflation depends substantially on the state of an economy 
(to understand this point, please refer to what we have written under the heading ‘Fiscal Policy 
and State of the Economy’ (pages 190 to 195). 

Fiscal policy is also used as a policy tool for macroeconomic stabilization (i.e. to moderate 
business cycle fluctuations or short run cyclical fluctuations in economic activity in an economy, 
by attempting to stabilize fluctuations in aggregate demand) in the short run, in order to promote 
macroeconomic stability (though monetary policy is typically or normally the more important 
tool for this purpose). It might be pertinent to mention here that macroeconomic stabilization of 
an economy is a prerequisite for economic growth, as a stable macroeconomic environment is 
conducive to higher rates of investment and job creation – leading to higher economic growth in 
the long run.  
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Having stated the above, please note that essentially, to boost aggregate output and stabilize 
macroeconomic fluctuations in the short run, governments attempt to manage demand by 
changing the level and composition of taxation and government expenditure from time to time.  

Next, prior to the recent global financial crisis (2008-2009) the prevailing consensus was to 
downplay the macroeconomic role of fiscal policy as a tool of macroeconomic stabilization 
(particularly in countries that have adopted ‘Inflation Targeting’ as a framework of monetary 
policy) and monetary policy was supposed to deliver as much macroeconomic stabilization 
as possible in the short run. However, the recent global financial crisis (2008-2009) has shown 
that when economies are buffeted by a massive negative shock, conventional monetary policy 
(mainly through use of interest rates) is powerless or impotent to revive economic activity on its 
own and fiscal policy remains a very important tool of macroeconomic stabilization and for 
positively impacting aggregate output (GDP).   

Infact, in order to avoid an economic depression in the face of collapse of private demand (due 
to the effect of the recent global financial crisis on economies across the globe) many countries 
(for example, US, UK, Eurozone, China etc.) across the globe attempted to stabilize their 
economies and support aggregate demand - through massive expansionary fiscal policy or 
fiscal stimulus initiatives or packages worth billions of dollars (US$). 

A.1 Government Budget (i.e. Fiscal) Deficit and Surplus 

A budget (i.e. fiscal) deficit arises when tax revenues (of the government) fall short of 
government expenditure. A government tries to finance its expenditure from direct and indirect 
taxes and when revenue from these sources fall short of government expenditure (i.e. 
government expenditure is higher than government revenue), the government faces a budget 
deficit – which represents the borrowing needs of the government. A prudent level of budget 
deficit is around 3% of GDP and a large budget deficit adversely affects economic growth. On 
the other hand, a budget (i.e. fiscal) surplus occurs when tax revenues (of the government) 
exceed or are higher than government expenditure.  

An increase in budget deficit is indicative of an expansionary fiscal policy and an increase in 
government surplus is indicative of a contractionary fiscal policy. A balanced budget (neither 
deficit nor surplus) on the other hand is where government expenditure equals government 
revenues.     

An expansionary fiscal policy attempts to stimulate aggregate demand to boost or increase 
aggregate output (and reduce unemployment) by increasing government expenditure and/or 
reducing taxes, while a contractionary fiscal policy attempts to dampen aggregate demand to 
lower aggregate output (which results in higher unemployment) by decreasing or reducing 
government expenditure and/or increasing taxes.  

If an economy is undergoing a recession, a protracted economic slowdown or the government 
wants to boost aggregate demand to enable the economy to grow more rapidly (in a sustainable 
manner), then the government can undertake an expansionary fiscal policy which is also likely to 
lower the unemployment rate and boost private incomes) to either revive the economy or to 
make it grow faster (at a sustainable rate).     
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On the other hand, if an economy is expanding too rapidly or growing unsustainably along with 
accelerating inflation, then a government can undertake a contractionary fiscal policy to 
moderate economic activity (i.e. slow down growth rate of GDP) and bring inflation under 
control or put downward pressure on prices (by dampening aggregate demand). Note - if an 
economy is experiencing periods of rapid and unsustainable economic growth - leading to 
accelerating or sharply rising inflation or high inflationary pressures in the economy, then such 
an economy is said to be ‘overheating.’  

Such use of fiscal policy (expansionary or contractionary) in an economy, to counter short 
run fluctuations in economic activity and to enhance or slow down the growth rate of 
output – GDP (and inflation too), essentially involves attempts to influence aggregate 
demand (in relation to aggregate supply) in the short run.      

For example: 

We are familiar with this equation (GDP - Expenditure side) given below: 

Y = C + I + G + (X-M) 

Now if we slightly alter the equation: 

Y = C (Y – T) + I + G + (X-M) 

Fiscal policy impacts aggregate demand directly by changing (increasing or lowering) 
government expenditure (G) and/or indirectly through changing (increasing or lowering) taxes (T 
- which affects disposable incomes of households and therefore leads to changes in consumer 
spending). In the case of an expansionary fiscal policy, government can directly increase G 
and/or lower T (which increases disposable incomes of households and therefore has a positive 
effect on consumer spending) and stimulate aggregate demand - to boost aggregate output 
(incomes and employment).                                                                                                                                                                                                                                                

Whereas, in the case of contractionary fiscal policy, government can directly reduce G and/or 
raise T (which reduces disposable incomes of households and therefore has a negative effect on 
consumer spending) and dampen aggregate demand - to reduce aggregate output and put 
downward pressure on prices.     

Having briefly explained the concept of expansionary and contractionary fiscal policy, an 
important point needs to be mentioned with reference to government budget deficit and 
government debt. 

Government budget deficit as a percentage (%) of GDP and government debt as a percentage 
(%) of GDP are important indicators of the macroeconomic stability of a country.  

If a government is able to consistently maintain budget deficit (as a % of GDP) at prudent or low 
levels (at around 3% of GDP), it is indicative of sound management of public finances and helps 
to keep inflation under control in that economy and also enhances the government’s ability to 
borrow from financial markets at lower rates of interest (as markets find it safer to lend to 
governments who manage their finances well) - which enhances its debt servicing capacity and is 
also conducive to economic growth. Further, and very importantly, low budget deficits (as a % of 
GDP) prevents the growth of government debt (as a % of GDP) – which is of paramount 
importance for the macroeconomic stability of a country.  
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It might be noted here that persistently high budget deficits (as a % of GDP) are often found to 
be the chief culprit behind high and volatile inflation and poor macroeconomic performance, 
which in turn endangers the macroeconomic stability of a country. 

Having stated the above, let us give you an example of the importance of low budget 
deficits (as a % of GDP) with reference to macroeconomic stability. 

Economies are buffeted by huge negative shocks (for example, the recent global financial crisis) 
from time to time, which can result in a large drop in output (GDP), high and rising 
unemployment and rapidly falling inflation – which endangers the macroeconomic stability of 
a country. Therefore, in such a challenging economic scenario, if a country has low government 
debt to GDP ratio (around 60% or lower) due to a record of low or prudent level of budget 
deficits (as a % of GDP), then the government can create fiscal space to run larger budget 
deficits and provide a powerful fiscal stimulus (i.e. expansionary fiscal policy through a massive 
rise in government expenditure and/or substantial tax cuts) to the economy and sustain aggregate 
demand and private sector incomes, in order to prevent an economic collapse (and ward of 
deflationary pressures) and pave the path for economic recovery.  

In essence, if a country has low government debt- to-GDP ratio (around 60% or lower), due to a 
record of low or prudent level of budget deficits (as a % of GDP), then it can provide a massive 
fiscal stimulus to the economy and run large budget deficits if the economy has been hit by a 
huge or massive shock (which usually results in a large drop in output, high and rising 
unemployment and rapidly falling inflation). 

On the other hand, if a country has a high government debt-to-GDP ratio, due to a record of 
high or excessive budget deficits (as a % of GDP), then it will find it very difficult to stabilize 
the economy and boost aggregate output by stimulating aggregate demand (through 
expansionary fiscal policy) if the economy has been hit by a huge or massive negative shock 
(which usually results in large drop in output, high and rising unemployment and rapidly falling 
inflation) and consequently the economy may have to go through a protracted recession 
(accompanied by soaring unemployment and deflationary pressures). To make matters worse, in 
such dire economic circumstances, conventional monetary policy is usually powerless or 
impotent to revive the economy on its own. 

A.2 Fiscal Policy and ‘Crowding Out’ of Private Investment (I) 

Having stated the above, let us return back to expansionary fiscal policy and explain a very 
important point with reference to the effectiveness of such a policy in enhancing aggregate 
demand and output in an economy in the short run.  

Suppose an economy has been facing an economic slowdown and the government undertakes 
expansionary fiscal policy (through an increase in government expenditure) to stimulate 
aggregate demand and output in a significant manner, and due to insufficient tax revenues to 
fund such a fiscal stimulus it has to resort to large or excessive government borrowing (i.e. bond 
financing) from the market.  In such a scenario demand for loanable funds will increase, as the 
government will compete with firms in the private sector for the pool of available loanable funds 
and this is likely to lead to an increase in domestic interest rates. 

A rise in domestic interest rates in turn might dampen or ‘crowd’ out some or substantial amount 
of private investment (as private investment is inversely related to interest rates). 
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If such dampening or ‘crowding’ out of private investment takes place in a substantial manner, 
then the expansionary effect of higher government expenditure on aggregate demand and output 
may be partial, small or even insignificant and consequently the ultimate increase in aggregate 
output may be small or even insignificant.  

In the extreme case, if there is complete dampening or full ‘crowding’ out of private 
investment, then this will completely offset the expansionary effect of higher government 
expenditure on aggregate demand and output. Consequently, there will be no increase in 
aggregate output i.e. expansionary fiscal policy will have no effect on aggregate output.      

Having stated the above, it’s important to be aware of the following points with reference 
to what has just been mentioned above.     

    The extent of the ‘crowding out’ of private investment, due to an increase in government 
expenditure which results in an increase in domestic interest rates, depends essentially on two 
important factors: interest elasticity of investment and the macroeconomic outlook (1-5 
years ahead) of the economy.    

If private investment is not very sensitive to a change in interest rates (i.e. is relatively 
interest inelastic), then a rise in domestic interest rates will not have a substantial or marked 
downside impact on private investment. Consequently, a rise in government expenditure will 
lead to a larger increase in aggregate demand and output i.e. expansionary fiscal policy will 
have a greater effect on economic activity.  

On the other hand, if private investment is highly sensitive to a change in interest rates (i.e. 
is highly interest elastic), then a rise in domestic interest rates will have a significant or 
substantial downside impact on private investment. Consequently, a rise in government 
expenditure will lead to a much smaller increase or even an insignificant increase in 
aggregate output i.e. high interest elasticity of investment considerably weakens the 
effectiveness of fiscal policy and consequently there will hardly be any positive impact on 
aggregate output (GDP). If the increase in government expenditure is equal to or matched by 
an exactly equal decrease in private investment(consequent upon a rise in domestic interest 
rates), then there is 100% ‘crowding’ out of private investment and aggregate output remains 
unchanged (i.e. expansionary fiscal policy, through an increase in government expenditure, 
has no effect on aggregate output).  

Turning to macroeconomic outlook (which tends to be a more important determinant of 
investment demand by firms than changes in interest rates), if firms are very positive about 
the macroeconomic outlook of the economy (1-5 years ahead) due to expectations of higher 
economic growth, sales and profitability in the future and consequently business confidence 
is rising and high, then firms are likely to enhance investment spending (leading to a further 
rise in aggregate demand and output) even if domestic interest rates rise due to an increase in 
government expenditure (financed by market borrowing). In other words, there will be 
more private investment demand at each rate of interest. 
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In essence, if firms are very positive about the macroeconomic outlook of the economy and 
consequently business confidence is high and rising, then such confidence will probably 
tend to more than offset the ‘crowding out’ effect on private investment of an increase in 
domestic interest rates (due to an increase in government expenditure) and the net result 
will be higher investment spending by firms – leading to a further rise in aggregate 
demand and output.   

Another point worth mentioning (in relation to the aforesaid point) is that, if the 
government increases its expenditure (financed by market borrowing) in a substantial 
manner on productive investments such as infrastructure projects (i.e. on   roads, buildings, 
highways, bridges, housing, transportation, environmental cleanup etc.), then this will not 
only create more employment (and income) and demand for goods and services, but will 
also create more optimism or confidence in firms about future business conditions and 
possibility of development of new types of businesses - due to greater availability of 
necessary infrastructure (as a result of increased government expenditure on the same).  
Consequently, this will give rise to expectations of higher profitability, sales and 
market shares in the near future.  

Such optimism or confidence could more than offset the ‘crowding’ out effect on private 
investment of an increase in domestic interest rates (due to an increase in government 
expenditure) and lead to a rise in investment spending (by firms) and a further increase in 
aggregate demand and output. 

Essentially, when a government invests substantially in productive investments that can 
significantly improve or enhance the business climate and outlook and engender 
expectations of a more positive macroeconomic outlook (1-5 years in the future), the net 
result will be higher investment spending by firms.    

 If a country is able to borrow substantially from international investors (at competitive rates) 
to fund an increase in government expenditure due to high credit worthiness of the country in 
international financial markets, then an increase in government borrowing is unlikely to have 
any significant or major effect on domestic interest rates. As a result, the ‘crowding’ out of 
private investment is likely to be small or insignificant or even unlikely to occur and an 
increase in government expenditure is likely to lead to a much larger increase in aggregate 
demand and output, when compared to a situation where the government finds it difficult to 
borrow substantially from international investors (at competitive rates) for any particular 
reason (and consequently domestic interest rates are likely to rise).       

 The effect of expansionary fiscal policy on aggregate output may vary depending on the state 
of the economy (to understand this very important point, please refer to ‘Fiscal Policy 
and State of the Economy’ – pages 190 to 195).  
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Having stated the above with reference to expansionary fiscal policy and ‘crowding’ out of 
private investment, stated below are two important points that are worth keeping in mind.  

 If an increase in government expenditure (financed by market borrowing) indeed leads to 
higher domestic interest rates and significantly dampens or ‘crowds’ out private investment, 
then such expansionary fiscal policy can sometimes actually land up destabilizing an 
economy. This is because in such situations expansionary fiscal policy is likely to be highly 
ineffective and consequently the ultimate increase in aggregate output is likely to be small or 
even insignificant, yet such a policy could lead to higher inflation (with all its negative 
consequences such as reduced export competitiveness, higher budget and current account 
deficit, exchange rate instability etc. - which in turn could destabilize an economy). 
Therefore, policy makers should exercise great caution when seeking to implement such an 
expansionary fiscal policy.        

 Fiscal policy is most effective in stimulating aggregate demand and augmenting aggregate 
output when the slope of the short run aggregate supply curve (SRAS) of an economy is 
horizontal or relatively flat. 

Essentially, how an economy reacts to fiscal policy is substantially dependent on the slope of 
the aggregate supply curve.When the slope of the short run aggregate supply curve (SRAS) is 
horizontal or relatively flat, fiscal policy can be a very effective tool to affect aggregate 
output. However, when the slope of the short run aggregate supply curve (SRAS) is highly 
steep or rising steeply, fiscal policy can do very little to expand aggregate output further and 
use of such a policy will only result in rapidly rising or accelerating inflation.  

Having stated the above let us now turn to the concept of ‘Fiscal Policy Multipliers,’ after 
which we have briefly explained (through 5 examples) the relationship between effectiveness of 
fiscal policy and the state of an economy on pages 190 to 195. It might be noted that to 
comprehend this important relationship and put it in the right perspective it’s imperative to 
understand the concept of ‘Fiscal Policy Multipliers.’                     

A.3 Fiscal Policy Multipliers 

Fiscal policy consists of changes in government expenditure and/or taxes to influence or affect 
aggregate demand, in order to bring about a desired change in aggregate output. Therefore, when 
fiscal policy is prescribed to influence aggregate demand and hence aggregate output in an 
economy, policy makers are always interested in knowing by how much will aggregate output 
ultimately change as a result of a change in either government expenditure or taxes or both.  

In other words, policy makers are keen to know the magnitude of the multiple change in 
aggregate output as a result of a change in either government expenditure or taxes or both and 
Fiscal Policy Multipliers provides them with such answers (estimates). 

Three types of Fiscal Policy Multipliers 

A. The Expenditure Multiplier quantifies how much will aggregate output ultimately change 
as a result of a given amount of change in government expenditure.  

B. The Tax Multiplier quantifies how much will aggregate output ultimately change as a result 
of a change in taxes. 
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C. The Balanced Budget Multiplier quantifies the combined impact of a change in 
government expenditure and taxes on aggregate output. 

These three types of fiscal policy multipliers are explained below in brief and examples are 
provided for each of them. Further, in each example we have only shown the impact of 
expansionary (and not contractionary) fiscal policy on aggregate output.         

A. Expenditure Multiplier 

An increase in government expenditure (which is an autonomous expenditure and is determined 
by government policy) directly adds to aggregate demand (i.e. raises it) and consequently 
increases aggregate output (GDP), other things remaining constant. We know that, but what we 
are keen to know is - by what magnitude or multiple will aggregate output ultimately increase as 
a result of an increase in government expenditure? In other words, how large (i.e. by how many 
times) will the increase in aggregate output ultimately be as a result of an increase in government 
expenditure – the answer is provided by the Expenditure Multiplier. 

For example, if there is an increase in government expenditure of US$100 million and the 
ultimate increase in aggregate output is US$400 million, then the value of the Expenditure 
Multiplier is 4. Essentially, here the ultimate increase in aggregate output is four times as large 
as the increase in government expenditure. 

(Note: an increase in government expenditure constitutes an injection into the domestic 
expenditure flow). 

Equation: Expenditure Multiplier (Em) 

For a given amount of change in government expenditure, the ultimate (multiple) change in 
aggregate output is given by the Expenditure Multiplier: 

∆Y = ∆G/1-b+bt+m  
Em = ∆Y/∆G= 1/1-b+bt +m 

Where: 
∆Y refers to change in aggregate output 
∆G refers to change in government expenditure 
b refers to the value of the marginal propensity to consume (MPC) 
t refers to the rate of income tax that is payable as tax by individuals on their earned income - 
where the tax levied is a fixed percentage (%) of income  
m refers to the marginal propensity to import (which gives us the increase (decrease) in import 
spending with each unit increase (decrease) in disposable income)  

This equation shows that the Expenditure Multiplier (i.e. the extent of the multiplier effect of a 
change in government expenditure on aggregate output) depends on the size of MPC (b), 
income tax (t) and marginal propensity to import (m).  

In other words, the size or the magnitude of the multiple increase in aggregate output, due 
to an increase in government expenditure, depends on the size of these three variables.   
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An increase in the value or size of MPC increases the value of the Expenditure Multiplier. 
Whereas income tax and the marginal propensity to import reduce the value of the Expenditure 
Multiplier, as income tax reduces disposable income and consequently lowers consumer 
spending (and aggregate output) and imports constitute a leakage from the domestic expenditure 
flow because domestic residents spend on foreign output (imports) instead of domestic output. 
Let us explain. 

Example 

Assume for a minute that there are no income taxes and the economy is a closed economy (i.e. 
the economy does not engage in international trade and therefore there are no exports or imports) 
and the MPC (b) is 0.75. In this case, the Expenditure Multiplier (Em) will be: 

Em = ∆Y/∆G = 1/1-b   
Em = ∆Y/∆G = 1/1-.75 = 4 

This means that for a given increase in government expenditure the ultimate increase in 
aggregate output is four times as large as the increase in government expenditure. Therefore, if 
government expenditure increases by US$100 million, this will generate an ultimate increase in 
aggregate output of US$400 million - which is four times as large as the increase in 
government expenditure.  

Now, if the size or value of MPC (b) increases to 0.8, then the value of Em will be 5, i.e. if 
government expenditure increases by US$100 million, this will generate an ultimate increase in 
aggregate output of US$500 - which is five times as large as the increase in government 
expenditure. Therefore, higher the MPC, higher will be the multiplier effect of an increase in 
government expenditure on aggregate output. 

Next, in the real world, people have to pay income taxes (which reduces their disposable income 
and hence lowers consumption spending) and economies the world over (barring a few 
exceptions) engage in international trade and therefore export and import goods and services. 
Therefore, we should include income tax (t) and marginal propensity to import (m) in the 
formula of the Expenditure Multiplier – both reduce the value of the Expenditure Multiplier 
(i.e. both reduce the multiplier effect of an increase in government expenditure on aggregate 
output, as they lower aggregate demand). As a result, the ultimate increase in aggregate output, 
for a given increase in government expenditure, will be lower. 

Let us explain.                                                   

For example, let us include income tax (t) and marginal propensity to import (m) in the equation 
(model) for the Expenditure Multiplier: 

Em = ∆Y/∆G= 1/1-b+bt +m 
Now let the value of b=0.75, t=0.20 and m=0.15 
Therefore: 
Em = 1/1 -0.75 + 0.75*0.20 + 0.15 
Em = 1/0.25 + 0.15 + 0.15 = 1/0.55 = 1.82 
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We can see that when income tax and the marginal propensity to import are included in the 
Expenditure Multiplier formula (which should be the case), the Expenditure Multiplier (Em) is 
substantially reduced from 4 (when MPC (b) is 0.75) to 1.82. This means that if government 
expenditure increases by US$100 million, this will generate an ultimate increase in aggregate 
output of only US$182 million instead of US$400 million i.e. the multiplier effect of a change 
in government expenditure on aggregate output is greatly reduced due to the inclusion of 
income tax and marginal propensity to import in the Expenditure Multiplier (Em) formula. 

Now, if income tax (t) increases from 0.20 to 0.24 and the marginal propensity to import (m) of 
the economy also increases from 0.15 to 0.20 and b is yet 0.75, then the increase in income tax 
and the marginal propensity to import will further reduce the value of the Expenditure 
Multiplier from 1.82 to 1.59:  

Em = 1/1-0.75 + 0.75*0.24 + 0.20 = 1/0.25 + 0.18 + 0.20 = 1/0.63 = 1.59 (rounding off from 
1.587). 

This means that if government expenditure increases by US$100 million, this will generate an 
ultimate increase in aggregate output of only US$159 million instead of US$182 million - due to 
an increase in both - income tax and the marginal propensity to import. 

B. Tax Multiplier (Lump Sum Tax Multiplier)    

The tax multiplier assesses the impact of a change in lump sum taxes on aggregate output. It is 
the ratio of the change in aggregate output to an autonomous change in taxes.  

In other words, the tax multiplier quantifies the multiple by which aggregate output changes in 
response to a change in lump sum taxes. For example, for a reduction in lump sum taxes 
(expansionary fiscal policy), the tax multiplier quantifies the multiple by which aggregate output 
will increase.    

Equation: Tax Multiplier (Tm) 

Tm = ∆Y/∆T= -b/1-b+bt +m 
Where: 
∆Y refers to change in aggregate output 
∆T refers to change in lump sum taxes 
b refers to the value of the marginal propensity to consume (mpc) 
t refers to the rate of income tax that is payable as tax by individuals on their earned income - 
where the tax levied is a fixed percentage (%) of income  
m refers to the marginal propensity to import 

Now, suppose an economy is in a recession and the government, in order to jump start or kick 
start the economy, reduces taxes (lump sum taxes) by US$20 million. Such a reduction in lump 
sum taxes will increase disposable income of households by the same amount and enhance their 
ability to spend on goods and services - which in turn will boost aggregate output, other things 
remaining constant. The ultimate (multiple) increase in aggregate output, as a result of a 
lump sum tax reduction of US$20 million, can be computed by using the formula for the 
Tax Multiplier (Tm) given above.  

 

Example  
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Suppose the value of b=0.75, t=0.20 and m=0.15 
Therefore: 
Tm = -0.75/1 -0.75 + 0.75*0.20 + 0.15 
Tm = -0.75/0.25 + 0.15 + 0.15 = -0.75/0.55 = -1.36 

The Tax Multiplier is -1.36. So, if the government, in order to jump start or kick start the 
economy, reduces taxes (lump sum taxes) by US$20 million, then given that the tax multiplier is 
-1.36, aggregate output will ultimately increase by US$27.2 million i.e.US$20 million (reduction 
in lump sum taxes) multiplied by - 1.36 (value of the Tax Multiplier). Just ignore the negative 
sign of the Tax Multiplier for now.   

(Note: the inclusion of income tax (t=0.20) and the marginal propensity to import (m=0.15) in 
the Tax Multiplier equation reduce the value of the Tax Multiplier (Tm) and therefore weaken 
the positive impact of expansionary fiscal policy on aggregate demand and output).  

If there was no income tax and the economy was a closed economy, then the value of the Tax 
Multiplier (Tm) would have been -3 (Tm = 0.75/0.25), which is substantially larger than -1.36, 
and expansionary fiscal policy would have been much more effective in stimulating the economy 
and aggregate output would have ultimately increased by US$60 million i.e. US$20 million 
(reduction in lump sum taxes) multiplied by – 3 (value of the Tax Multiplier) – which is three 
times as large as the reduction in lump sum taxes. Just ignore the negative sign of the Tax 
Multiplier for now.   

C. Balanced Budget Multiplier (BBm) 

The Balanced Budget Multiplier measures the combined impact of a change in government 
expenditure and taxes on aggregate output.  

More specifically, the Balanced Budget Multiplier measures the (multiple) change in aggregate 
output for an equal change in government expenditure and taxes (i.e. where ∆G = ∆T).   
For example, if an economy is in a recession and the government wishes to stimulate aggregate 
demand and consequently boost aggregate output, then it might consider formulating a balanced 
budget fiscal policy that would call for an increase in government expenditure and a 
simultaneous and equal amount of increase in taxes (lump sum taxes) to pay for the increase in 
government expenditure (so that the budget deficit is left unchanged).  

It might be noted that despite an equal increase in government expenditure and taxes, 
aggregate output will eventually increase or rise, as the increase in government expenditure 
has an upside or positive effect on output that tends to be greater than the downside effect of an 
increase in taxes on output. This is because while an increase in taxes adversely affects aggregate 
demand indirectly (i.e. consumer spending falls – due to a fall in disposable income of 
households - but only by an amount equal to MPC (b) out of disposable income of 
households) an increase in government expenditure  boosts aggregate demand positively and 
directly, as  all the new money is spent. 

In other words, an increase in aggregate output due to an increase in government expenditure is 
only partially offset by a fall in aggregate output as a result of an equivalent increase in taxes – 
consequently, aggregate output will eventually increase or rise.     
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Equation: Balanced Budget Multiplier (BBm) 

BBm = (1-b) / (1-b +bt + m)    
Where: 
b refers to the value of the marginal propensity to consume (mpc) 
t refers to the rate of income tax that is payable as tax by individuals on their earned  
income - where the tax levied is a fixed percentage (%) of income  
m refers to the marginal propensity to import 

Example 

Suppose an economy is in a recession and the government, in order to jump start or kick start the 
economy, increases government expenditure by US$20 million. Further, assume that the 
government increases taxes (lump sum taxes) by an equivalent amount of US$20 million, in 
order to finance the increase in government expenditure. Now, let us see by how much does 
aggregate output ultimately increase as a result of this policy (using the Balanced Budget 
Multiplier (BBm) formula):    

Suppose the value of b=0.75, t=0.20 and m=0.15 
Using the Balanced Budget Multiplier formula as stated above: 
BBm = (1-0.75)/(1 -0.75 + 0.75*0.20 + 0.15) 
BBm = 0.25/0.25 + 0.15 + 0.15 = 0.25/0.55 = 0.45 

(Note: the Balanced Budget Multiplier can be a lot less than 1 in an open economy, as 
demonstrated by this example) 

As per the aforesaid calculation, the Balanced Budget Multiplier (BBm) is 0.45 (i.e. 
considerably less than 1) i.e. for a given increase in government expenditure of US$20 million 
coupled with an equal increase in taxes (lump sum taxes) of US$20 million, the ultimate increase 
in aggregate output is only US$9 million.  

Having provided examples of the aforesaid (3) Fiscal Policy Multipliers, it’s important to 
take note of the following points: 

 Open economy fiscal policy multipliers are smaller than closed economy fiscal policy 
multipliers, as part of a rise in domestic incomes goes towards purchase of foreign output 
(rather than purchase of domestic output) and constitutes a leakage from the domestic 
expenditure flow.  

 The government Expenditure Multiplier is larger than the Tax Multiplier and the Balanced 
Budget Multiplier.  

 It is not always advisable for a government to have a balanced budget, despite the fact that it 
imposes fiscal disciple on a government and helps maintain sound public finances. For 
example, if an economy is in a recession or is facing a protracted economic slowdown or 
witness’s highly sluggish growth, then the government will get lower tax revenues due to 
lesser number of people in employment and slower pace of economic activity (consumption 
and investment activity).  
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Now, with lower tax revenues if the government wants to keep or maintain a balanced 
budget, then it will have to reduce government expenditure, which in turn will exacerbate the 
economic downturn and lead to a further fall in output and incomes and a greater rise in 
unemployment (with serious social, economic and political costs). 

On the other hand, if an economy is expanding very rapidly, then the government will get 
higher tax revenues due to higher number of people in employment and buoyant 
consumption and investment activity. Now, with higher tax revenues if the government 
wants to maintain a balanced budget, then it will have to either reduce taxes or increase 
government expenditure, which in turn will further boost aggregate demand and output that 
can prove to be highly inflationary and lead to the central bank hiking or raising its official 
‘policy’ rate sharply to dampen aggregate demand, in order to control inflation.  

Unfortunately, such monetary tightening by the central bank, if persistent or severe, 
can significantly dampen or dent business confidence and consumer confidence and 
consequently result in a protracted economic slowdown or a recession (accompanied by 
rising unemployment).    

Important Issues with reference to Multiplier Effects of Fiscal Policy  

In addition to income tax and the marginal propensity to import, there are other factors also 
that can reduce or weaken the multiplier effect of a fiscal stimulus or expansionary fiscal policy 
on aggregate demand and output that one must be aware of.  

First, if a country has a low average MPC, then a large increase in government expenditure 
might barely lead to an increase in aggregate output (i.e. the multiplier effect of a fiscal stimulus 
might be weak or very weak, instead of being powerful) and instead would probably lead to 
higher inflation and domestic interest rates and hardly any growth in employment.  

Second, if increase in demand, consequent upon implementation of an expansionary fiscal policy 
by the government, leads to a marked or rapid rise in prices in the economy due to any reason 
(Note: usually prices are sticky or slow to adjust in the short run), then the increase in demand 
will probably lead to only a small or even an insignificant increase in aggregate output i.e. the 
economy may witness low or hardly any growth (i.e. GDP growth) with high inflation. 

Third, in an open economy with a flexible exchange rate system (i.e. market determined 
exchange rates) and high capital mobility, the multiplier effect of an expansionary fiscal policy 
on aggregate output can be small or even insignificant i.e. such a policy may have hardly any 
positive impact on aggregate output. Let us explain: 

If the government undertakes expansionary fiscal policy (financed by market borrowing), it will 
lead to an increase in money demand (due to a rise in aggregate demand) and assuming no 
change in the nominal money supply (as the central bank of the country does not accommodate 
this fiscal expansion by expanding the nominal money supply) the expansionary fiscal policy is 
likely to lead to higher domestic interest rates, which might lead to a significant ‘crowding’ out 
of both private investment and exports (as a result, both private investment and exports will 
fall) – and consequently the multiplier impact or effect of expansionary fiscal policy on 
aggregate output is likely to be small or even insignificant. 
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Why will exports fall? 

Higher domestic interest rates relative to foreign interest rates are likely to result in a capital 
inflow into the country (as foreign investors who seek highest returns on financial assets find 
domestic financial assets more attractive than foreign financial assets) and lead to an 
appreciation of the domestic currency vis-à-vis foreign currency (please refer to module 9 on 
‘Exchange Rates and Balance of Payments’ to understand this point). As a result, the 
country’s output will become more expensive for foreigners, which will lower demand for the 
same (i.e. export demand will fall) and consequently exports will fall. 

Next, having stated the above, let us end this sub-section by mentioning that the effectiveness of 
expansionary fiscal policy depends on several key factors:   

 Size of fiscal multipliers. 

 State of the domestic economy (i.e. position of an economy in the business cycle). 

 Interest elasticity of investment and macroeconomic outlook of the domestic economy. 

 State of the global economy. 

 Stance of monetary policy. 

 Quantum of increase in government expenditure and/or reduction in taxes. 

 Type of government expenditure and/or tax cuts and whether the tax cuts are perceived to be 
temporary or permanent. 

 Lags in the implementation of fiscal policy. 

 Degree of openness of an economy to international trade and capital flows. 

 State of public finances (budget deficit as a % of GDP and government debt as a % of GDP).  

 Capacity of a government to borrow from the market at competitive terms to finance its 
expenditure.   

A.4 Fiscal Policy and State of the Economy 

Having explained the concept of fiscal multipliers and stated important issues with reference to 
multiplier effects of fiscal policy, we are now going to briefly explain (through 5 examples) the 
relationship between effectiveness of fiscal policy and the state of an economy after mentioning 
two important points that are worth keeping in mind:  

 An expansionary fiscal policy (via an increase in government expenditure and/or tax cuts) 
does not only affect aggregate output, it usually tends to affect the rate of inflation too. 
Therefore, when a fiscal stimulus is given to an economy,it usually results in some rise in 
aggregate output (GDP) and some increase in inflation (unless the economy is mired in a 
recession or is operating at or beyond full capacity in the short run) - with the magnitude of 
rise in aggregate output (GDP) and inflation depending crucially on the prevailing state of the 
economy (i.e. by how much these two variables increase and which of them increases more 
relative to the other - crucially depends on the prevailing state of the economy). 

This point will become very clear to you as you go through this sub-section.  

 The ability of expansionary fiscal policy to bring about a desired change in aggregate output, 
by stimulating aggregate demand, depends substantially on the prevailing state of an 
economy. 
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Examples 

1.  State of the Economy: economy is in a deep recession - Stage 1 

Suppose an economy is in a deep recession, characterized by massive or chronic deficiency of 
aggregate demand (leading to a massive negative output gap), existence of massive idle or excess 
capacity across varied sectors of the economy, soaring unemployment and deflationary pressures 
(due to a plunge in consumer confidence and business confidence resulting in a sharp drop or 
collapse of consumer spending and private investment i.e. a plunge in private spending), and 
the government undertakes expansionary fiscal policy (through increased government 
expenditure) to revive the economy by stimulating aggregate demand (and consequently runs a 
higher budget deficit). Assuming that the economy is on the horizontal portion of the short 
run aggregate supply curve (SRAS), such a fiscal stimulus is likely to lead to a substantial 
or large increase in aggregate output (without any increase in inflation).  

In other words, in such an economic scenario, expansionary fiscal policy is usually most 
effective in enhancing aggregate output (and lowering unemployment). Further, due to 
existence of massive idle or excess capacity in the economy and soaring unemployment and 
consequently total absence of any inflationary pressures, the increase in aggregate demand (due 
to the expansionary fiscal policy) is likely to translate into an increase in aggregate output only, 
without any increase in prices and therefore the increase in aggregate output will be much 
larger than when prices also rise as a result of an increase in aggregate demand.    

Another reason why expansionary fiscal policy (through an increase in government expenditure) 
is likely to be very effective in increasing aggregate output when the economy is in this state, is 
that it is highly unlikely that any ‘crowding’ out of private investment is going to occur or take 
place due to the implementation of such a policy. 

This is because the plunge in business confidence and drop in private investment is so 
pronounced that there is a substantial lack of demand for loanable funds by firms in the private 
sector, due to which domestic interest rates are highly unlikely to rise if the government finances 
its expansionary fiscal policy through market borrowing. Consequently, aggregate output is 
likely to rise significantly due to implementation of such a policy.      

In essence, due to reasons stated above, fiscal policy is most effective when the economy is 
in this state and therefore can be highly effective in taking the economy out of a recession 
and paving the path for economic recovery.  

It might be pertinent to mention here that a government can undertake massive expenditure on 
productive investments such as infrastructure projects (i.e. on roads, buildings, highways, 
bridges, housing, transportation, environmental cleanup etc.) to jump start or kick start the 
economy.  

Next, it might be worth noting here that while the aforesaid kinds of government expenditures 
(which are discretionary expenditures) are undertaken to boost aggregate demand and output, in 
order to pave the path for economic recovery, other kinds of government expenditures (which are 
non-discretionary expenditures), such as unemployment insurance and welfare payments, are 
undertaken by the government to moderate or reduce the severity or length of the recession (or 
economic downturn). 
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To understand the concept of discretionary and non-discretionary government 
expenditures (and how non-discretionary government expenditures help to moderate or 
reduce the severity of a recession or economic downturn), please refer to the topic – ‘Fiscal 
Policy and the Business Cycle’ on page 196.  

Next, a government may seek to stimulate aggregate demand (and hence aggregate output) not 
only through an increase in government expenditure but through a combination of increased 
government expenditure and tax cuts or even through tax cuts only. 

Examples of tax cuts are reduction in income tax, lump sum taxes, sales tax, VAT, investment 
tax credits for capital spending or reduction in business taxes such as lower corporate income 
tax. 

Reduction in income tax and lump sum taxes increase the disposable income of households and 
therefore result in higher consumer demand and spending that provides a boost to the economy. 
Indirect taxes, such as sales tax, VAT etc. lower prices of goods in shops and hence raise 
consumer demand for the same. Further, reduction in indirect taxes on goods also raises the real 
income of households, which enhances their confidence to spend on goods.  

Investment tax credits for capital spending encourage firms to enhance such spending. Further, 
reduction in business taxes (such as lower corporate income tax) boost corporate earnings which 
encourage higher investment spending by firms. 

In essence, the aforesaid tax cuts tend to stimulate aggregate demand and output (and 
consequently help to lower unemployment).  

2.  State of the Economy: economy is recovering from a recession (i.e. the economy is in a 
very early stage of economic recovery) - Stage 2 

This is a period where the economy emerges from a recession and starts to turn around and grow 
again (very gradually), possibly due to the expansionary fiscal policy implemented earlier to 
jump start or kick start the economy by stimulating aggregate demand.  

When the economy is in this state, aggregate demand is yet significantly lower than the 
productive capacity of the economy, as private spending, though higher than when the economy 
was in a recession, continues to remain subdued (due to low consumer confidence and business 
confidence). Therefore, this state of the economy is characterized by existence of substantial or 
significant idle or excess capacity across various sectors of the economy, large negative output 
gap (where actual output (Y) is much lower than the economy’s potential output (Y*)), excess 
supply of labour (due to high unemployment) and abundant supply (relative to demand) of raw 
materials, commodities and other production inputs, and real estate that are available at a 
relatively low cost.       

In view of what has been stated above, implementation of expansionary fiscal policy through 
an increase in government expenditure (when the economy is in this state) can be highly 
effective in boosting aggregate demand and output further and pave the way for a sustained, yet 
gradual, growth of aggregate output (GDP). It might be noted here that when the economy is in 
this state (i.e. recovering from a recession), implementation of such a policy tends to gradually 
lower the unemployment rate in the economy.   
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The reason why expansionary policy is likely to be highly effective when the economy is in this 
state is that increased government expenditure is unlikely to significantly or really ‘crowd out’ 
private investment, due to inadequate investment spending by firms as a result of low business 
confidence (leading to lack of sufficient demand for loanable funds by firms in the private 
sector). Therefore, an increase in government expenditure at this stage can further speed up the 
rate of GDP growth (i.e. lead to a large increase in aggregate output). It might be pertinent to 
mention here that firms can easily expand output, due to existence of substantial or significant 
excess capacity in various sectors of the economy.   

Next, when the economy is in such a state, an increase in aggregate demand, as a result of 
expansionary fiscal policy, is likely to lead to a large increase in aggregate output with little or 
very low inflation or inflation that is fairly dormant. Inflationary pressures are very low or 
fairly dormant at this stage due to three reasons:                                     

First, when the economy is in this state, workers are unlikely to demand for higher wages as 
there is yet a surplus of unemployed labour in the economy due to high unemployment. Further, 
the demand for skilled workers also rises in this stage, yet the demand for such workers is not 
high enough to warrant demand for higher wages – therefore, wage demands remain subdued or 
muted (i.e. there are hardly any wage pressures). Further, even if wages were to rise, they 
would probably rise very moderately, but not markedly.   

Second, though aggregate demand and output increases as a result of expansionary fiscal policy, 
yet aggregate demand at this stage is much lower than the productive capacity of the economy 
(consequently, there is existence of substantial excess capacity in various sectors of the 
economy). Therefore, higher output can be supplied by firms without any real upward 
pressure on prices.     

Third, since demand is not robust or strong enough when the economy is in such a state, prices 
of raw materials, commodities and other inputs used in the production process and real estate 
tend to remain subdued and there is ample supply of these resources (relative to demand for the 
same) – leading to little upward pressure on prices from this source.  

In essence, due to the reasons stated above, a fiscal stimulus can bring about a large increase in 
aggregate output when the economy is in such a state i.e. fiscal policy can be highly effective. 
Further, an increase in aggregate demand, due to a fiscal stimulus, is likely to nearly fully or 
very significantly translate into an increase in aggregate output accompanied only by a very 
small or insignificant rise in prices (i.e. very little or low inflation) when the economy is in such 
a state i.e. the rise in aggregate output will be significantly greater or larger than a rise in prices 
(inflation) when the economy is in such a state.   

3.  State of the Economy: somewhere in the range between a very early stage of economic 
recovery (stage 2) and very rapid growth of the economy (stage 4) i.e. Stage 3                                       

As the economy continues to grow further in a gradual (yet sustained) manner, possibly due to 
implementation of expansionary fiscal policy (when the economy was in a very early stage of 
economic recovery), the negative output gap goes on narrowing and there is greater absorption of 
capacity utilization by firms across varied sectors of the economy – due to increasing demand. 
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Further, the unemployment rate continues to fall and more skilled labour is demanded (as firms 
increasingly demand more labour to produce more output – as a result of which wage pressures 
start to emerge in the economy) and prices of raw materials, commodities and other production 
inputs and real estate register a moderate rise or increase due to greater demand for the same (as 
the economy continues to grow). 

Inflation rises moderately (when the economy is in this state) due to moderate wage pressures 
and moderate price rise in other resources (mentioned above) and also due to increasing demand 
for goods (as a result of economic expansion) that enables firms to pass on these higher costs to 
consumers in the form of higher (i.e. moderately higher) prices for goods (available at shops or 
shopping outlets).    

In essence, this is a stage in which the economy is growing in a gradual (yet sustained) manner, 
with growing capacity utilization, falling unemployment and moderate rise in inflation (i.e. a 
sustainable rate of inflation). 

An important point needs to be mentioned here: 

If the government implements a fiscal stimulus when the economy is in this state (through an 
increase in government expenditure or through a combination of an increase in government 
expenditure and tax cuts), in order to provide a further boost to aggregate demand and 
output, then this is likely to have two effects: 

 The increase in aggregate demand, due to a fiscal stimulus (financed by market borrowing by 
the government), is likely to result in some ‘crowding’ out of private investment. This is 
because the government will now have to compete with firms for loanable funds (i.e. demand 
for loanable funds will increase), which is likely to lead to a moderate hike in domestic 
interest rates and some ‘crowding’ out or dampening of private investment.  

As a result, fiscal policy might not be as effective in increasing or boosting aggregate 
demand and output and consequently the increase in aggregate output will be smaller when 
compared to the previous two stages (where fiscal policy was highly effective).  

 The fiscal stimulus (i.e. expansionary fiscal policy) is likely to lead to some increase in 
aggregate output and some increase in inflation and consequently the rise in aggregate 
output, due to the fiscal expansion, will be smaller, when compared to the previous two 
stages (when either inflationary pressures were non-existent or fairly dormant).  

   A point worth mentioning here is that, while there will be some increase in aggregate output 
and some increase in inflation if the government undertakes an expansionary fiscal policy 
when the economy is in this state, yet due to existence of sufficient slack in the economy, 
the rise in aggregate output is likely to be larger than the rise in inflation. 

   In other words, expansionary fiscal policy is likely to lead to a larger increase in aggregate 
output than inflation when the economy is in this state, but the increase in aggregate output 
will smaller, when compared to the previous two stages.  

4.  State of the Economy: very rapid growth – Stage 4  

This is a period when the economy is growing very rapidly, possibly due to the expansionary 
fiscal policy implemented in the previous stage and buoyant aggregate demand (as a result of 
high and rising consumer confidence and business confidence).  
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When the economy is in this state (i.e. growing very rapidly) and the negative output gap as a 
result is narrowing rapidly, firms increase capacity utilization substantially to meet rapidly 
increasing demand and operate at high capacity utilization levels (which provides them with 
greater incentive to make fresh investments, in order to enhance productive capacity). Further, 
with the economy growing very rapidly, shortages of labor (Note: this is a period of rapidly 
falling unemployment - due to robust demand for labour), particularly skilled labour, raw 
materials, commodities and other inputs of production and real estate also start to appear, due to 
rapidly rising demand for the same.  

As a result of what has just been stated, substantial wage pressures develop (leading to rapid 
rise in wages) and prices of raw materials, commodities and other inputs of production and real 
estate also tend to rise rapidly. Such escalating costs tend to be passed on to consumers by firms 
(in a milieu of buoyant demand for their goods) in the form of higher prices for goods and 
consequently the economy faces rising inflation (which is not moderate, but rapid) that is likely 
to concern  the central bank of the country.     

Now, in such an economic milieu, if the government wants to enhance demand and output even 
further by another fiscal stimulus, it might push the economy to near or close to full capacity – 
leading to a sharper or very rapid rise in inflation (which is not sustainable). This is because 
when the economy is pushed to near or close to full capacity (i.e. where actual output is close to 
potential output) there is not much scope for increase in output and consequently increase in 
demand (as a result of this fiscal stimulus) will translate largely or mostly into a rise in prices, 
rather than an increase in aggregate output.  

In essence, expansionary fiscal policy will not really be effective in enhancing aggregate output, 
when the economy is in this state.   

5.  State of the Economy: operating at full capacity or beyond full capacity - Stage 5      

If the economy is operating at full capacity (due to a prolonged period of rapid and intensive 
GDP growth) or is operating at beyond full capacity (which is possible only in the short run), 
then there is clearly no need of an expansionary fiscal policy (on the contrary there is need of a 
contractionary fiscal policy to significantly dampen aggregate demand, in order to stop the 
economy from growing unsustainably and to bring down inflation quickly to desired or targeted 
level of inflation or within an acceptable range of the desired or target level of inflation).       
Further, when the economy is in this state, inflation tends to accelerate due to excessive 
aggregate demand and emergence of severe supply bottlenecks (i.e. severe shortages of labour, 
raw materials, commodities, other production inputs and real estate) in the economy.  

It might be pertinent to mention here that the danger with accelerating inflation is that it gives 
rise to rapidly rising inflation expectations – which in turn encourages the central bank of the 
country to dampen aggregate demand by raising interest rates sharply - in order to bring down 
inflation quickly to desired or targeted level of inflation or within an acceptable range of the 
desired or target level of inflation. Such monetary tightening unfortunately can result in a marked 
and protracted economic slowdown or a recession, due to a sharp drop in private investment and 
consumer spending (Note: a rise in interest rates increases the cost of borrowing for firms and 
households and consequently leads to a fall in private investment and consumer spending).    
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A.5 Fiscal Policy and the Business Cycle 

Fiscal policy is one of the most important tools of aggregate demand management and 
macroeconomic stabilization and has two components known as ‘Discretionary’ Fiscal Policy 
and Automatic Stabilizers (i.e. non ‘Discretionary’ Fiscal Policy). 

1. Discretionary Fiscal Policy 

Discretionary Fiscal Policy involves (deliberate) changes in government expenditure (for 
example, an increase in capital spending on roads, highways, bridges etc.) and/or taxes (for 
example, a reduction in lump sum taxes) to deliberately affect aggregate demand (and 
consequently aggregate output), in order to prevent the economy from experiencing recessionary 
conditions, or boom conditions characterized by unsustainable growth (i.e. such a policy is used 
to  stabilize short run fluctuations in economic activity and avoid buildup of deflationary or 
inflationary pressures in the economy). 

It must be noted here that the Fiscal Policy Multiplier concepts stated before quantify only 
the effect of a change in ‘discretionary’ fiscal policy on aggregate output and does not 
include non-discretionary fiscal policy (i.e. Automatic Stabilizers). 

A government can initiate changes in government spending and/or taxes (i.e. use discretionary 
fiscal policy) when the economy is faced with recessionary or boom conditions. When the 
economy faces recessionary conditions, the government can make use of expansionary 
(discretionary) fiscal policy to jump start the economy. On the other hand, when the economy 
faces boom conditions, the government can make use of contractionary (discretionary) fiscal 
policy to moderate economic growth. These ‘discretionary’ changes in government expenditure 
and/or taxes can have a large, small or even insignificant effect on aggregate output - depending 
largely on the size of the Fiscal Policy Multipliers, state of the economy and interest elasticity of 
investment.    

It might be noted that ‘discretionary’ fiscal policy requires legislative approval to be 
implemented and therefore such policies are often subject to considerable lags or delays, which 
in turn can sometimes destabilize an economy rather than stabilizing it. Therefore, such policies 
should be used with caution.    

2. Automatic Stabilizers 

Automatic Stabilizers (or non ‘Discretionary’ Fiscal policy) are changes in government 
expenditure and taxation that do not require legislative approval and does not involve deliberate 
attempts by the government to affect aggregate demand (and consequently aggregate output). 

In a recession or an economic downturn these government expenditures and taxes (known as 
Automatic Stabilizers) automatically increase aggregate demand, thereby moderating the fall in 
aggregate output and incomes. On the other hand, when the economy is experiencing rapid 
economic growth or an economic boom, these government expenditures and taxes automatically 
reduce aggregate demand, thereby moderating the rise in aggregate output and incomes (which 
also helps in containing inflationary pressures or accelerating inflation). 

Essentially, Automatic Stabilizers boost aggregate demand when an economy is slowing down 
or is in a recession and restrain aggregate demand when an economy is growing very rapidly or 
is booming. 
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Since Automatic Stabilizers do not require legislative approval, they can take effect 
immediately (unlike ‘discretionary’ fiscal policy that is often subject to considerable lags or 
delays) and are part of existing economic programs of a government. Further, it might be noted 
that these Automatic Stabilizers result in an increase in the budget deficit in times of an 
economic downturn, slowdown or a recession and result in a lower budget deficit when an 
economy experiences a phase of rapid growth or economic boom.  

Examples of Automatic Stabilizers are progressive income tax and government transfer 
payments such as unemployment insurance, food stamps etc. These Automatic Stabilizers help to 
reduce or moderate the volatility of short run fluctuations in economy activity (i.e. business 
cycles) in an economy and avoid booms and busts in economic activity.  

A. Example: Income Tax 

For example, when an economy slows down or is in a recession, incomes fall and more people 
fall into a lower income tax bracket (resulting in a smaller portion of income paid as tax). As a 
result, consumer spending is more stable, rather than falling drastically, which in turn helps to 
moderate or mitigate the fall in demand and output in the economy. In the absence of such an 
automatic stabilizer, consumer spending is likely to fall more rapidly and consequently the 
economic downturn or recession is likely to be more severe.  

Note, in such an economic scenario, government revenues from income tax fall as more people 
fall in a lower tax bracket (as stated above) and there is higher unemployment in the economy.  

On the other hand, when an economy witnesses rapid growth or an economic boom, more 
people fall into a higher income tax bracket (resulting in a larger portion of income paid as tax) - 
which helps to moderate or restrain the rise in demand and output and consequently helps to 
restrain the frenetic pace of growth and contain inflationary pressures or accelerating inflation (to 
an extent).   

Note, in such an economic scenario, government revenues from income tax rises as more people 
fall into a higher tax bracket and there is lower unemployment in the economy. 

B. Example: Unemployment Insurance 

For example, when an economy slows down or is in a recession, unemployment insurance 
automatically increases as more people are out of jobs - as a result, disposable income of 
households is not completely dependent on the level of output and consequently consumer 
spending tends to be more stable over the business cycle and demand and output tend to exhibit 
lower volatility (when compared to a situation where there is no unemployment insurance).  

In other words, due to an automatic increase in unemployment insurance in an economic 
downturn or a recession (which results in injecting extra demand into the domestic spending 
flow), fall in demand and output is cushioned or less pronounced, which in turn helps prevent a 
more severe economic slowdown or a deeper recession.  

Note, in such an economic scenario, the government budget deficit tends to rise due to lower 
revenues from income tax and higher government expenditure (as a result of an increase in 
unemployment insurance and welfare payments such as food stamps etc.).  
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On the other hand, during a phase of rapid growth or an economic boom, unemployment 
insurance automatically falls as there is a fall in unemployment – as a result, government spends 
less on unemployment insurance and other welfare benefits and this helps in moderating or 
restraining growth of demand and output and consequently helps to restrain the frenetic pace of 
growth and contain inflationary pressures or accelerating inflation (to an extent).   

Note, in such an economic scenario, the government budget deficit tends to be lower due to 
higher revenues from income tax and lower government expenditure (as a result of lower 
unemployment insurance and welfare payments such as food stamps etc.).   

Next, another example of an automatic stabilizer is taxes on corporate profits. During 
periods of rapid growth or an economic boom, firms pay substantially more tax on their 
profits as a result of earning higher profits and this tends to restrain demand, output and incomes 
and helps moderate growth. On the other hand, during an economic downturn or a recession, 
firms pay significantly lower tax on their profits due to lower or falling profitability and this 
tends to moderate the fall in demand, output and incomes and helps to reduce the severity of the 
economic downturn or recession.      

A.6 Sources of Financing Government Budget/Fiscal Deficit 

Given below is a brief explanation of the two sources of financing a budget/fiscal deficit: 
Market Borrowing and Money Creation.  

1. Market Borrowing 

A government runs a budget deficit when government expenditure exceeds government revenue. 
In order to finance the budget deficit, a government has the option to resort to market borrowing 
by issuing government securities of varying maturities to institutional investors. For example, a 
government can raise funds from the market by issuing Treasury bills with a maturity of up to 
one year or by issuing long term government bonds with a maturity of up to 50 years (with the 
average maturity of such bonds being between 5-10 years in many countries) to institutional 
investors. It might be noted that such borrowing from the market adds to public debt or what is 
commonly called government debt. 

Essentially, the important point to note here, in terms of the short term aggregate demand 
management role of fiscal policy, is that governments frequently run a budget deficit (i.e. excess 
of government expenditure over government revenue) to stimulate aggregate demand when an 
economy faces an economic slowdown or a recession (i.e. when the economy is operating far 
below its full capacity and there is existence of a massive or large ‘negative’ output gap) and 
consequently have to borrow from the market.       

An important point worth mentioning here is that if a government has a high or rising budget 
deficit (which leads to higher government debt), it will have to resort to more market borrowing, 
which is likely to drive up domestic interest rates and result in some or significant ‘crowding’ out 
of private investment. Such ‘crowding’ out in turn is likely to reduce the expansionary effect of 
fiscal policy on aggregate output. Further, higher government borrowing from the market may 
lead to firms and households’ anticipating or expecting higher taxes in the near future, which 
may result in lower current consumer spending and investment spending by firms and 
consequently reduce the rate of GDP growth.  



Fiscal Policy  Module 8 

 

 

Page 199  © 2014 | Macroeconomics School 

 

Given below are some very important reasons why governments should avoid high and 
rising budget deficits (which increases or leads to higher government debt), which 
invariably lead to higher market borrowing.  

 High and rising budget deficits result in sharp increases in government borrowing from the 
market and lead to higher domestic interest rates (which in turn leads to some or substantial 
‘crowding’ out of private investment – depending on the state of the economy) and also to 
higher government debt (which increases the debt servicing burden of the government). 
Note, Debt in time period t = Debt in time period t-1 + Budget deficit in time period t-1.  

 High or rising budget deficits may result in the government being forced to offer higher and 
higher rates of interest to attract institutional investors who buy such debt – leading to 
increased government expenditure on interest payments, which in turn further worsens the 
budget deficit (as the government has to spend more and more each year  on debt servicing).      

 Rising government debt (due to high and rising budget deficits) results in increasing amount 
of government tax revenue going just towards making interest payments on outstanding debt. 
This leaves lesser and lesser amount of money available for expenditure on productive 
government investment (for example, on infrastructure) and other government programs, 
which impedes private investment, capital formation and retards economic growth. Further, 
inadequate government and private investment tends to fuel inflationary pressures in the 
economy as supply does not keep pace with demand in a growing economy.  

 Rising government debt (due to high and rising budget deficits), which leads to an increasing 
amount of government revenue being impounded for interest payments on outstanding debt, 
may leave the government with no option but to raise taxes to finance government 
expenditure on any program. If taxes are raised, it would tend to dampen consumer spending 
and consequently lower aggregate demand and output. 

Having stated the above, it must be pointed out that the ability of a government to raise 
taxes will depend largely on how fast the economy is growing. If the economy is witnessing 
a prolonged period of anemic or low growth due to deficiency or lack of adequate demand, it 
would be very difficult for the government to raise taxes, and the inability to do so will 
further compound the problems of the government with reference to managing public 
finances and confidence of institutional investors who invest in its (government) debt.    

High and rising budget deficits and increasing government debt fuels fears among foreign 
institutional investors in government debt about the ability of the government to meet their 
debt repayments – which can lead to higher borrowing costs for the government (i.e. rising 
yields on government debt) if these investors demand higher yields on such debt to 
compensate for the risk of government default on the same. If this happens, the government 
will face an increasing burden of interest payments on outstanding debt, which will result in 
worsening of public finances. The worst scenario is when government tax revenues are not 
sufficient each year and the government has to borrow from the market just to pay interest on 
outstanding debt.   
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Next, rising yields on government debt (such as 10 year government bonds) also lead to a 
rise in other long term debt rates - such as mortgage rates, which are closely linked to such 
yields - and tend to lower demand for housing, which in turn adversely affects related 
consumer spending (for example, on furniture, household appliances etc.) and pace of growth 
of GDP.   

 If government debt (as a % of GDP) rises to a level that institutional investors consider 
unsustainable or exorbitant, then they might become very reluctant or may not be willing to 
lend to the government to finance its expenditures, which would  severely limit or inhibit the 
ability of a government to borrow funds from the market. This can be incredibly worrying, 
particularly if the economy is in a recession or is facing a protracted economic slowdown and 
the government wants to undertake a massive government expenditure programme - to 
stimulate aggregate demand and take the economy out of the recession or a protracted 
economic slowdown – on to a path of economic recovery.This is because the government 
would find it very difficult or impossible to increase government expenditure to counter 
recessionary conditions or a protracted economic slowdown, rising unemployment and 
plunge in consumer and investment demand and consequently the economy is likely to face 
a more severe recession or a more prolonged economic slowdown (accompanied by rapidly 
rising unemployment) – which would further weaken government finances, due to higher 
government expenditure (on account of higher unemployment insurance and welfare 
payments) and lower tax revenues.  

In such an economic scenario, monetary policy alone is usually not powerful enough or 
potent enough to jump start or kick start the economy. Even if the central bank in such a 
scenario slashes or reduces its official ‘policy’ rate to near zero levels to stimulate aggregate 
demand, it is unlikely to resuscitate or revive the economy on its own (due to the marked 
drop in consumer confidence and business confidence and the uncertain macroeconomic 
outlook - which gives rise to increasing pessimism about future expected disposable incomes, 
employment prospects and profitability of investments). Consequently, demand conditions in 
the economy are likely to remain woefully weak or subdued for an extended period of time. 

 Persistently high budget deficits can lead to a downgrade of a country’s sovereign rating and 
consequently increase the cost of borrowing (from the market) for the government.    

 Persistently high budget deficits result in higher real interest rates and lower economic 
growth in the long run. Further, lower the growth rate and higher the real interest rates in an 
economy, higher will be the budget deficit and consequently higher will the government debt 
(as a % of GDP) – with all its adverse economic consequences; higher inflation, lower 
growth, more macroeconomic volatility and higher unemployment.      

 Persistently high budget deficits are a very important source of rising inflation in an 
economy.  

Due to all the reasons stated above, it must be clear why budget deficits must be bought 
under control and kept at prudent levels.  
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2. Money Creation 

If a government cannot borrow from the market because no one is willing to lend to them or 
there is a shortage of lenders, maybe because the government has been running persistently high 
budget deficits (as a % of GDP) and unsustainably high levels of government debt (as a % of 
GDP), then the only way the government can finance its budget deficit is by creation of new 
money (i.e. by obliging the central bank of the country to purchase government bonds, which 
leads to creation of new money), which is known as ‘monetizing’ the budget deficit.  
The unfortunate part of ‘monetizing’ the budget deficit is that it leads to high inflation and 
the experience of various countries in the past with such money creation is that it results in very 
high and variable rates of inflation and poor macroeconomic performance (with adverse 
consequences for the labour market in terms of higher unemployment).  

Essentially, when a government resorts to borrowing from the central bank (i.e. by obliging the 
central bank of the country to purchase government bonds) to finance its budget deficit, which 
leads to ‘creation’ of new money as stated above, it causes a larger expansion in money supply 
(via the process of the money multiplier) and consequently results in  higher inflation, which in 
turn leads to higher inflation expectations (and consequently demand for higher wages - that can 
lead to a wage-price spiral in the economy) and a further rise in the budget deficit.  

It might be noted that a rapid or excessive expansion or growth in money supply is the ultimate 
cause of persistent, accelerating and variable inflation in an economy and invariably results in 
poor macroeconomic performance (along with higher unemployment).  

An important point worth mentioning here is that if a government resorts to ‘monetizing’ the 
budget deficit, then there is no ‘crowding’ out of private investment. Consequently, the 
expansionary effect of an increase in government expenditure on aggregate output will be larger 
or greater when the government ‘monetizes’ its budget deficit, than when such expenditure is 
financed through market borrowing. Having said this, it must be remembered that ‘monetizing’ 
the budget deficit is a powerful source of inflation (which can be difficult to control) and 
therefore, it is not recommended or advisable to use this method to boost economic activity in an 
economy.    

A.7 Interaction of Monetary Policy and Fiscal Policy 

The effectiveness of fiscal policy in stabilizing short run fluctuations in economic activity and 
boosting aggregate output in an economy can be enhanced by proper coordination with monetary 
policy. Further, proper coordination between monetary policy and fiscal policy is also important 
because monetary policy affects the capacity of a government to finance its budget deficit by 
influencing the cost of debt servicing. 

Provided below are two examples of the interaction of monetary policy and fiscal policy in 
an economy.  

Example 1  

If an economy is growing moderately and policy makers want to enhance the rate of growth of 
GDP, then a combination (policy mix) of expansionary fiscal policy and expansionary monetary 
policy can be designed for this purpose.   
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Such a policy mix could have a more powerful positive effect on aggregate demand and 
consequently lead to a larger increase in aggregate output than if only expansionary fiscal policy 
(through an increase in government expenditure) is used or implemented for this purpose. This is 
because expansionary monetary policy may prevent domestic interest rates from rising and this 
in turn will prevent any ‘crowding’ out of private investment and exports (due to a rise in 
government expenditure, which without expansionary monetary policy, would have led to a rise 
in domestic interest rates).  

Example 2 

If an economy is operating at full capacity, due to a recent intensive period of strong GDP 
growth, and inflation is rising very rapidly, then policy makers may opt for a policy mix of  
contractionary fiscal policy (i.e. for example, reduction in government expenditure or a 
combination of reduction in government expenditure and hike in taxes) and contractionary 
monetary policy to dampen aggregate demand, in order to moderate growth (i.e. moderate GDP 
growth) and bring down inflation to a level considered desirable or tolerable by policy makers.   

Such a policy mix could have a more powerful (or marked) downside effect on aggregate 
demand and consequently moderate growth more effectively and bring down inflation more 
rapidly than if only contractionary fiscal policy (through an increase in government expenditure) 
was used or implemented for this purpose. This is because in addition to contractionary fiscal 
policy (which dampens aggregate demand), the use of contractionary monetary policy, by 
leading to a rise in domestic interest rates, is likely to significantly dampen private investment 
and exports (as higher domestic interest rates might lead to a capital inflow into the economy and 
result in the appreciation of the domestic currency vis-à-vis foreign currency – making the 
country’s exports more expensive for foreigners and consequently leading to a fall in demand for 
the same) and therefore the judicious use of such a policy mix could have a more powerful (or 
marked) downside effect on aggregate demand than if only contractionary fiscal policy is used 
for such a purpose.   

It might be noted that a marked slowdown in aggregate demand results in production cut backs 
by firms, rising unemployment (and consequently reduced wage pressures), lower prices of raw 
materials, commodities and other inputs used in the production process and lower real estate 
costs (due to lower demand for the same relative to supply) – which in turn helps to bring 
down the rate of inflation in an economy and keep it in check or under control.     

A.8 Concluding Remarks on Fiscal Policy 

Monetary policy and fiscal policy are the two macroeconomic policy tools that are used to 
stabilize an economy and affect (dampen or stimulate) economic activity in the short run 
(through management of aggregate demand). 

Further, during the recent global financial crisis of 2008-2009 and its aftermath, ‘discretionary’ 
fiscal policy and coordination of monetary and fiscal policies have assumed tremendous 
significance for the purpose of macroeconomic stabilization and boosting economic activity in 
many countries across the globe.  

 

 



Fiscal Policy  Module 8 

 

 

Page 203  © 2014 | Macroeconomics School 

 

This global financial crisis has demonstrated that a massive fiscal stimulus (i.e. expansionary 
‘discretionary’ fiscal policy) and coordination of monetary and fiscal policies is an imperative 
for economic recovery and stabilization when economies are in deep recession (i.e. in unusual 
times) and that conventional monetary policy (for example, lowering of the official ‘policy’ rate 
by a central bank to near zero levels or reducing this rate sharply or drastically to stimulate 
aggregate demand) is virtually impotent or powerless on its own in staving of a collapse in 
aggregate demand or in reviving an economy which is mired in deep recession.  

During the global financial crisis, huge ‘discretionary’ fiscal stimulus packages were designed in 
many countries (developed and emerging economies) across the globe,  particularly in developed 
countries such as the US, EU, UK etc. to avert an economic collapse due to the massive or huge 
negative demand shock to these economies from the global financial markets.           

Without massive ‘discretionary’ fiscal stimulus packages and coordination of fiscal and 
monetary policies, many economies across the globe (particularly developed economies) might 
have gone into a deeper recession or a depression, as such a shock (global financial crisis) could 
have led to a protracted and massive retrenchment in consumer spending and investment 
spending by firms and possible collapse of global trade for a prolonged period, which in turn 
might have resulted in soaring unemployment, deflation and economic collapse in many 
countries.  

Having stated the above, three points are worth noting with reference to fiscal policy as a 
tool of aggregate demand management in the short run: 

 Fiscal policy can be a very important tool for macroeconomic stabilization, affecting 
economic activity and countering external shocks to aggregate demand in an economy. 
Further, when massive external shocks (such as the recent global financial crisis, large 
fluctuations in exchange rates due to increasing volatility of capital flows and sudden shifts 
in the same, unexpected rise in or surge in international oil prices etc.) cause severe 
disruption in domestic economic activity and rising or soaring unemployment and monetary 
policy is virtually powerless or impotent to revive the economy on its own, then 
expansionary fiscal policy is crucially required to prevent the severe disruption in economic 
activity from getting worse and for getting the economy back on track.           

However, in more normal times, monetary policy has gained eminence over fiscal policy 
and it is widely believed that monetary policy should be used as the primary tool of 
macroeconomic stabilization and to affect aggregate demand (hence economic activity) in the 
short run, as it is far quicker or expeditious to implement than fiscal policy (due to its 
implementation problems resulting from presence of long lags) and also due to the fact that 
the effect of fiscal policy on aggregate output in the short run is largely dependent on the size 
of fiscal policy multipliers and the prevailing state of the economy. 

If the size of the fiscal policy multipliers in an economy is not large enough (or small) or the 
prevailing state of an economy is not conducive for the use of fiscal policy, then the use of 
fiscal policy could result in insufficient macroeconomic stabilization and a very small or 
even insignificant change in aggregate output.     

 Governments use fiscal policy, which is implemented through changes in government 
expenditure and/or taxes, to alter both the magnitude and pattern of aggregate demand in the 
short run, in order affect economic activity and stabilize an economy.  
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However, due to the presence of certain policy lags, changes in fiscal policy can actually 
aggravate short run fluctuations in economic activity (i.e. business cycles) rather than 
stabilize an economy and therefore many economists believe that fiscal policy has little 
potential to stabilize an economy and prefer the use of monetary policy for such purposes. 

Having stated the above, we believe that in an era of greater macroeconomic volatility and 
uncertainty, coordination of monetary and fiscal policy is very important for the purpose of 
macroeconomic stabilization and for affecting economic activity in an economy in the short run, 
and though monetary policy should be used as the primary tool for macroeconomic stabilization, 
yet fiscal policy (in coordination with monetary policy) remains a powerful macroeconomic 
policy tool for macroeconomic stabilization and for affecting  economic activity in an economy 
in the short run. Further, fiscal policy can be particularly useful in certain circumstances:         

- When the domestic economy has been hit by a major demand shock (such as a global 
financial crisis etc.) resulting in a huge ‘negative’ output gap and risk of deflation. 

- When domestic monetary policy is highly accommodative, an increase in government 
expenditure (to boost aggregate output) might not lead to an increase in domestic interest 
rates and therefore ‘crowding’ out of private investment and exports will be prevented. As a 
result of this, fiscal policy is likely to be highly effective in enhancing aggregate output.    

- If banks are highly unwilling to lend to firms and households in an economy, due to a credit 
crunch or for any other reason, or become very stringent in providing credit to them (due to 
fear of higher defaults on loans), then there would be a larger number of credit-constrained 
households and firms in the economy and this is likely to make fiscal policy more effective in 
raising or increasing aggregate demand and output. 

 If a government is unable to borrow sufficiently from the markets (due to running 
persistently high budget deficits (as a % of GDP) and consequently high government debt (as 
a % of GDP)) to finance an increase in government expenditure up to the extent that it wishes 
to and is also constrained or limited by insufficient tax revenues, then the effectiveness of the 
smaller fiscal stimulus (through a smaller increase in government expenditure) in bringing 
about an expansion in aggregate output will depend crucially on the size of the 
Expenditure Multiplier (i.e. the first Fiscal Policy Multiplier).      

 
 

End of this module  
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Exchange Rates and Balance of Payments 

The focus of this module is on key concepts related to the external sector, which includes 
balance of payments and exchange rates. It’s imperative to understand what balance of payments 
and exchange rates mean, as significant changes in the same can have a potent (and often 
disruptive) influence or impact on aggregate economic activity (GDP), inflation, interest rates, 
unemployment, corporate profits, business confidence, consumer confidence and the 
macroeconomic performance and stability (including financial stability) of a country. 

Background 

Economies across the globe are increasingly integrating with each other in an era where 
globalization is on the ascendant, through increased openness to international trade (as reflected 
in the increase in the ratio of international trade (imports and exports) to GDP (i.e. aggregate 
output - Y)) and foreign direct investment (that boosts domestic economic activity in the short 
run and also the enhances productive capacity of an economy - which leads to higher economic 
growth in the long run), in order to grow more rapidly and engender greater dynamism in their 
respective economies. Along with such increase in cross-border economic transactions is the 
trend of increasing financial integration and international capital flows across borders (that has 
been growing more rapidly than international trade in recent years  and is increasingly mobile) 
that is leading to more exchange rate volatility (particularly in the short run) that in the past. 

As a result of the aforesaid developments economies across the globe are being exposed to 
greater macroeconomic and exchange rate volatility, which is making macroeconomic 
management and stability more challenging for policy makers and is significantly diluting the 
potency of macroeconomic policy (i.e. monetary policy and fiscal policy) to steer the domestic 
economy in the appropriate direction at the desired pace in the short run. Further, due to such 
developments, short run fluctuations in economic activity in other countries and the global 
economy are increasingly affecting demand for domestically produced goods and services, with 
important implications for domestic output, employment, inflation, consumption and investment 
activity and related growth rates.  

Having stated the above, its important to note that the extent to which the external economic 
environment influences economic activity or the macroeconomic performance of any economy 
in the short run and its economic outlook depends vitally on the prevailing exchange rate regime 
(broadly categorized as fixed or  flexible exchange rate regime – explained later in the module), 
size or ratio of the country’s international trade to GDP, rapidity or ease with which capital can 
flow in and out of the country, the country’s inflation rate relative to the inflation rates of its 
trading partners, extent of dependence on commodity imports like oil (prices of which can be 
highly volatile), size of current account deficit (as a % of GDP)  and size of fiscal deficit (as a % 
of GDP).                                           

In general, the economic activity or macroeconomic performance of any economy in the short 
run and its economic outlook will be influenced more by the external economic environment, if 
it has a flexible exchange rate regime, high or increasing ratio of international trade to GDP, 
lower capital controls, higher inflation relative to its trading partners, high dependence on 
commodity imports (particularly oil), high or unsustainable current account deficit (as a % of 
GDP) and/or high or unsustainable fiscal/budget deficit (as a % of GDP).           



Exchange Rates and Balance of Payments  Module 9 

 

 

Page 206  © 2014 | Macroeconomics School 

 

Having stated the above, the general trend of increasing influence of the external economic 
environment on economic activity or macroeconomic performance of an economy (developed or 
developing) in the short run and its economic outlook makes it imperative to be aware of 
various key concepts related to the external sector.     

A. Balance of Payments 

The Balance of Payments (BOP) is a record of all the economic transactions (stated in the 
domestic currency) that takes place between a country and the rest of the world (i.e. between 
residents of the domestic economy and the rest of the world) in a specific period of time, usually 
a quarter or a year. Such records (BOP) provide us with a framework for assessing any country’s 
international economic relationships and its relative strength and competitiveness in the global 
economy. 

The balance of payments records of a country include its economic transactions with the rest of 
the world relating to trade (i.e. export and import) in goods and services, income (labour and 
investment income), unilateral transfers, international capital flows (capital inflow and capital 
outflow) and official transactions of the country’s central bank and government with other 
central banks and governments in a specific period of time, usually a quarter or a year. 

Having stated the above, it might be noted that the balance of payments statement has a 
double entry system. It has two sides (credit and debit) in which financial flows (i.e. receipts 
and payments) arising out of a country’s economic transactions with the rest of the world are 
recorded.  

The credit side records receipts (i.e. foreign currency inflow) received by the domestic 
economy from foreigners on account of payment for exports of goods and services, transfer 
receipts (such as  remittances, donations, gifts, pensions etc.), investment income (dividend, 
interest, royalties etc.) from assets abroad, labors income received by residents of the domestic 
country working abroad, capital inflows on account of foreign investments (i.e. purchase of 
domestic financial assets by foreigners  and foreign direct investment) in the domestic economy 
and foreign currency borrowings. All the above are sources of foreign exchange as they lead 
to an inflow of the same. 

The debit side records payments (i.e. foreign currency outflow) made to foreigners on 
account of imports of goods and services, transfer payments, labour income paid to residents of a 
foreign country working in the domestic economy, payment of investment income (dividend, 
interest, royalties etc.) to foreign owners of domestic assets, capital outflows on account of 
investments (i.e. purchase of foreign financial assets by domestic residents and direct investment 
abroad by domestic firms) and lending activities abroad (by domestic residents). All the above 
are uses of foreign exchange as they lead to an outflow of the same. 

Having stated the above, the balance of payments statement of a country is mainly divided 
into the current account and the capital account. 
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A.1 Current Account  

The current account records all economic transactions of a country with the rest of the world  
relating to trade in goods and services, income (labour and investment income) receipts and 
payments and unilateral transfers (receipts and payments) in a specific period of time, usually a  
quarter or a year.  

Consequently, the current account balance (CAB) of a country consists of net exports (i.e. 
trade in goods and services – also called the ‘Trade Balance’) + net income (labour and 
investment income) + net unilateral transfers.    

It might be noted that trade (exports and imports) in goods and services is typically the largest 
component of the current account and the difference between value of exports and value of 
imports is known as the ‘Trade Balance’ (i.e. Net Exports (X–M)). A country has a trade 
deficit if the value of imports is more than the value of exports and has a trade surplus if the 
value of exports is more than the value of imports.    

Next, if a country has a current account deficit (i.e. where the current account balance is 
negative), it is clearly spending more than what it is earning. In other words, a country has a 
current account deficit when the sum of the trade balance + net income (labour and investment 
income) + net unilateral transfers is negative (i.e. less than zero).  

If a country has a current account deficit, it can be financed primarily through selling of domestic 
financial assets (domestic government and corporate bonds, equities and other forms of financial 
assets) to foreigners (known as foreign portfolio investment), foreign direct investment and 
borrowing from foreigners.   

The ideal way to fund a current account deficit is through foreign direct investment (which are 
long term capital inflows). Funding of current account deficit through foreign portfolio 
investments i.e. through selling of domestic financial assets to foreigners (which are short term 
capital flows that can be highly volatile) or through borrowing from foreigners is not the best 
way to fund a current account deficit, as these types of capital flows can sometimes threaten 
exchange rate stability and consequently adversely impact the macroeconomic stability of a 
country.     

Next, it might be noted that if a country has a large current account deficit, it reflects loss of that 
country’s international competitiveness relative to its trading partners. 

If a country has a current account surplus (i.e. where the current account balance is 
positive), it is clearly spending less than what it is earning i.e. a country has a current account 
surplus when the sum of the trade balance + net  income (labour and investment income) + net 
unilateral transfers is greater than zero (i.e. positive).     

A country having a current account surplus uses its foreign exchange reserves to purchase 
foreign financial assets (i.e. foreign government and corporate bonds, equities and other forms of 
financial assets), directly invest abroad (outward direct investment) or lend abroad to other 
countries to finance their current account deficit. 
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It must be noted that current account transactions do not include capital flows relating to 
purchasing and selling of assets, foreign direct investment and direct investment abroad,  
borrowings (i.e. foreign currency borrowings) and lending activities abroad (by domestic 
residents) or capital flows relating to any other international economic transactions. Such 
transactions are recorded in the capital account (explained in the following page). 

A point worth noting here is that a country’s current account deficit also reflects that its national 
savings (S) are insufficient or inadequate to fund or is lower than its domestic investment (I) 
requirements i.e. S<I. Therefore, it needs to borrow abroad (i.e. use savings of other countries) to 
bridge this gap. National savings (S) include savings by the private sector (Sp) and the 
government sector (Sg).  

A.2 Capital Account  

The capital account records all capital transactions of a country with the rest of the world relating 
to purchasing and selling of assets, foreign direct investment and direct investment abroad, 
borrowing (i.e. foreign currency borrowing) and lending activities abroad (by domestic residents) 
and capital flows relating to any other international economic transactions in a specified period 
of time, usually a quarter or a year. Consequently, the capital account balance of a country 
consists of or measures net flows of capital (i.e.net capital flows) between it and the rest of the 
world - relating to the aforesaid types of capital transactions. To put it simply:    

Capital account balance = capital inflows - capital outflows 

If the capital account of a country is in surplus, it means that capital inflows are greater than 
capital outflows. On the other hand, if the capital account of a country is in deficit, it means 
that capital outflows are greater than capital inflows.  

Next, an important point worth noting here is that there is a relationship between the 
current account and the capital account of the balance of payments records of a country. 
The capital account is largely the counterpart or the mirror image of the current account. This 
means: 

If a country has a current account deficit, then the deficit has to be financed by attracting capital 
inflows mainly through sales of domestic financial assets to foreigners i.e. foreign portfolio 
investment (in excess of purchase of foreign financial assets by domestic residents), foreign 
direct investment or borrowing from foreigners. In other words, if a country has a current 
account deficit then it has to be ‘balanced’ by a capital account surplus.    
And  

If a country has a current account surplus then it has to be ‘balanced’ by a capital account 
deficit i.e. the country uses its foreign exchange reserves to purchase foreign financial assets (in 
excess of purchase of domestic financial assets by foreigners), directly invest abroad or lend 
abroad to other countries to finance their current account deficit. 

In essence, a key aspect about the balance of payments is that the current account and the capital 
account should balance (i.e. capital account transactions should match current account 
transactions).  

Balance of Payments = Current Account + Capital Account = 0 
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In other words, the sum of the current account and the capital account should be zero 
(consequently, the sum of the balance of payments should be zero). 

However, in reality, due to several reasons, current account transactions and capital account 
transactions do not match perfectly and consequently they don’t add up to zero. Therefore, a 
balancing item, known as ‘Statistical discrepancy’ is added, so that the sum of the current 
account and capital account is equal to zero.     

Having stated the above, the key point to note is that:   

A country that has a current account deficit is essentially borrowing money from foreigners to 
finance its current account deficit and this is why it has a capital account surplus. 

A country with a current account surplus is essentially lending money to other countries to 
finance their current account deficit and this is why it has a capital account deficit.  

Having briefly explained the current account and the capital account of the balance of 
payments records of a country, three points are worth mentioning: 

First, if a country has a large current account deficit, due to decline in international 
competitiveness and relatively higher inflation than its trading partners, then the size of the 
current account deficit can be reduced if the country adopts a flexible exchange rate system. This 
is because a depreciation of the domestic currency vis-à-vis foreign currencies makes exports 
cheaper and imports more expensive, which in turn enhances the demand for exports and reduces 
the demand for imports – thereby leading to a gradual reduction in the size of the current 
account deficit  

It might be noted here that currency depreciation up to an extent can help lower the current 
account deficit. If there is very significant currency depreciation, it can lead to significant capital 
outflows from the country and result in higher domestic inflation - which in turn can even 
worsen the current account deficit. Further, the beneficial effect of currency depreciation on the 
current account deficit depends substantially on the price elasticity of demand for exports and 
imports (the concept of price elasticity of demand for exports and imports has been explained on 
page 222). 

Second, if a country has not adopted a flexible exchange rate system, then in order to reduce a 
large current account deficit it will have to reply on deflationary policies to regain international 
competitiveness. But such policies tend to have serious and protracted downside effects on 
domestic economic growth and employment generation (with adverse implications for public 
finances). 

Third, the size of the current account deficit of a country is an important indicator of its 
macroeconomic stability, in addition to the size of the fiscal deficit and rate of inflation. These 
three indicators of macroeconomic stability of a country also tend to have an important influence 
on the exchange rate. A country which has a large current account deficit and high fiscal deficit 
and inflation tends to face more exchange rate volatility or instability, which in turn endangers 
macroeconomic stability and domestic economic growth.  
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In the present context, due to rising economic interdependence between countries across the 
globe and volatility of capital flows – which are exposing economies to more macroeconomic 
instability - it is imperative for economies to have sustainable current account and fiscal deficits 
and low and stable inflation.        

B. Exchange Rates 

When individuals travel internationally, make purchases, get educated or enter into any kind of 
commercial transactions abroad or when domestic firms need to make various kinds of 
purchases/investments/debt repayments abroad or send their executives for business or leisure 
overseas or domestic investors want to invest in the assets (financial or real) of other countries, 
they need foreign exchange to carry out these activities. For which, they need to exchange a 
certain amount of domestic currency in return for the foreign currency at the prevailing exchange 
rate from a foreign exchange dealer. 

For example, if you reside or live in UK (domestic economy) and were going to the US (abroad) 
and require US dollars, then you need to know how many pounds i.e. British pounds (domestic 
currency) can you currently exchange for 1 US dollar (foreign currency) i.e. how much is the 
pound worth in terms of the US dollar now.  

If the current or prevailing exchange rate (which shows how much is the value of the pound 
currently in terms of the US dollar or the rate at which the two currencies can be exchanged 
when you go to a foreign exchange dealer) is 10 pounds for 1 US dollar, then you have to give 
up 10 pounds to buy or purchase 1 US dollar. 

Basically, when we refer to exchange rates, we are usually talking about the price at which 
one currency trades for another in the foreign exchange market i.e. we are talking about 
nominal exchange rates.  

Often consumers and firms wish to know the nominal value (i.e. nominal exchange rate) of their 
(domestic) currency vis-à-vis other major currencies (such as the US dollar, Euro, Yen and the 
British Pound). Further, firms also wish to know the nominal value of their (domestic) currency 
vis-à-vis currencies of their country’s trading partners as they engage in international trade.     

It might be noted that the nominal exchange rate between the domestic currency and the foreign 
currency or any two currencies depends (in a flexible exchange rate system – which will be 
explained later) largely on the demand for and supply of these currencies in the foreign 
exchange market. Further, the main sources of demand for and supply of domestic and foreign 
currencies in the foreign exchange market are international trade and capital flows (the principal 
determinants of international trade and capital flows have been stated on pages 220 to 222).  

Having stated the above, it’s important to know the meaning of currency appreciation and 
depreciation at the outset. 

Let’s take the above mentioned example; if after a few days you read in the newspapers or go 
to a foreign exchange dealer and find that the exchange rate (i.e. nominal exchange rate) between 
the two currencies has changed i.e. the exchange rate is now 15 pounds (instead of 10 pounds) 
for 1 US dollar, then this would mean that you have to now pay 5 more pounds for each US 
dollar.  
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In other words, the US dollar has become more expensive in terms of the pound. In economics 
terminology we say that the pound (domestic currency) has depreciated against the US dollar 
(foreign currency) or alternatively the US dollar has appreciated against the pound. 

On the other hand, if the exchange rate changes to 8 pounds (instead of 10 pounds) for 1 US 
dollar, this would mean that you have to now pay 2 pounds less for each US dollar. In other 
words, the US dollar has become cheaper in terms of the pound. In economics terminology we 
say that the pound (domestic currency) has appreciated against the US dollar (foreign currency) 
or alternatively the US dollar has depreciated against the pound. 

Next, a point worth mentioning here with reference to currency depreciation and appreciation is 
that if the pound (domestic currency) depreciates against the US dollar (foreign currency), then 
goods and services produced in the US will become more expensive for UK residents - which 
will lead to lower demand for the same (i.e. UK residents’ demand for imports from the US 
will go down). On the other hand, if the pound (domestic currency) appreciates against the US 
dollar (foreign currency), then goods and services produced in the US will become cheaper for 
UK residents - which will lead to higher demand for the same (i.e. UK residents’ demand for 
imports from the US will go up). 

Similarly, if the pound (domestic currency) depreciates against the US dollar (foreign currency), 
then goods and services produced in the UK will become cheaper for US - which will lead to 
higher demand for the same (i.e. US residents’ demand for imports from the UK will go up). 

On the other hand, if the pound (domestic currency) appreciates against the US dollar (foreign 
currency), then goods and services produced in the UK will become more expensive for US 
residents - which will lead to lower demand for the same (i.e. US residents’ demand for 
imports from the UK will go down).  

Having stated the above, let us turn to the two major classifications of exchange rate 
systems in the world. 

B.1 Exchange Rate Systems 

The two major classifications of exchange rate systems are the flexible and fixed exchange rate 
systems. In this module and course, the focus is primarily on the flexible exchange rate 
system as the main currencies of the world (US Dollar, British Pound, Japanese Yen and Euro) 
today operate under the flexible exchange rate system and float independently against each other. 
Further, an increasing number of countries are adopting such a system due to various reasons. 
Moreover, the majority share of global economic activity occurs in countries that have adopted 
the flexible exchange rate system.  

In a flexible exchange rate system (i.e. floating exchange rate system) market forces of demand 
and supply largely determine the exchange rate between any two currencies (for example, value 
of the US dollar vis-à-vis the British Pound), subjecting it to considerable fluctuations 
(particularly in the short run) which tend to be unpredictable or unexpected. 

 

 

 



Exchange Rates and Balance of Payments  Module 9 

 

 

Page 212  © 2014 | Macroeconomics School 

 

Graph: Exchange rates - Demand and Supply (Flexible Exchange Rate System)  
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The graph above demonstrates that it is demand and supply (i.e. intersection of the demand and 
supply curves) that determines the market exchange rate (R1) between any two currencies (i.e. 
the nominal exchange rate between any two currencies) under a flexible exchange rate system. 

It might be noted that considerable fluctuations in the exchange rate can have many adverse 
implications for an economy, such as lower economic growth, high and volatile inflation and 
higher unemployment. As a result, policy makers prefer that exchange rate fluctuations are not 
subject to wild swings or undue volatility.  

For example, if the currency of a country witnesses an unexpectedly large depreciation and the 
share of imports in domestic consumption and the trade to GDP ratio of that country is high, then 
imports, which become much more costlier (as a result of the unexpectedly large currency 
depreciation), will have a greater pass through to domestic producer and consumer prices – that 
could result in a significant rise in domestic inflation rates. This in turn is likely to adversely 
affect aggregate demand and output and consequently employment (as higher domestic inflation 
is likely to lead to higher domestic interest rates that will dampen private investment (I) and 
consumer spending (C) and consequently result in lower aggregate economic activity).  

A major factor responsible for considerable or large and unexpected fluctuations in exchange 
rates under the flexible exchange rate system over the years has been the dramatic increase in hot 
and volatile capital flows (inflows and outflows) across borders (since the 1990s, consequent 
upon deregulation of financial markets and lowering of capital controls by various countries) 
related to or arising out of financial transactions, which are recorded in the ‘capital account’ of 
the balance of payments of a country i.e. capital flows related to or arising out of sales and 
purchases of domestic and foreign financial assets (such as stocks, bonds and other financial 
assets) by institutional investors.  

Currency dealings arising out of financial transactions have led to a dramatic increase in hot and 
volatile capital flows (worth billions of US$) across borders, as foreign investors can move in 
and out of domestic and foreign financial assets relatively rapidly or easily in search for higher 
returns on their financial investments. Further, if the outlook of any particular economy or 
economies (mostly emerging/developing economies) is gloomy, then foreign investors tend to 
panic and resort to mass selling of financial assets of that particular economy or economies 
(mostly emerging/developing economies) and rush to buy or purchase the financial assets of 
‘safe haven’ countries such as the US, Germany etc. – which are considered to be relatively 
stable and sound.  
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Foreign investors also tend to rush to buy the financial assets of ‘safe haven’ countries and dump 
(i.e. mass selling) the financial assets of countries which are not considered ‘safe haven’ 
economies if the outlook for the global economy is gloomy or there are financial market jitters or 
crisis. Moreover, countries with a high fiscal deficit, high current account deficit, high 
inflation and low GDP growth tend to be most vulnerable to massive capital outflows 
(resulting from dumping of their financial assets by foreign investors) as foreign investors 
become more uncertain or pessimistic about the economic outlook and macroeconomic stability 
of such economies.     

Due to what has just been stated, exchange rates tend to witness large and unexpected 
fluctuations, particularly in the short run and are very difficult to predict.   

It might be noted that unexpected and/or massive inflow of capital into a country can lead to 
significant currency appreciation, which can harm its international competitiveness (as the 
country’s exports become more expensive for foreigners, leading to lower demand for the same) 
and also fuel an unsustainable asset price bubble (for example, stock market and property market 
bubbles) in the economy that can endanger its macroeconomic stability and make it more 
vulnerable to external financial shocks.  

On the other hand, unexpected and/or massive outflow of capital from a country can lead to 
significant currency depreciation, which can harm the economy in various ways – as stated on 
the previous page. Further, the deceleration in aggregate demand and output, due to the 
significant currency depreciation, is likely dampen stock prices and house prices (i.e. dampen 
asset prices), which in turn could compound the economic slowdown as falling asset prices tend 
to adversely affect business confidence, consumer confidence and investor confidence.    

Having stated the above, it must be known that a flexible exchange rate system (i.e. a 
floating exchange rate system) is never ‘fully free’ where exchange rates are purely determined 
by market forces of demand and supply and the central bank never intervenes in order to reduce 
or moderate fluctuations in the exchange rate.  

This is why we had stated at the very beginning that market forces of demand and supply largely 
(not fully) determine the exchange rate between any two currencies in a flexible exchange rate 
system.   

In the ‘real world’ a fully flexible or freely floating exchange rate system in which the central 
bank never intervenes to control the level or variability of the exchange rate is a myth. This is 
because central banks in countries that have adopted this exchange rate system do occasionally 
intervene to influence exchange rates and moderate significant fluctuations or high volatility in 
the same, as such volatility can have serious downside or adverse effect on domestic economic 
activity, trade and capital flows and also exposes the economy to considerable economic and 
financial shocks. 

Even in countries (US, UK, Switzerland, New Zealand, Japan, South Africa etc.) whose 
currencies are on independent float (which is closest to a fully free flexible exchange rate 
system) central banks have occasionally (i.e. exceptionally) intervened to influence exchange 
rates in order to reduce highly destabilizing or excessive fluctuations in the exchange rate 
(though the degree of intervention varies considerably between these countries), with the 
intervention in countries such as UK and Japan being more than in the US.  
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It’s important to note that such official intervention does not have any reference target for the 
exchange rate.  A reference target is one which is an exchange rate policy determined target - 
where a specific level of exchange rate is targeted by the central bank of a country. 

Another major variant of the flexible exchange rate system is the ‘managed float’ system, 
where the exchange rate is also permitted to be largely determined in the foreign exchange 
market (i.e. allowed to float depending on the market forces of demand and supply), yet the 
central bank of a country adopting such a system does intervene from time to time to ensure that 
the exchange rate does not go beyond or fluctuate more than the undeclared official range for the 
exchange rate or to prevent excessive fluctuations in the exchange rate. However, even in a 
‘managed float’ exchange rate system, there is usually no explicit reference target for the 
exchange rate. 

Basically, in a ‘managed’ floating exchange rate system, the exchange rate is also largely 
determined by the market forces of supply and demand, yet central bank intervention takes place 
from time to time (through buying and selling currencies) to moderate or prevent destabilizing or 
excessive fluctuations in the exchange rate – without any explicit reference target for the 
exchange rate. Countries such as Malaysia, Thailand and India have adopted the ‘managed’ 
floating exchange rate system.  

Finally, before ending the topic of flexible exchange rates, it might be worth noting that the 
exchange rate (in a flexible exchange rate system) is also an important channel of transmission of 
monetary policy (please refer to module 7 to understand this point). 

Fixed Exchange Rate System 

Since exchange rates under a flexible exchange rate system are often subject to considerable  
fluctuations or volatility (due to factors such as volatility of capital flows, speculative activities, 
macroeconomic shocks or deviation of the exchange rate from fundamentals) which can 
seriously dampen or disrupt domestic economic activity and trade and also expose the economy 
to considerable economic and financial shocks, some countries have adopted the fixed exchange 
rate system instead of the flexible exchange rate system. 

Examples of countries that have adopted a fixed exchange rate system are Hong Kong, UAE, 
Qatar, Nepal and Namibia. It might be pertinent to mention here that there are different or 
various variants of the fixed exchange rate system.   

A fixed exchange rate system, also known as a pegged exchange rate system ,is one where the 
government or the central bank of a country ties or pegs the country’s currency to either another 
country’s currency or to a basket of other currencies and agrees to maintain the value at that 
level. For example, Hong Kong pegs its currency to the US dollar. 

The key point to note is that the exchange rate under a fixed exchange rate system may be either 
higher or lower than the one determined by the market forces of demand and supply (i.e. the 
equilibrium exchange rate determined by market forces) as the exchange rate under this system is 
set and artificially maintained by official intervention (i.e. by the government or the central 
bank).  
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Further, in a fixed exchange rate system, the central bank intervenes in the foreign exchange 
market so that the exchange rate stays within a very narrow band or close to the exchange rate 
target (which is officially determined and artificially maintained) and uses its foreign exchange 
reserves to ensure the stability of the fixed or pegged exchange rate system. 

For example, if a country fixes its exchange rate against the US dollar (at 5 units of the domestic 
currency for 1 US dollar) and if the demand for the US dollar rises because domestic residents 
want to purchase more US goods (i.e. goods produced in the US economy), then there will be 
pressure for the domestic currency to depreciate (and for the US dollar to appreciate – as more 
US dollars are being demanded for purchase of US goods by domestic residents). To maintain 
the pegged exchange rate, the domestic central bank will sell US dollars in the market (in 
exchange for the domestic currency) - using its foreign exchange reserves - to increase the 
supply of US dollars (in order to prevent its appreciation vis-à-vis the domestic currency). 

On the other hand, if US residents wish to purchase more goods from this country, then there 
will be pressure for this country’s currency to appreciate (and for the US dollar to depreciate) as 
more of its currency is being demanded by US residents to pay for goods produced in this 
country. To maintain the pegged exchange rate, the domestic central bank will buy US dollars in 
the market (in exchange for the domestic currency) which will increase the supply of the 
domestic currency (and prevents its appreciation vis-à-vis the US dollar). 

Essentially, in order to maintain or ensure the stability of the fixed or pegged exchange rate 
system (i.e keep the nominal exchange rate stable) the central bank of a country (which has 
adopted this system of exchange rates) must have sufficient or large amount of foreign exchange 
reserves, in order to manage changes in demand for or supply of the domestic currency vis-à-vis 
foreign currency/currencies arising out of international trade (current account transactions) and 
trade in financial assets (capital account transactions), as it is obligated to keep the exchange 
rate fixed or pegged by agreeing to sell or purchase foreign exchange at all times. 

Having stated the above, the fixed exchange rate system has come under considerable amount 
of criticism in recent years, due to its dismal record historically (though a few countries such as 
Hong Kong have had a successful track record). 

Emerging/developing economies who have adopted such a system of exchange rates have 
unfortunately been involved in major financial crises (for example, the Asian Financial Crisis of 
1997) – which is reflective of the fact that the inexorable power of global financial markets can 
often undermine a country’s resolve to keep the nominal exchange rate stable by fixing or 
pegging its currency to either another country’s currency (such as the US dollar) or to a basket of 
other currencies. 

In a world of ever increasing integration of global financial markets and rising capital flows 
across borders, fixed exchange rate regimes are likely to be more susceptible or prone to 
speculative attacks, devaluations and currency crisis. 

Having familiarized you with the two major or broad types of exchange rate systems, stated 
below are key terminologies and concepts with reference to exchange rates that one should be 
aware of, particularly real exchange rates. 
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B.2 Key Terminologies – Exchange Rates 

Nominal Exchange Rate: is the rate (in money terms) at which one currency (for example, the 
US dollar i.e. US$) is traded for the other (for example, the British pound (£)) at any particular 
time in the foreign exchange market. It is simply the number of units of a currency that can be 
exchanged for a unit of another currency (basically the exchange rate at which you can swap two 
different currencies). An example of nominal exchange rates was provided on page 210. 

Real Exchange Rate: is the nominal exchange rate adjusted for inflation (which is calculated as 
the ratio of the domestic price level to the foreign price level or price level abroad - where the 
latter is converted into domestic currency units through the current nominal exchange rate). So, 
essentially, the real exchange rate can be defined as the nominal exchange rate that takes the 
inflation differentials between countries into account. 

The real exchange rate essentially informs us of what a specified amount of money (say 
US$100) can purchase in one country (for example, in the US) compared with what it can 
purchase in another country (for example, in the UK) i.e. relative cost of goods in different 
economies - when expressed in a common currency. In other words, the real exchange rate 
essentially measures the cost (i.e. price) of foreign goods relative to domestic goods and is 
therefore a measure of the competitiveness of a country’s exports relative to exports of its trading 
partners. 

Formula of Real Exchange Rate 

Q = Pd  x E 
       Pa  
Where Q refers to the real exchange rate, E refers to the nominal exchange rate, Pd refers to the 
domestic price level and Pa refers to the foreign price level or price level abroad. 

It must be clear from the formula of real exchange rate that both price levels (domestic and 
foreign) and the nominal exchange rate can have an influence on its value. Further, the value 
of the real exchange rate varies directly with changes in the domestic price level and negatively 
or inversely with changes in the foreign price level. Moreover, the value of the real exchange rate 
also varies directly with changes in the nominal exchange rate.  

Example: Real Exchange Rate  

For example, assume that the US is the domestic economy and Australia is the foreign economy 
and the nominal exchange rate between the two is Aus$3 = US$1. Now if a typical basket of 
goods cost US$1 in the US and the same basket of goods cost Aus$6 in Australia, then the real 
exchange rate can be calculated as: 

Real Exchange Rate = 3 * US$1/6 = 0.5 

A real exchange rate of 0.5 means that one can buy only 50% in Australia of what the same 
amount of money (in US$) can buy in the US. In other words, one can buy twice as many goods 
in the US than in Australia for the same amount of money (in US$). 

Having stated the above, in reality, it is the real exchange rate (rather than the nominal 
exchange rate) that is of consequence, as it gives us the purchasing power of a currency 
relative to another currency at current exchange rates and prices.  
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Further, when we want to assess the impact of changes in exchange rates on international trade 
(exports, imports and balance of payments) and the international competitiveness of an economy, 
we need to focus on the real exchange rate, rather than on the nominal exchange rate.  

Next, it might be noted that changes (appreciation or depreciation) in the real exchange rate takes 
into account not only changes in the nominal exchange rate but also changes in the domestic 
price level and the foreign price level. A real exchange rate appreciation means a real 
appreciation of the domestic currency vis-à-vis the foreign currency and a real exchange rate 
depreciation means a real depreciation of the domestic currency vis-à-vis the foreign currency. 

A real exchange rate appreciation makes foreign goods cheaper relative to domestic goods and 
increases the price of the domestic economy’s exports – consequently, demand for foreign 
goods (i.e. imports) rises and demand for domestic goods (i.e. exports) falls. 

A real exchange rate appreciation takes place if:  

The nominal exchange rate (E) does not change and the foreign price level (Pa) also does not 
change, but the domestic price level (Pd) increases (for example, by 5%). 

Or 

The domestic price level (Pd) and the foreign price level (Pa) do not change, but the nominal 
exchange rate (E) appreciates ( for example, by 2%).  

Or 

Given the nominal exchange rate (i.e. no change in nominal exchange rate) E, the domestic price 
level (Pd) increases at a faster rate (for example, by 5%) than the foreign price level (Pa) – for 
example, by 2%.  

A real exchange rate depreciation makes foreign goods more expensive relative to domestic 
goods and reduces the price of the domestic economy’s exports – consequently, demand for 
foreign goods (i.e. imports) falls and demand for domestic goods (i.e. exports) rises. 

A real exchange rate depreciation takes place if: 

The nominal exchange rate (E) does not change and the domestic price level (Pa) also does not 
change, but the foreign price (Pa) level increases (for example, by 5%). 

Or 

The domestic price level (Pd) and the foreign price level (Pa) do not change, but the nominal 
exchange rate (E) depreciates (for example, by 2%). 

Or 

Given the nominal exchange rate (i.e. no change in nominal exchange rate) E, the foreign price 
level (Pa) increases at a faster rate (for example, by 5%) than the domestic price level (Pd) – for 
example, by 2%. .  

Next, let’s take three scenarios for the real exchange rate: 
If the real exchange rate (Q) is 1, goods cost the same in the domestic economy as in the 
foreign economy - when the price is expressed in a common currency. Therefore, one can 
purchase exactly the same amount of goods in the domestic economy or the foreign economy for 
the same amount of money, as goods cost the same in both economies. 
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If the real exchange rate (Q) is greater than 1, domestic goods are more expensive compared 
to foreign goods (i.e. goods cost more in the domestic economy when compared to the foreign 
economy) - when the price is expressed in a common currency. Therefore, one can purchase 
lesser amount of goods in the domestic economy when compared to the foreign economy for the 
same amount of money. If, for example, Q is 2, this means that when the price is expressed in 
a common currency, one can buy twice as many (goods) in the foreign economy as in the 
domestic economy. 

If the real exchange rate (Q) is less than 1, then domestic goods are less expensive compared 
to foreign goods - when the price is expressed in a common currency. Therefore, one can 
purchase more amount of goods in the domestic economy when compared to the foreign 
economy for the same amount of money.  

If, for example, Q is 0.8, this means that when the price is expressed in a common currency, 
then in the foreign economy one can buy only 80% of what the same amount of money will buy 
in the domestic economy (i.e. domestic goods are less expensive compared to foreign goods). 

It might be pertinent to mention here that the real exchange rate is always expected to be 1 
in the long run. 

Having stated the above, an important point needs to be mentioned. Real and nominal 
exchange rates tend to behave very similarly as real exchange rates tend to follow movements in 
the nominal exchange rate quite closely. Further, since nominal exchange rates are volatile, 
real exchange rates also tend to be volatile. An important reason attributed for this is that 
the real exchange rate is simply the nominal exchange rate multiplied by the ratio of the domestic 
price level to the foreign price level or price level abroad and with prices (domestic and foreign) 
typically slow to change as they are sticky in the short run, it is fluctuations in the nominal 
exchange rate that generate fluctuations in the real exchange rate in the short run. 

Overvalued Exchange Rate: an exchange rate is said to be overvalued when it implies that a 
currency is stronger (worth more) than it is according to a long-run market-determined exchange 
rate. For example, if a government sets its exchange rate at 20 units of the domestic currency for 
1US$ but the market determined exchange rate is 30 units of the domestic currency for 1US$, 
then the domestic currency is overvalued. This typically happens when the government sets 
the official exchange rate (unlike in a flexible exchange rate system where exchange rates are 
largely market determined) and wants to reduce the cost of imports (which is beneficial for the 
current account balance of a country). 

Undervalued Exchange Rate: an exchange rate is said to be undervalued when it implies that a 
currency is weaker (worth less) than it is according to a long-run market-determined exchange 
rate.  

For example, if a government sets its exchange rate as 30 units of the domestic currency for 
1US$ but the market determined exchange rate is 20 units of the domestic currency for 1US$, 
then the domestic currency is undervalued. This typically happens when the government sets 
the official exchange rate (unlike in a flexible exchange rate system where exchange rates are 
largely market determined) and wants to increase or stimulate exports (which is beneficial for 
the current account balance of a country). 
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Trade Weighted Exchange Rate: is calculated or expressed as a trade-weighted index (TWI), 
which is a measure of the nominal value of the domestic currency relative to the currencies of the 
domestic economy’s major trading partners and is also known as the domestic currency’s 
effective exchange rate i.e. it is used to compare the nominal exchange rate of a country against 
those of its major trading partners.  

Essentially, this index (i.e. trade-weighted index (TWI)) is a weighted exchange value of the 
domestic currency vis-à-vis the currencies of its major trading partners, with the weight for each 
trading partner in the index equal to its share in total trade with the domestic economy i.e. if the 
domestic economy trades 20 times more with Country A than Country B, then the currency of 
Country A will get a weight that is 20 times higher than the currency of Country B in the index. 

An increase in TWI indicates an overall or effective appreciation in the value of the domestic 
currency vis-à-vis the currencies of the domestic economy’s trading partners. While a decrease in 
TWI indicates an overall or effective depreciation in the value of the domestic currency vis-à-vis 
the currencies of the domestic economy’s trading partners. An overall or effective currency 
appreciation (depreciation) reduces (enhances) the export competitiveness of the domestic 
economy.       

An example of a trade weighted index (TWI) is the US dollar index, which measures the 
performance of the US dollar (nominal exchange rate) against a basket of currencies (i.e. against 
the currencies of its most important trading partners – Euro, British Pound, Yen, Canadian dollar, 
Swiss franc and Swedish crown). 

Finally, it might be noted that the trade weighted exchange rate is an example of Nominal 
Effective Exchange rate (which is usually measured by trade flows).  

Real Effective Exchange Rate (REER): is the nominal effective exchange rate adjusted for 
inflation and is hence a better measure of the international competitiveness of an economy. 

The REER calculates the real exchange rate of the domestic currency against a basket of other 
foreign currencies. More specifically, it is the average of the bilateral real exchange rates 
between the domestic economy and each of its trading partners - weighted by their respective 
shares in its (domestic economy’s) total trade (i.e. the weights reflect the importance of each 
trading partner’s currency in the domestic economy’s trade). In other words, REER is the 
weighted average of the real exchange rates of a country with all its trading partners, with 
weights reflecting the importance of each trading partner (i.e. the importance of each trading 
partner’s currency in the domestic economy’s trade). 

It might be noted that a higher (lower) REER indicates lower (higher) export competitiveness. 
Further, economists are mostly interested in the real effective exchange rate (REER). 

Spot Exchange Rate: refers to the current (nominal) exchange rate between two currencies i.e. 
the current (nominal) exchange rate at which you can swap two different currencies in the 
foreign exchange market.   

Forward Exchange Rate: refers to an (nominal) exchange rate between two currencies that is 
quoted and traded today but for delivery and payment on a specific future date i.e. delivery at a 
deferred date. 
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B.3 Principal Determinants of Exports, Imports, Net Exports and Capital Flows 

Exports and imports of goods and services, which are part of current account transactions, and 
capital flows (inflows and outflows), which are a part of capital account transactions, are the two 
most important sources of demand for and supply of domestic and foreign currencies in the 
foreign exchange market. Therefore, an awareness of the principal determinants of exports, 
imports and capital flows is of paramount importance. Further, net exports(X-M) i.e. trade 
balance is a component of aggregate demand or GDP - Expenditure side, as mentioned in module 
1, therefore, an awareness of its principal determinants is also important.  

Given below are the principal determinants of exports, imports, net exports and capital flows.   

Principle Determinants of Exports 

X = f (Yf, R) 

Where X refers to exports, Yf refers to the level of output or income in foreign countries (i.e. 
foreign GDP) and R refers to the real exchange rate. 

This equation states that exports are a function of the level of foreign GDP and the real exchange 
rate. There is a positive relationship between foreign GDP and exports of a country. An increase 
in foreign GDP increases the demand for domestically produced output (i.e. increases demand 
for exports) at each given exchange rate (other things remaining constant or same) and 
consequently leads to an increase in exports - which contributes positively to the GDP of the 
domestic economy.  

On the other hand, a fall in foreign GDP lowers the demand for domestically produced output 
(i.e. lowers demand for exports) at each given exchange rate (other things remaining constant or 
the same) and therefore leads to a fall in exports and consequently to lower GDP (domestic 
economy).  

With reference to real exchange rates, a real exchange rate depreciation (which lowers the 
price of exports) increases demand for exports and consequently leads to an increase in exports. 
Exports depend positively on the international competitiveness of the domestic economy and a 
real exchange rate depreciation enhances such competitiveness. 

On the other hand, a real exchange rate appreciation (which increases the price of exports) 
lowers demand for exports and consequently leads to a fall in exports. A real exchange rate 
appreciation lowers the international competitiveness of the domestic economy. 

Two key points are worth noting here 

First, while analyzing the impact of changes in exchange rates on exports, imports and net 
exports, the real exchange rate is more important than the nominal exchange rate. 

Second, if the trading partners of the domestic economy are mired in a recession, then even if the 
current real exchange rate is at such a level that positively impacts the domestic economy’s 
exports, export demand (and consequently exports) is likely to fall due to a plunge in GDP of the 
trading partners (i.e. due to a plunge in foreign GDP (Yf)). 

The underlying message is that changes in foreign GDP (rise and fall) tends to be a more 
powerful factor in determining demand for exports than changes (appreciation or depreciation) in 
real exchange rates, particularly, when there is a plunge in foreign GDP. 
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For example, at the time of the recent global financial crisis (2008-2009) when the world 
economy plunged into a recession as one country after the other witnessed contraction in 
economic activity global trade collapsed – which demonstrates how powerful a factor foreign 
GDP (Yf) is in determining demand for exports, when compared to real exchange rates. 

Principal Determinants of Imports 

M = f (Yd, R) 

Where M refers to imports, Yd refers to the level of domestic output or income (i.e. domestic 
GDP) and R refers to the real exchange rate. 

This equation states that imports are a function of the level of domestic GDP and the real 
exchange rate. There is a positive relationship between domestic GDP and imports. An increase 
or rise in domestic GDP increases demand for imports at each given exchange rate (other things 
remaining constant or same) and consequently leads to an increase in imports. 

On the other hand, a fall in domestic GDP reduces demand for imports at each given exchange 
rate (other things remaining constant or same) and consequently leads to a fall in imports. 

With reference to real exchange rates, a real exchange rate depreciation (which increases the 
price of imports) reduces demand for imports and consequently leads to a fall in imports. The 
reduction in demand for imports occurs due to the fact that a higher price for imports encourages 
domestic residents to purchase more of domestically produced output and less of imported 
goods, and also because a real exchange rate depreciation reduces the purchasing power of 
domestic incomes. On the other hand, a real exchange rate appreciation (which reduces price of 
imports) increases demand for imports and consequently leads to an increase in imports. 

Principal Determinants of Net Exports (also called ‘Trade Balance’)  
X-M = f (Yd, Yf, R) 

Where X-M refers to net exports (i.e. Exports (X) – Imports (M)), Yd refers to level of domestic 
output or income (i.e. domestic GDP), Yf refers to the level of foreign output or income (i.e. 
foreign GDP) and R refers to the real exchange rate. 

This equation states that net exports are a function of the level of domestic GDP, foreign GDP 
and the real exchange rate. 

An increase in domestic GDP (other things remaining constant or the same), by increasing 
demand for imports, will result in lower net exports (i.e. a worsening of the trade balance). 

On the other hand, a fall in domestic GDP (other things remaining constant or the same), by 
decreasing demand for imports, will result in higher net exports (i.e. an improvement in the trade 
balance).   

An increase in foreign GDP (other things remaining constant or the same), by increasing demand 
for exports, will result in higher net exports (i.e. improvement in trade balance). On the other 
hand, a fall in foreign GDP (other things remaining constant or the same), by decreasing demand 
for exports, will result in lower net exports (i.e. a worsening of the trade balance). 
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Higher net exports have a favorable effect on the level of domestic income and output and 
employment. Further, higher net exports tend to lead to more exchange rate stability, which is 
important for macroeconomic stability and inflation stability in an era of increasing economic 
interdependence between countries and volatile capital flows.   

With reference to real exchange rates, a real exchange rate appreciation reduces exports and 
increases imports and therefore results in lower net exports. On the other hand, a real exchange 
rate depreciation increases exports and reduces imports and therefore results in higher net 
exports. 

Principal Determinants of Capital Flows (inflows and outflows)  

Cf = f (rf – rd) 

Where CF refers to capital flows, rf refers to foreign real interest rate and rd refers to domestic 
real interest rate. 

This equation states that capital flows are a function of real interest rate differentials between the 
home or domestic economy and the foreign economy. 

Suppose there are two economies, for example, the US and UK economies, with the US 
economy being the domestic economy and the UK economy being the foreign economy. Now, 
assume that real interest rate is higher in the US than in the UK (i.e. rf > rd). In such a scenario, 
the US economy will experience a capital inflow and the UK economy will experience a capital 
outflow. This is because foreign investors looking for highest returns on their financial 
investments (i.e. investments in stocks, bonds and other financial assets) will find US dollar 
(US$) denominated assets more attractive than British pound (£) denominated assets. 

On the other hand, if real interest rate is higher in the UK than in the US (i.e. rd > rf), then the 
US economy will experience a capital outflow and the UK economy will experience a capital 
inflow. This is because foreign investors looking for highest returns on their investments will 
find British pound (£) denominated assets more attractive than US dollar (US$) denominated 
assets.  

Having stated the above, it might be noted that though real interest rates differentials are a very 
important determinant of capital flows (i.e. capital inflows and outflows) between countries, yet, 
in reality, other factors such as expectations of future exchange rate movements, capital 
controls, long term macroeconomic outlook, effectiveness of macroeconomic policies and 
institutional quality of countries too play an important role in determining capital flows between 
countries, as foreign investors also tend to take into account these factors (in addition to real 
interest rate differentials) when deciding to invest in financial assets of different countries.   

B.4 Price Elasticity of Exports and Imports 

The price elasticity of exports measures the sensitivity of quantity demanded of exports to a 
change in the price of exports. Similarly, price elasticity of imports measures the sensitivity of 
quantity demanded of imports to a change in the price of imports. 

Ex = % change in quantity demanded of exports / % change in the price of exports 
Where Ex refers to Price Elasticity of Exports 

Em = % change in quantity demanded of imports / % change in the price of imports 
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Where Em refers to Price Elasticity of Imports 

It might be noted that though it’s not mentioned above, the sign of both elasticities is negative. 
This is because price and quantity demanded of a good are negatively related (i.e. an increase in 
the price of a good reduces the quantity demanded of it and a fall in the price of a good increases 
the quantity demanded of it) and this negative relationship applies to both exports and imports.    

When price elasticity of exports is greater than 1, it means that quantity demanded of exports is 
very responsive to a change in the price of exports. In other words, export demand is elastic. 
Export demand is elastic when a 1% change in the price of exports causes a change in the 
quantity demanded of exports by more than 1%. For example, if there is a 1% increase (decrease) 
in the price of exports, it will cause a decrease (increase) in quantity demanded of exports by 
more than 1%.  

Similar is the case with price elasticity of imports. If the price elasticity of imports is greater 
than 1, it means that a 1% change in the price of imports causes a change in the quantity 
demanded of imports by more than 1%. In other words, import demand is elastic. For 
example, if there is a 1% increase (decrease) in the price of imports, it will cause a decrease 
(increase) in quantity demanded of imports by more than 1%. 

On the other hand, when price elasticity of exports is less than 1, it means that quantity 
demanded of exports is not very responsive to a change in the price of exports. In other words, 
export demand is inelastic. Export demand is inelastic when a 1% change in the price of 
exports causes a change in the quantity demanded of exports by less than 1%. For example, if 
there is a 1% increase (decrease) in the price of exports, it will cause a decrease (increase) in 
quantity demanded of exports by less than 1%.   

Similar is the case with price elasticity of imports. If the price elasticity of imports is less than 
1, it means that a 1% change in the price of imports causes a change in the quantity demanded of 
imports by less than 1%. In other words, import demand is inelastic. For example, if there is 
a 1% increase (decrease) in the price of imports, it will cause a decrease (increase) in the quantity 
demanded of goods by less than 1%. 

Having stated the above, it might be noted that these two price elasticities (price elasticity of 
exports and price elasticity of imports) differ from economy to economy. Further, most crucially, 
the price elasticity of exports and price elasticity of imports enables us to assess or ascertain the 
impact of changes in the exchange rate on exports revenues and import spending (i.e. import bill) 
of a country respectively. Let us explain this point.  

Changes in the exchange rate alter or change the price of exports and imports (i.e. either making 
them cheaper or more expensive), which in turn affects the quantity demanded of exports and 
imports respectively.  In other words, changes in the exchange rate alter relative prices of exports 
and imports, which in turn results in changes in quantity demanded of exports and imports 
respectively. Now, to determine the impact of a change in the price of exports and imports on the 
quantity demanded of exports and imports respectively (and therefore the impact on export 
revenues and import spending respectively) we use the concepts of price elasticity of exports and 
price elasticity of imports respectively.  
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For example, if the domestic currency appreciates (i.e. currency appreciation), exports 
become more expensive and imports become cheaper – consequently, quantity demanded of 
exports will fall and the quantity demanded of imports will rise. Now let’s take exports 
first; if the price elasticity of exports is greater than 1, then quantity demanded of exports will 
fall more than proportionately, which will result in a fall or decline in the country’s export 
revenues. However, if the price elasticity of exports is less than 1, quantity demanded of exports 
will fall less than proportionately, which will result in a rise or an increase in the country’s 
export revenues.  

Turning to imports; if the price elasticity of imports is greater than 1, then quantity demanded 
of imports will rise more than proportionately, which will result in higher import spending 
(even if prices of imports have fallen due to currency appreciation) for the country (i.e. the 
country’s import bill will rise – leading to more demand for foreign exchange to pay for the 
higher import bill). However, if the price elasticity of imports is less than 1, quantity demanded 
of imports will rise less than proportionately, which will result in lower import spending for the 
country (i.e. the country’s import bill will be lower – leading to lower demand for foreign 
exchange to pay for the lower import bill).      

On the other hand, if the domestic currency depreciates (i.e. currency depreciation), exports 
become cheaper and imports become more expensive – consequently, quantity demanded of 
exports will rise and the quantity demanded of imports will fall. Now let’s take exports 
first; if the price elasticity of exports is greater than 1, then quantity demanded of exports will 
rise more than proportionately, which will result in a significant rise in the country’s export 
revenues. However, if the price elasticity of exports is less than 1, quantity demanded of exports 
will rise less than proportionately, which will result in a small or a very small increase in the 
country’s export revenues.  

Turning to imports; if the price elasticity of imports is greater than 1, then quantity demanded 
of imports will fall more than proportionately, which will result in lower import spending for 
the country (i.e. the country’s import bill will be lower – leading to lower demand for foreign 
exchange to pay for the lower import bill). However, if the price elasticity of imports is less than 
1, quantity demanded of imports will fall less than proportionately, which will result in higher 
import spending for the country (i.e. the country’s import bill will rise – leading to more 
demand for foreign exchange to pay for the higher import bill).      

Next, turning to the trade balance, we would like to mention that in order to assess the impact 
of currency appreciation and depreciation on the trade balance (net exports) of a country, we 
need to identify the impact of these changes in exchange rates on export revenues and import 
expenditures and for such identification the concepts of price elasticity of exports and price 
elasticity of imports are used. Provided below are four examples.   

Trade Balance (i.e. Net Exports (X-M)) 

Currency Appreciation 

If the price elasticity of exports is less than 1 and the price elasticity of imports is also less than 
1, then currency appreciation will cause an improvement in the trade balance as export 
revenues will rise and import spending by the country will be lower.  
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If the price elasticity of exports is greater than 1 and the price elasticity of imports is also greater 
than 1, then currency appreciation will cause a worsening of the trade balance, as export 
revenues will fall and import spending by the country will rise.   

Currency Depreciation 

If the price elasticity of exports is less than 1 and the price elasticity of imports is also less than 
1, then currency depreciation will cause a worsening of the trade balance, as the rise is export 
revenues will be small or very small when compared to the rise in import spending by the 
country. 

If the price elasticity of exports is greater than 1 and the price elasticity of imports is also greater 
than 1, then currency depreciation will cause an improvement in the trade balance, as export 
revenues will rise and import spending by the country will be lower.   

Having stated the above, what is crucial to keep in mind is that the effect of a currency 
depreciation or appreciation on the demand for exports and imports depends on the size or value 
of the price elasticity of demand for exports and imports respectively.  Larger the size or value of 
price elasticity of demand for exports and imports, more pronounced will be the effect of a 
currency depreciation or appreciation on the demand for exports and imports respectively.  

In other words, a currency depreciation or appreciation alters the relative price of exports and 
imports, which in turn results in a change in quantity demanded of exports and imports 
respectively – with the size of change in quantity demanded of exports and imports depending on 
the size or value of the price elasticity of exports and imports respectively.    

B. 5 Marshal Lerner Condition 

A real exchange depreciation of the domestic currency (which lowers price of exports and 
increases price of imports) will only lead to an improvement in the trade balance or an increase 
in net exports if the sum of price elasticity of exports (Ex) and price elasticity of imports (Em) is 
greater than one (i.e. Ex + Em> 1). This is known as the Marshall-Lerner condition. 

The Marshall-Lerner condition is applicable or generally holds (in many economies, 
particularly in developed economies) over a time horizon of six months to a year or even more 
(depending from economy to economy). Therefore, the trade balance (i.e.net exports) gradually 
improves usually over a time horizon of six months to a year or even more – consequent upon a 
real exchange rate depreciation. 

It might be noted that the Marshal-Lerner Condition may not be fulfilled in periods less than 
six months, as the price elasticity of exports (Ex) and the price elasticity of imports (Em) often 
tend to be quite small or low during periods of such short duration (i.e. demand for exports and 
imports tend to be inelastic during periods of such short duration) – consequently, the sum of Ex 
and Em almost always fails to equal 1 in periods less than six months. 

In essence, shortly or immediately after a real exchange rate depreciation the Marshall-Lerner 
condition may be not be fulfilled, as the aforesaid elasticities are often quite small or low in the 
very short run, which here means a period of less than six months (resulting in the sum of Ex and 
Em being almost always less than 1 in periods less than six months). 
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Since the Marshall-Lerner Condition may not be fulfilled in periods less than six months, a 
real exchange rate depreciation is likely to initially worsen the trade balance (i.e. initially 
net exports are likely to fall) during this period, before it (the trade balance) gradually 
improves usually over a time period of six months to a year or even more (as the price 
elasticity of exports and price elasticity of imports gradually increase)–this effect is known 
as the J-curve effect. 

The J-curve effect essentially means that consequent upon a real exchange rate depreciation there 
is initially a deterioration in the trade balance (i.e. a fall in net exports),which tends to gradually 
improve as demand for exports and demand for imports start to gradually respond to the real 
exchange rate depreciation. 

Having stated the above, don’t be surprised or unduly concerned when you read about the trade 
balance worsening in any country immediately, initially or very soon after a real exchange rate 
depreciation. 

Graph: J-Curve effect 
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This graph (J-Curve) shows that consequent upon a real exchange rate depreciation the trade 
balance initially worsens and then only gradually improves – so the movement of the curve is 
like a J: first down, then up.   

Question: why are the aforesaid price elasticities often quite small or low in periods shorter 
than six months, resulting in the Marshal-Lerner condition not likely to be met during 
periods of such short duration and why does the trade balance worsen initially? 

First, import and export contracts tend to be negotiated or confirmed in advance. Therefore, 
initially import volumes or quantities are unlikely to go down (i.e. likely to remain steady) and 
exports volumes or quantities are unlikely to go up immediately after the real exchange rate 
depreciation. However, because of the real exchange rate depreciation, the value of existing 
import volumes or quantities increases in terms of the domestic currency (i.e. domestic 
expenditure on imports rises) and export revenues fall – leading to an initial deterioration in 
the trade balance. 
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Second, domestic consumers and firms tend to gradually shift their expenditure away from 
imported goods to domestically produced goods (which become cheaper after the real exchange 
rate depreciation) rather than doing so immediately, because it takes time for consumers and 
firms to search for cheaper domestic alternatives, gather information on the same and also 
because it takes time to change preferences.  

Similarly, foreign consumers and firms also tend to gradually shift their expenditure away from 
goods produced in their country (which become more expensive) to exports (as they have 
become cheaper), because it takes time for them to search for cheaper foreign alternatives, gather 
information on the same and also because it takes time to change preferences. 

As a result, the volume or quantity of imports go down and the volume or quantity of exports 
rise only gradually (not immediately or instantaneously) after the real exchange rate 
depreciation. Consequently, the trade balance only improves after a lag - usually over a time 
period of six months to a year or even more – after deteriorating initially. In other words, 
exports and imports tend to be price inelastic in the very short run - leading to an initial 
deterioration in the trade balance.  

Third, the trade balance tends to worsen or deteriorate initially as price effects of a real 
exchange rate depreciation tend to dominate the volume effects of the same in the very 
short run (i.e. in periods less than six months). However, gradually over time- usually over a 
time period of six months to a year or even more – as import volumes fall (due to higher 
prices of the same - leading to lower demand for imports) and volume of exports rise (due to 
lower prices for the same - leading to higher demand for exports) the volume effects of a real 
exchange rate depreciation begins to dominate the price effects and the value of exports exceeds 
the value of imports -which leads to an improvement in the trade balance.  

B.6 Exchange Rate Fluctuations 

Exchange rates fluctuations can affect an economy in various ways. Some of the most important 
ways by which such fluctuations can affect an economy are stated below. 

Exchange rate fluctuations:  

 Impact prices of imports and therefore affect the domestic inflation rate and growth rate of 
GDP (i.e. such fluctuations have important implications for an economy’s business cycle). 

 Alter demand between goods and services produced domestically (exports) and foreign 
produced goods and services (imports) because of relative price changes (thereby affecting 
the international competitiveness of an economy) and therefore influence the level of a 
country’s international trade flows (i.e. exports and imports). 

 Affect the supply side of the economy, due to the change in relative price of imports of raw 
materials, commodities and other inputs used in the production of output. 

 Result in higher volatility of capital inflows and outflows that affect the prices of assets           
(stocks, bonds, other financial assets, housing or property assets etc.) and liabilities–which in 
turn influences aggregate demand for goods and services and consequently economic 
activity. 

 Affect values of international investment portfolios (i.e.affects the market values of assets or 
investments denominated in foreign currencies and returns on such assets). 
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 Alter attractiveness of international (outward) and foreign (inward) direct investment. 

 Change the value of external debt (i.e. debt denominated in foreign currencies) held by 
domestic households, firms and government–with implications for the financial stability of 
a country. 

 Impact the trade balance, current account balance and fiscal balance of a country. 

 Affects the value of international reserves of a country. 

 Can also lead to various forms of import protection in the form of quotas, tarrifs, subsidies 
etc.–which distort international trade and competitiveness. 

 Affect money supply and interest rates-with consequences for domestic economic activity, 
inflation and unemployment. 

 Make business planning more challenging and complex. 

Having stated the above, you can possibly comprehend in how many ways exchange rate 
fluctuations can affect an economy and this is why policy makers don’t like large or 
significant fluctuations in exchange rates.      

B.7 Theories or Approaches of Exchange Rate Determination 

A range of theories or approaches have been propounded by economists to explain the 
determination of exchange rates in a flexible exchange rate system. These theories are not 
competing, but complimentary, as no one (single) theory can fully explain or provide a complete 
explanation for the determination of exchange rates. 

Substantial research has been undertaken over decades to find out what determines exchange 
rates, due to the potent influence of fluctuations in exchange rates on domestic interest and 
inflation rates, macroeconomic performance, international trade patterns and investment (i.e. 
direct and portfolio investment) flows between countries. 

The three main theories or approaches of exchange rate determination that we wish to make you 
aware of in a brief manner are Purchasing Power Parity (PPP), Balance of Payments (BOP) and 
Asset Market theories or approaches.    

1. Purchasing Power Parity (PPP) Theory: Relative Price Levels 

According to this theory, other things being equal, it is the difference between  percentage (%) 
changes in national price levels (i.e. inflation differential between countries) that determine 
exchange rates over the long run and that exchange rates do adjust in order to reflect inflation 
differential between countries. In essence, according to this theory, movements in exchange 
rates reflect differences in inflation rates between countries. 

It might be noted that price indices (such as the consumer price index (CPI), producer price 
index (PPI), GDP deflator etc.) are constructed by countries across the globe which measure 
changes in national price levels (i.e. inflation) and can be used for PPP comparisons. For this 
module, we will only refer to the consumer price index (CPI) as a measure of changes in national 
price levels. 
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Provided below is a brief explanation of this theory of exchange rate determination. 

Absolute version of the PPP theory (Absolute PPP) 

The absolute version of the purchasing power parity (absolute PPP) theory states that the 
exchange rate between two countries equals the ratio of their relative (national) price levels. For 
example, if there are two countries, US and UK (with US being the domestic economy and UK 
being the foreign economy), then the nominal dollar (US $)/pound (£) exchange rate, according 
to the absolute version of the PPP theory (Absolute PPP), is given by the formula: 

Exchange rate: US $/ £=P (US)/ P (UK) 

Where exchange rate US$/£ is the nominal exchange rate between US $ and £ (British pound) - 
which is equal to the dollar (US$) price of a reference basket of goods sold in the US (i.e. P(US)) 
divided by the pound (£) price of a basket of identical goods sold in the UK (i.e. P(UK)). In 
other words, the exchange rate (US $/£) between the two countries equals the ratio of their 
relative price levels. 

For example, if initially  the reference basket of goods in the US costs US$100 and if the same 
or identical basket of goods costs 40£ in UK, then according to absolute PPP theory, the PPP 
nominal US dollar-pound exchange rate will be US$2.5 = 1£  (i.e. US$100/40£). 

Next, assume that the price of the representative basket of goods doubles in the US to US$200 
(from US$100) and the same or identical basket of goods now costs 50£ (instead of 40£) in UK, 
then, as per the aforesaid formula, the PPP nominal US dollar-pound exchange rate now is 
US$4=1£ (i.e. US$200/50£). 

In other words, the US dollar has depreciated against the pound (or alternatively, the pound has 
appreciated against the US dollar) as the price rise in US is higher than in UK. This is in line 
with the implications of the PPP theory; the currency of a country with a higher inflation than 
other countries depreciates and a currency of a country with a lower inflation than other 
countries appreciates. 

Having stated the above, it might be pertinent to note that the aforesaid formula states or gives 
the equilibrium exchange rate at a given point in time. 

Relative version of the PPP theory (Relative PPP) 

The absolute version of the PPP theory focuses on the exchange rate level and national price 
levels at a given point in time, whereas the relative version of the PPP theory focuses on changes 
in national price levels (i.e. inflation differentials between countries) and the exchange rate over 
a period of time. 

According to the relative version of the PPP theory it is inflation differentials between 
countries that determine nominal exchange rates over the long run (and that exchange rates 
adjust in order to reflect inflation differential between countries). In other words, percentage (%) 
change in exchange rates equals the difference between the percentage (%) changes in the 
national price levels (i.e. inflation differentials between countries) over the long run.  

Let’s take the example of any two countries, for example, the US and UK economies (with the 
US economy being the domestic economy and the UK economy being the foreign economy), to 
explain this concept. 
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Formula  

Changes in the nominal US $/£ exchange rate = US inflation rate – UK inflation rate 

According to this formula, percentage (%) change in nominal exchange rate equals the 
difference between the percentage (%) change in relative (national) price levels (i.e. difference in 
inflation rates, as measured by the CPI index, between US and UK).  

Now, for example, if we compare the consumer price index (CPI) of US and UK economies and 
find that the US inflation rate exceeds the UK inflation rate by 3% per year, then according to the 
relative version of PPP theory, the US dollar would need to depreciate against the pound by 3% 
per year (which is equal to the difference between the US inflation rate and the UK inflation 
rate). In other words, the domestic currency would need to depreciate against the foreign 
currency at a rate equal to the excess of domestic inflation over foreign inflation in order to 
maintain PPP. 

On the other hand, if the US inflation rate is lower than the UK inflation rate by 3% per year, 
then the US dollar would need to appreciate against the pound by 3% per year. In other words, 
the domestic currency would need to appreciate against the foreign currency at a rate equal to the 
excess of foreign inflation over domestic inflation in order to maintain PPP.  

From the aforesaid example it should be clear (according to the relative version of PPP theory) 
that it is inflation differentials between countries that determine nominal exchange rates and 
changes in the same in the long run. 

To summarize, essentially it is the relative version of the PPP theory (which addresses changes 
in prices and nominal exchange rates over a period of time) that is of significance to us (rather 
than the absolute version of the PPP theory) and according to it the nominal exchange rate will 
move or change over time to offset differences in national inflation rates. 

Having stated the above, it might be worth keeping the following points in mind 

First, empirically it has been found that the relative PPP theory of exchange rate determination 
holds or is really relevant or reliable in the long run, rather than in the short run. 

This is because there is no clear or straightforward relationship between changes in exchange 
rates and inflation differentials between countries in the short run as exchange rates tend to move 
quite expeditiously or rapidly relative to prices in the short run. Consequently, there is 
substantial deviation of nominal exchange rates from their long run PPP equilibrium values or 
the exchange rates implied by PPP in the short run - which implies that PPP does not offer a 
reliable guide to exchange rate determination and volatility in the short run.  

Second, exchange rates closely conform to PPP (i.e. exchange rate determination or behaviour is 
more closely related to inflation differentials between countries) in the long run and nominal 
exchange rates will tend to move or drift towards their long run PPP equilibrium values 
(particularly when inflation differentials between countries is large). However, it must be noted 
that nominal exchange rates tend to move or drift towards their long run equilibrium PPP values 
or the exchange rates implied by PPP very slowly (it can take up to several years and sometimes 
a decade or more for such convergence to occur or take place) due to the presence of other 
factors (stated on page 234) in addition to inflation differentials that affect exchange rates. 
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Third, the foundation of the Purchasing Power Parity (PPP) theory is the ‘Law of One Price.’ 
According to this law, an identical good should cost the same or trade at the same price across 
countries when valued in terms of a common currency (for example, in terms of the US$), 
assuming that the cost of transportation of goods between countries is zero or costless and there 
exists no trade and non-trade barriers between countries. Therefore, identical goods should sell at 
the same price in separate markets (countries), assuming no transportation costs and no trade and 
non-trade barriers between countries. 

In essence, the Purchasing Power Parity (PPP) theory is based on an extension and variation of 
the’ Law of One Price’ and extends to identical goods (i.e. many goods or a representative basket 
of goods as measured by a price index such as the consumer price index) rather than just one 
identical good and also assumes that the cost of transportation of goods between countries is zero 
or costless and there exists no trade and non-trade barriers or restrictions between countries 
(Note: these two assumptions are unrealistic and highly simplistic). 

Fourth, the Purchasing Power Parity (PPP) theory works much better in countries with high 
inflation, as currency depreciation (i.e. nominal exchange rate depreciation) reflects relatively 
high domestic inflation vis-à-vis inflation in other countries. 

Fifth, according to Purchasing Power Parity (PPP) theory, high or low inflation rates affect the 
value of a currency over time (which is very true). In reality, countries that tend to have 
persistently high rates of inflation do tend to witness depreciating currencies over time. And, 
countries that manage their inflation well and are able to keep it low and stable tend to witness 
currency appreciation over time.  

2. Balance of Payments (BOP) Theory      

The balance of payments theory or approach of exchange rate determination is a demand-supply 
approach to exchange rate determination i.e. this theory explains determination of exchange rates 
though demand and supply analysis.  

According to this theory, exchange rates are determined by demand for and supply of foreign 
currency vis-à-vis the domestic currency (or alternatively, demand for and supply of domestic 
currency vis-à-vis foreign currency) arising out of current account and capital account 
transactions (which are recorded in the balance of payments records of a country). Therefore, this 
theory or approach emphasizes the flow of goods and services (international trade flows) and 
flow of investments between countries and their impact on exchange rates. 

Essentially, since balance of payments records of a country (which is mainly divided into the 
current and capital account) record all economic transactions that a country has with the rest of 
the world, both balance of payments (BOP) and the exchange rate are linked to each other. In 
other words, the balance of payments and the exchange rate are linked together as the balance of 
payments describes all economic transactions (i.e. current account and capital account 
transactions) that give rise to demand for and supply of foreign currency vis-à-vis the domestic 
currency (or alternatively, demand for and supply of domestic currency vis-à-vis foreign 
currency). Therefore any fluctuations or shocks to the exchange rate originate either in the 
current account or the capital account of the balance of payments - hence the value of the 
exchange rate is led by the balance of payments.  
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To summarize, according to this theory, transactions pertaining to both the current and capital 
account lie at the back of demand for and supply of foreign currency vis-à-vis the domestic 
currency (or alternatively, demand for and supply of domestic currency vis-a-vis foreign 
currency) - therefore, the key to understand the determination of exchange rate is the BOP 
of a country. 

Having briefly stated the BOP theory or approach to exchange rate determination, it might be 
pertinent to mention that, in reality, while a country’s balance of payments can have a 
considerable or significant impact on its exchange rate, yet it cannot fully explain determination  
of the same.  

More specifically, in reality, the balance of payments theory of exchange rate determination is 
really relevant or reliable in the medium run as the balance of payments of a country is affected 
or influenced by key macroeconomic variables or fundamentals - such as GDP, inflation rates, 
real interest rates, size of fiscal deficits and government trade policy (and market expectations of 
the future path of such macroeconomic fundamentals or variables) - which usually take some 
time to change and therefore balance of payments tend to significantly affect exchange 
rates in the medium run (rather than affecting or influencing exchange rates in any significant 
manner in the short run).  

3. Asset Market Approach or Theory 

In essence, the asset theory of exchange rate determination contends that it is the demand for and 
supply of a variety of financial assets (domestic and foreign) that determine exchange rates and 
changes in exchange rates take place due to shifts/changes in the demand for and supply of such 
assets. It might be noted that trade in financial assets are transactions that pertain to the 
capital account of the balance of payments.  

When foreign investors (in search of highest expected returns) decide whether to invest (or stay 
invested) in the financial assets of your country (i.e. the domestic economy) or any other country 
(either by allocating fresh funds or selling financial assets of your country that they own and 
reinvest the amount received from selling such assets in the financial assets of any other country) 
they take into account factors such as relative real interest rates (i.e. real interest rates in your 
country relative to real interest rates in other countries), recent and current state of the economy 
of your country and its macroeconomic outlook vis-à-vis economic performance and 
macroeconomic outlook of other countries, and changes in monetary and fiscal policies in your 
country (that influence inflation and interest rates, which in turn change expected returns on 
financial investments) vis-à-vis other countries, in order to make such decisions. 

In the short run the asset price theory of exchange rate determination overrides the other two 
theories of exchange rate determination as it relates to trade in financial assets that is largely 
responsible for volatility (and hence determination) of exchange rates in the short run and has 
resulted in high volatility of capital flows across the globe (as investors search for highest or best 
expected returns on such investments). Further, in the short run, exchange rates do not usually 
conform to PPP or balance of payments theories of exchange rate determination i.e. any 
correlation between exchange rates and PPP or balance of payments is usually quite weak or 
unreliable in the short run. For example, if we take the PPP theory, there is no clear cut 
relationship between changes in exchange rates and inflation differentials in the short-run. 
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B.8 Factors that Determine or Influence Exchange Rates (Short, Medium and Long Run) 

Exchange rates in a flexible exchange rate system, in reality, are subject to considerable volatility 
(particularly in the short run) and their determination is more complex than what can be 
explained by any one or all the three main theories (Purchasing Power Parity (PPP), BOP and 
Asset theories) of exchange rate determination. 

In reality, in addition to relative prices (Purchasing Power Parity (PPP), balance of payments 
(BOP theory) and relative interest rates (Asset theory), there are also a host of other factors and 
complex interactions between them that drive currency movements and influence or determine 
exchange rates.  

Mentioned below are factors that primarily determine or influence exchange rates in the 
short run, medium run and the long run. 

The Short Run 

In the short run it is capital mobility i.e. capital flows (inflows and outflows) across borders 
(relating to purchase and selling of domestic and foreign financial assets) that hold the key to 
short run fluctuations or movements in exchange rates. 

The key point to note here is that decisions pertaining to investments in domestic or international 
financial assets (leading to capital mobility across borders) plays a significantly more important 
role in influencing exchange rates and fluctuations in the same in the short run than 
macroeconomic fundamentals and demand for exports and imports ( i.e. current account 
transactions). 

The implication of what has been stated above is that it is differences in real interest rates (i.e. 
real interest rate differentials between countries or relative real interest rates) and expectations 
of future exchange rate movements that play a pivotal role in determining exchange rates and 
fluctuations in the same in the short run. This is because these are the two key factors (among 
other factors) that investors (seeking best expected return on investments in financial assets – 
domestic or foreign) take into account when deciding whether to investment in domestic or 
foreign financial assets – which in turn usually results in massive (and highly volatile) capital 
flows across borders i.e. across countries. 

In other words, it is not macroeconomic fundamentals or international trade flows (i.e. 
international trade in goods and services) but foreign exchange transactions pertaining to 
investment in assets - traded in global financial markets (as a result of increasing financial 
liberalization over the past few decades) - that play a pivotal role in exchange rate determination 
and fluctuations in the short run. 

It might be pertinent to mention here that the volume of international trade in goods and services 
is very small when compared to international trade in financial assets. Further, due to the large 
volume of international trade in financial assets, exchange rate fluctuations can be considerable 
or large, particularly in the short run.  
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Moreover, foreign exchange transactions relating to investments in financial assets (treasury 
bills, government bonds, equities, corporate bonds and other financial assets) that are traded (i.e. 
transfers of financial assets) in global markets overwhelmingly dwarf foreign exchange 
transactions relating to exports and imports of goods and services (i.e. current account 
transactions) – as  a result, there are some examples or instances where countries with a balance 
of trade surplus (i.e. trade surplus) have witnessed currency depreciation while countries with a 
balance of trade deficit (i.e. trade deficit) have witnessed currency appreciation (which is 
contrary to economic theory) in the short run. 

Next, other factors can and do somewhat influence movements or fluctuations in exchange rates 
in the short run. For example, exchange rates tend to fluctuate immediately in response to news 
pertaining to expectations with reference to future economic growth, changes in corporate 
income tax, stock market prices and changes in inflation rates, and news pertaining to trade 
balance and current account balance and market expectations about their future values. Sudden 
or unexpected changes in government policy, particularly monetary policy, can also influence 
movements in exchange rates in the short run. 

The Medium Run 

It is argued that the direction of macroeconomic fundamentals or factors play a pivotal role in 
influencing or determining exchange rates over the medium run as they take some time to change 
and therefore their effect or influence on exchange rates takes time to plays out, rather than such 
fundamentals impacting exchange rates in any substantial or significant manner in the short run. 

The key macroeconomic fundaments or factors that usually play a pivotal role in the 
determination of exchange rates in the medium run include relative GDP growth, inflation and 
expectations of future inflation, expectations of future exchange rate movements, relative real 
interest rates, trade balance, current account balance, capital account balance, trade policy, 
cyclical fluctuations in economic activity i.e. business cycles, relative monetary and fiscal 
policies and investment climate (other factors such as expected corporate income taxes also 
influence exchange rates in the medium run). 

The aforesaid macroeconomic fundamentals or factors often cause a currency to deviate 
significantly (i.e. rise or fall relative to its long run equilibrium path) in the medium run from its 
long run equilibrium path, as a result of which exchange rates in a flexible exchange rate system 
tend to undergo large fluctuations or volatility not only in the short run but also in the medium 
run. 

Having stated the above, it might be noted that changes in monetary and fiscal policies usually 
play the most important role in influencing a currency’s value in the medium run. 

The Long Run 

In the long run the factors that tend to play a pivotal role in the determination of exchange rates 
or influence the same are inflation differentials between countries, relative productivity growth, 
national saving/investment balance, consumer tastes and preferences and trade barriers. 

It may be clear from the above that it is not only relative price levels (i.e. inflation differentials 
between countries) that influence long run path of exchange rates.  
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Other factors, as stated above, also play a pivotal role in influencing the long run path of 
exchange rates and seem to explain why there have been substantial and persistent deviations of 
exchange rates from estimated purchasing power parity (i.e. PPP values) and that the speed of 
convergence to PPP values usually takes a considerable period of time (it can take up to several 
years and sometimes a decade or more for such convergence to occur or take place). 

Empirical evidence seems to suggest that exchange rates tend to move towards their PPP values 
in the long run, however, as just stated, exchange rates usually takes many years to move 
towards their PPP values due to the presence of other aforesaid factors that influence exchange 
rates in the long run. 

Having stated the above, it might be noted that factors that play a pivotal role in the 
determination of exchange rates in the long run usually tend to change more slowly - when 
compared to factors that primarily determine exchange rates in the short run and the medium run 
– and, therefore their effect on exchange rates takes a considerable amount of time to play out. 

Next, before we end this particular section on factors that primarily determine or influence 
exchange rates in the short run, medium run and the long run, we would like to state two 
important points: 

First, the PPP theory of exchange rate determination states that relative price levels completely 
determine the long run equilibrium value of a currency. This is not true in reality, due to the 
presence of other factors that also play a pivotal role in determining exchange rates in the long 
run. 

Second, if a country witnesses persistently lower inflation and higher productivity growth than 
its trading partners then the currency of that country will tend to witness appreciation (i.e. 
currency appreciation) relative to the currencies of its trading partners. 

B.9 National Savings, Investments and the Current Account 

Stated below is a key macroeconomic relationship - National Savings, Investments and the 
Current Account (of the Balance of Payments of a country) – that you should be aware of as 
it has a potent influence on exchange rates. 

In order to understand or comprehend this key macroeconomic relationship let us go back to the 
equation for GDP - Expenditure side (i.e.Y=C+I+G+(X-M)), which was introduced in Module 1. 

In the first step, national savings (i.e. private savings + public or government savings) of a 
country is derived from this equation (Y= C + I + G + (X-M)) below. 

Derivation: National Savings 

Y= C+I +G +(X-M)                                                                                                                      (1) 

Where Y refers to GDP, C refers to consumer spending, I refers to private investment and X-M 
refers to net exports.  
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(Important: it might be noted that though net exports (X-M) refers to the trade balance, as 
mentioned earlier, however, for the sake of simplicity and for exposition of the key 
macroeconomic relationship between National Savings, Investments and the Current Account in 
this section (B.9) net exports (X-M) here refers to the current account balance and 
consequently includes not only trade in goods and services but also includes other components of 
the current account)       

Now if we take C and G on the left had side, we can rewrite this equation as: 
Y – C – G = I + (X-M)                                                                                                                  (2) 
Further: 
Y – C – G = S                                                                                                                                (3) 

Where S refers to national savings. We arrive at national savings by deducting C and G from Y 
(i.e. national savings is the amount of money left that is not consumed by the private sector, or 
spent by the government) i.e. in essence, Y-C-G is equal to national savings (S).  

It might be pertinent to mention here that from a macroeconomic perspective the importance of 
national savings is that, in addition to the rate of growth of GDP, economic growth of a country 
also depends on its wealth and the rate of growth of national savings is an important determinant 
of wealth. 

In the second step, we can deduce from the above that: 

S=I + (X-M)                                                                                                                                  (4) 
(as Y – C – G = I + (X-M), and also Y – C – G = S, therefore, S = I + (X-M)) 
This equation implies that national savings (S) is equal to private investment (I) + net 
exports(X-M). 

In the third step, national savings (S) can be broken down into private savings (Sp) and public 
or government savings (Sg) i.e. 
S = Sp + Sg                                                                                                                                    (5) 
(Note: the private sector includes households and firms in an economy). 
Hence: 
Sp+Sg = I +(X-M)                                                                                                                         (6) 
Where Sp refers to private savings (which is equal to Y-T-C (where T represents taxes)) and Sg 
refers to public or government savings (which is equal to T-G). 

(Note: S = Sp + Sg, therefore, S = (Y – T – C) + (T-G). Now T cancels out from this equation 
and therefore, S = Y – C – G or alternatively Y – C – G = S (refer to equation 3 above)).  

Two points are worth noting here: 

First, when T<G, the government has a budget deficit (i.e. government is dissaving as its tax 
revenue is less than its expenditure and consequently Sg is negative) and when T>G, the 
government has a budget surplus (i.e. government tax revenue is greater than its expenditure and 
therefore the government is saving – consequently, Sg is positive). It might be noted that in 
most countries T<G (i.e. Sg is negative). 

Second, private savings (Sp) of a country can be used in three ways: first, to finance investments 
by firms; second, to finance the government budget deficit (i.e. where T<G); and, third, to 
purchase assets/securities of another country to finance its current account deficit.  
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An example of how private savings (Sp) can be used to finance investments by firms is through 
such savings being used to purchase corporate securities (i.e. securities issued by firms). 
Similarly, private savings (Sp) can be used to finance the budget deficit (T<G) through such 
savings being used to purchase government securities, or such savings can be used to finance the 
current account deficit of another country by purchasing or acquiring its assets/securities. 

Essentially, the second point can be summarized in the form of an equation: 

Sp = I − Sg +(X-M)                                                                                                                      (7)                     
(This equation is arrived at by rearranging equation 6 i.e. Sp + Sg =I +(X-M))  

From this equation you can discern that private savings (Sp) can be used to fund or finance  
investments by firms (I), the government budget deficit (i.e.-Sg=T<G) and another country’s 
current account deficit i.e. (X-M) - note: when a country has a current account deficit, X-M<0 
and when it has a current account surplus, X-M>0. 

Having stated the above, in the fourth step, let’s return to equation 6  i.e.  
Sp + Sg = I + (X-M) 
Now, if we rearrange this equation, we can write it as: 
I = Sp + Sg – (X-M)                                                                                                                      (8)     

Equation 8 can also be written as:                      
I = (Y − T − C) + (T-G) – (X-M)                                                                                                  (9)                                                                                                      
(where Sp= (Y-T-C) and Sg = (T-G)) 

Equation 8 essentially gives us the three sources of savings that are used to finance investments 
(I) by firms in an open economy i.e. investments (I) by firms must be financed by some 
combination of private Savings (Sp), public or government Savings (Sg) and foreign savings 
(i.e.net foreign borrowing – this is only if X-M  is negative i.e. X-M < 0) 

In other words, in an open economy, investment (I) by firms can be financed by both national 
savings (S = Sp + Sg) and foreign savings (i.e. only if X<M), unlike a closed economy that has 
access only to national savings (S= Sp + Sg)). Consequently, in an open economy, unlike a 
closed economy, investment (I) by firms can exceed national savings (S).   

Having stated the above, it’s important to understand equation 8 because of the pivotal role 
played by investments in boosting GDP in the short run and enhancing the productive capacity of 
an economy. 

Next, in the fifth and final step, let us understand the key relationship between National 
Savings(S), Investments (I) and Current Account balance (X-M) of the Balance of 
Payments of a country. 

We already know from equation 6 that:  
Sp + Sg = I + (X-M) 
This equation can we rewritten as: 
S=I+(X-M)                                                                                                                                  (10) 
(Note: S = Sp + Sg) 
We can rearrange equation 10 as: 
S – I = (X-M)                                                                                                                               (11) 

(Note: (X-M) here refers to the current account balance) 
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What equation 11 is essentially saying is that a country’s current account balance must 
always be equal to the difference between S and I (i.e. S-I). 

Having stated equation 11, let us examine two possible scenarios: 

First, if in an economy S>I, then according to equation 11, the economy will have a current 
account surplus i.e. X - M >0. In this case, there will be a capital outflow from the economy (as 
S>I) i.e. surplus national savings will be used to purchase assets/securities of another country, in 
order to finance its current account deficit. 

A key point to note here is that when a country has a current account surplus, there is pressure 
for the domestic currency to appreciate. 

Second, if in an economy S<I, then according to equation 11, the economy will have a current 
account deficit i.e. X – M < 0. In this case, there will be a capital inflow into the economy (as 
S<I) i.e. surplus foreign savings will be used to purchase this economy’s assets/securities, in 
order to finance its current account deficit. 

It might be noted that most countries run a current account deficit, with some being able to 
keep it at prudent levels, while others face a high or unsustainable current account deficit 
(several emerging/developing economies have recently been facing the problem of high or 
unsustainable current account deficits). High or unsustainable current account deficits tend to 
lead to exchange rate instability (i.e. more fluctuations or volatility in exchange rates), which in 
turn can endanger macroeconomic stability of a country.  

A key point to note here is that if national savings (S) are highly insufficient to finance 
investments (I) by firms in an economy, then according to equation 11, the current account 
deficit will be high - which in turn is likely to put significant downward pressure on the 
domestic currency (i.e. lead to significant currency depreciation) and result in higher inflation 
and slower economic growth. Therefore, policy makers in an economy must attempt to curb 
excessive household consumption and lower the government budget deficit, in order for national 
savings to rise and finance a larger part of investments by firms - which will consequently lead 
to a lower current account deficit and less downward pressure on the domestic currency.  
Further, a larger pool of national savings will put downward pressure on domestic interest rates, 
which will encourage investment activity in the economy and lead to higher economic growth.  

Having stated the above, another point worth noting is that governments must not run a high 
budget deficit (i.e. where T<G is high) as it reduces national savings, which in the face of high 
investment activity by firms in the economy, will lead to a higher current account deficit. 
Even if private savings in an economy are rising (i.e. Sp is increasing), the budget deficit should 
be kept at a low and prudent level as a rise in the same reduces national savings. 

From the equation(C) given below, you can possibly infer that if the difference between private 
savings (Sp) and investment (I) in an economy i.e. Sp - I is stable over time or if I>Sp, an 
increase in government budget deficit will translate into a higher current account deficit.  

Sp + Sg = I + (X-M)                                                                                                                     (A)                                                                                     

(Sp – I) + Sg = (X–M)                                                                                                                  (B) 

(Sp – I) + (T-G) = (X-M)               (C)                             
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(Note: here in equation C, one is assuming that T < G (i.e. Sg is negative) or in other words, 
the government is running a budget deficit where its expenditures exceed revenues) 

In essence, if there is deficiency of private (i.e. households and firms) savings in an economy, 
where Sp – I < 0, an increase in the government budget deficit will lead to an increase in the 
current account deficit, which in turn can endanger exchange rate stability (this has been the 
experience of many emerging/developing economies recently) and consequently macroeconomic 
stability. This is a very important reason, among other reasons, why government budget deficits 
should be kept under control and at prudent levels.     

B.10 Problems with persistently high Current Account Deficits (CAD) 

A country should avoid running or having a persistently high current account deficit due to 
various reasons. Some of the most important ones are stated below. 

A persistently high current account deficit: 

 Is usually accompanied by or can lead to significant currency depreciation over time 
(i.e. weakening of the domestic currency vis-à-vis foreign currencies over time), which in 
turn can lead to substantial ‘imported’ inflation (as imports become significantly more 
expensive) and build up of inflationary pressures in the economy, particularly if the country 
is a big importer of commodities such as oil. 

 Is associated with higher inflation rates and lower export competitiveness i.e. countries 
that have a persistently high current account deficit tend to have higher inflation rates than 
countries that do not have such a problem. Further, higher inflation tends to lower the export 
competitiveness of a country.  

 Can lead to a marked rise in domestic interest rates, as the central bank of the country is 
likely to raise its ‘official’ policy rate, in order to stem the outflow of capital from the 
country resulting from foreign investors dumping or selling domestic financial assets because 
they become more negative about the stability and growth prospects / economic outlook of 
the country (due to the persistently high current account deficit). 

A marked rise in domestic interest rates tend to significantly dampen domestic economic 
activity (resulting in higher unemployment) as private investment (I) drops sharply and  
consumer spending decelerates (because the cost of borrowing for firms and households goes 
up significantly).    

 Generally leads to a rise in a country's net external indebtedness and usually results in 
the country paying higher real interest rates on its debt in world financial markets i.e. the 
country’s cost of borrowing goes up.  

B.11 Lowering of Current Account Deficit (CAD) 

A country can lower its current account deficit by implementing policies to: 

 Lower domestic consumption (which reduces demand for imports).     

 Lower government budget deficit and keeping it at a prudent level.  

 Raise private savings (household sector and firms). 
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 Let the domestic currency depreciate vis-à-vis foreign currencies, so that exports become 
cheaper and consequently the export competitiveness of the country increases.  

 Undertake structural reforms to boost exports, such as high- value manufacturing exports, 
and build a globally competitive export sector. 

 Enhance productivity that will lower the cost of production of domestic firms, which in turn 
will make exports cheaper. 

 Achieve energy independence and security. For example, if a country is a big importer of oil 
and gas then it could invest heavily in the domestic exploration of oil and gas, in order to 
reduce its huge import bill on account of oil and gas imports. 

 Keep domestic inflation low and stable, so as to enhance the export competitiveness of the 
economy.       

 
End of this module 
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Aggregate Demand and Aggregate Supply Model 

Short Run Open Economy Aggregate Macroeconomic Model 
A General Framework for Macroeconomic Analysis  

An ‘Applications-Oriented’ Module 

In this last module, we have presented a short run ‘open economy’ aggregate macroeconomic 
model (using graphic techniques) known as Aggregate Demand and Aggregate Supply Model 
(i.e. short run AD-AS model). Please go through module 4 on ‘Aggregate Demand and 
Aggregate Supply’ and all the other modules, in order to fully grasp this model.  

The reason why we have presented a short run ‘open economy’ aggregate macroeconomic model 
(i.e. short run AD-AS model) is that the focus of this course is on business cycles (i.e. short run 
fluctuations in economic activity), changes in the macroeconomic environment in the short run 
and macroeconomic stabilization and related policies (i.e. monetary policy and fiscal policy), 
rather than on long term economic growth and development and related policies. .   

The short run AD-AS model can be used to: 

 Understand the way the macroeconomy works in the short run.  

 Intelligently evaluate an economy (developed or emerging/developing).   

 Analyze/explain short run fluctuations in economic activity in an economy.  

 Investigate the impact of a rise or fall in consumer spending, private investment, government 
expenditure and net exports on the level of aggregate output (Y) and the general price level 
(P) in an economy. 

 Comprehend changes in the macroeconomic environment in the short run. 

 Analyze the impact and implications/effectiveness of alternative macroeconomic policies         
(i.e. monetary policy and fiscal policy) and changes in the same on aggregate output and the 
general price level in an economy with flexible or fixed exchange rates. 

 Analyze how an economy reacts to positive or negative demand side and supply side shocks. 

 Analyze international transmission of business cycles.  

In essence, by understanding this short run model, you can analyze a wide variety of 
macroeconomic developments that affect an economy in the short run.  

Before presenting and explaining a short run ‘open economy’ aggregate macroeconomic model 
(Aggregate Demand and Aggregate Supply Model – termed as short run AD-AS model) along 
with applications of the same, provided below are the building blocks (without mathematical 
derivations) of this model that one needs to keep in mind, in order to be able to put it in proper 
perspective and use it appropriately. Further, please keep in mind that the model presented in 
this module has a ‘practical’ orientation. Therefore, no unrealistic assumptions such as 
perfect mobility of capital between countries, or fully flexible exchange rates where the central 
bank of a country never intervenes to influence the exchange rate etc. have been made, as these 
conditions do not exist in the ‘real’ world (and only exist in textbooks).  
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Next, mathematical derivations of key concepts have been avoided as far as possible (which can 
be understood from an intermediate level text book on macroeconomics). This is due to three 
reasons.  

First, the focus of this module is on understanding the underlying intuition behind the model and 
its applications to various economic scenarios, rather than on cumbersome mathematical 
derivations or computations (which are best left to economists with access to powerful 
computers and software packages).  

Second, we doubt it whether you will be involved in such computations at the work place.  

Third, this course is for professionals, managers, investors and students who are not economists 
or not training to be economists and therefore do not wish to handle cumbersome mathematical 
equations or constructs.       

A.1 Building Block – I 

Stated below are key points pertaining to ‘real world’ macroeconomics that one needs to keep in 
mind, in order to put the short run AD-AS model in proper perspective and use it appropriately. 
Some of these points have been mentioned in previous modules and have been repeated here, so 
that you can collectively keep them in mind while attempting to comprehend this model.     

 Traditionally macroeconomics has been divided into the short run and the long run. 
Short run macroeconomics focuses on business cycles (i.e. recurring and irregular short run 
cyclical fluctuations in economic activity) and economic stabilization policies (monetary 
policy and fiscal policy). Long run macroeconomics focuses on economic growth (i.e. 
sustained upward trend in an economy’s real GDP or output over many decades) and policies 
relating to capital accumulation, labor supply, technological growth, savings rate, growth of 
population, labor productivity etc. -  to raise economic growth and living standards in a 
country over time.   

 In the short-run, it is changes in aggregate demand that primarily determine changes or 
fluctuations in economic activity (and out of all components of aggregate demand, private 
investment (I) tends to be the most volatile component and varies considerably over the 
business/economic cycle). This is why policy makers in the short run emphasize or focus 
primarily on the demand side of the economy and either attempt to stimulate or dampen 
aggregate demand through monetary policy and/or fiscal policy, in order to minimize short 
run fluctuations in actual aggregate output (Y) around its potential (Y*) i.e. stabilize 
economic activity and have high, yet sustainable growth of aggregate output accompanied by 
low and stable inflation and high employment.  

Essentially, policy makers focus primarily on the aggregate demand side of the economy in 
the short run, to try to ensure that the economy  grows in a sustained manner (rather than 
fluctuate widely), where inflation is low and stable (rather than high and volatile) and 
employment is high. They attempt to decipher the key factors influencing spending decisions 
and behaviour of firms and households for sound macroeconomic management and to know 
where the economy is likely to head in the short run.             

 Aggregate demand tends to change more rapidly in the short run when compared to 
aggregate supply - which tends to change very slowly in comparison (refer to module 4                 
- ‘Aggregate Demand and Aggregate Supply’). 
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This is why aggregate demand has to be managed by policy makers in the short run, 
otherwise excessive aggregate demand can result in emergence of supply bottlenecks – 
leading to accelerating inflation, which ultimately tends to culminate into poor 
macroeconomic performance.    

 The focus of the short run AD-AS model in this module is on shifts in the aggregate 
demand curve (due to the aforesaid reason), rather than shifts in the short run aggregate 
supply curve (SRAS). Further, another very important reason for emphasizing the aggregate 
demand side of the economy in this model is that businesses or firms are most affected or 
influenced by what happens to the macroroeconomic environment in their respective 
economies in the short run (i.e. in the next few weeks, quarters and years (1-5 years in the 
future)), rather than the more distant future.  

 The AD-AS model has three curves: downward sloping aggregate demand curve (ADC), 
short run aggregate supply curve – SRAS (which is usually upward or positively sloping, but 
not always, as explained in module 4 - ‘Aggregate Demand and Aggregate Supply’) and 
the vertical long run aggregate supply curve (LRAS). To develop the short run aggregate 
macroeconomic model we combine the aggregate demand and aggregate supply (curves) 
sides of the economy. Because this model incorporates both aggregate demand and aggregate 
supply, it includes all the factors that influence or determine the overall level of GDP (i.e. 
aggregate output – Y) and the general price level (P) in an economy in the short run.    

 The key point to note of the AD-AS model is that we bring together the downward 
sloping aggregate demand curve (ADC) and the short run aggregate supply curve 
(SRAS) together and the intersection of these two curves determines the equilibrium 
level of aggregate output (Y) and general price level (P) in an economy in the short run 
(i.e. short run macroeconomic equilibrium). Further, since aggregate demand tends to shift 
(rightward or leftward) often in the short run (due to the various factors that influence its 
components), short run macroeconomic equilibrium is far from stable and can change rapidly 
– leading to a change in the equilibrium level of aggregate output (Y) and the general 
price level (P).  

In essence, it is shifts in aggregate demand, rather than aggregate supply, that are primarily 
or usually responsible for changes in the short run macroeconomic equilibrium in an 
economy, as factors that influence aggregate supply are very slow to change when compared 
to factors that influence aggregate demand.       

 A very important point worth noting is that the equilibrium level of aggregate output - Y             
(determined by the intersection of the ADC and SRAS) at any point in time may be much 
below or even above the level of potential output (Y*) of an economy. In the former 
economic scenario, policy makers may use expansionary monetary and/or expansionary 
fiscal policy to stimulate aggregate demand, in order to increase aggregate output (Y) without 
fear of inflationary pressures - due to existence of massive excess capacity in the economy. 

In the latter economic scenario, policy makers attempt to dampen aggregate demand by 
using contractionary monetary and/or contractionary fiscal policy as the economy is 
operating at beyond its potential (i.e. it is growing too rapidly and unsustainably), in order to 
curb accelerating inflation (due to severe supply side bottlenecks) and elevated inflation 
expectations and try to have a more sustainable rate of growth.    
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 A critical point to note is that how a shift in the ADC (rightward or leftward) affects 
aggregate output (Y) and the general price level (P) in an economy in the short run depends 
on the slope of  the SRAS, other things remaining constant (i.e. the magnitude or size of 
change in aggregate output and the general price level in the short run, as a result of a shift 
(leftward or rightward) in the ADC, depends on the slope of the SRAS, other things 
remaining constant):   

1. When the SRAS is horizontal, then an increase in aggregate demand has the maximum 
effect on aggregate output, with no effect on the general price level (P).  

2. When the SRAS is relatively flat, then an increase in aggregate demand will mostly 
result in an increase in aggregate output (Y), with little or insignificant rise in the general 
price level (P). 

3. When the SRAS is upward sloping, then an increase in aggregate demand will result in 
an increase in both aggregate output (Y) and the general price level (P).Whether 
aggregate output or the general price level will increase more and by how much will 
depend on how close the economy is to its potential (i.e. how close is Y to Y*) i.e. how 
steep is the upward sloping SRAS, other things remaining constant. It’s important to 
note that usually economies in the ‘real world’ face an upward sloping SRAS.     

4. When SRAS is highly steep (i.e. nearly vertical) and the economy is operating at or 
beyond potential (i.e. Y is equal to or greater than Y*), then an increase in aggregate 
demand will result in an increase in the general price level only, with no effect on 
aggregate output. 

Policy makers who attempt to influence the equilibrium level of aggregate output and 
general price level in an economy (through the use of monetary policy and/or fiscal 
policy that either stimulates or dampens aggregate demand) have to make assumptions 
about the likely slope of the SRAS of the economy, as how a shift in the ADC (rightward 
or leftward) affects aggregate output and the general price level depends on the slope of 
the SRAS, other things remaining constant.  

 The downward sloping aggregate demand curve (ADC) is derived through the integration or 
combination of the real and monetary sides of the economy (graphically explained on page 
258).   

 More the openness of an economy to international trade and capital flows, more significantly 
will the global economy and global financial markets affect the ability of its (domestic) 
macroeconomic policies (monetary policy and fiscal policy) to influence aggregate output 
and the general price level in the short run.  

Further, the effectiveness of monetary policy and fiscal policy in terms of influencing 
aggregate output and the general price level in the short run also depends on whether a 
country has chosen a flexible exchange rate system or a fixed exchange rate system. 

 Differences in expected rate of return on financial assets tend to exist across countries and 
such differences can be large or small and even quite small (as they are across the developed 
world).    



Aggregate Demand and Aggregate Supply Model                                                                                          Module 10 

 

 

Page 245  © 2014 | Macroeconomics School 

 

 Under flexible exchange rates, monetary policy also affects aggregate demand through the 
exchange rate channel (in addition to other channels, such as the interest rate channel etc.). 
For example, if domestic inflation is increasing and the central bank raises the official 
‘policy’ rate, then a hike in this rate will dampen aggregate demand not only through the 
adverse effect of higher domestic interest rates on private investment and consumer 
spending, but also through currency appreciation which lowers net exports (as a result of 
lower demand for exports and higher demand for imports).  

 If a country adopts a flexible exchange rate regime, it can pursue an independent monetary 
policy (unlike countries that adopt a fixed exchange rate system).  

 Real interest rates play a key role in determining exchange rates in a flexible exchange rate 
system and the flow of goods and services and assets (financial assets) in an open economy. 
For example, higher domestic real interest rates relative to foreign real interest rates, by 
leading to real exchange rate appreciation, result in lower demand for exports and higher 
demand for imports. Further, higher domestic real interest rates relative to foreign real 
interest rates result in higher capital inflows (as domestic assets become relatively more 
attractive than foreign assets for foreign investors) and real exchange rate appreciation, 
which also results in lower demand for exports and higher demand for imports. 

 In ‘real world’ macroeconomics, ‘expectations’ of economic agents play a critical role in 
determining the success of macroeconomic policy and outlook of an economy. 

 Economies in the ‘real world’ are not static. Instead they are dynamic. Further, underlying 
economic conditions across the globe are changing rapidly as a result of increasing economic 
interdependence between countries, inherent instability of global financial markets (which 
are increasingly affecting the macroeconomic performance of economies across the globe) 
and transmission of exogenous shocks (such as the global financial crisis, unexpected spurt in 
international oil and food prices, political instability in a particular region etc.) to various 
parts of the globe. 

 The underlying structural relationships between various important macroeconomic variables 
are not really stable and change over time. 

 The short run AD-AS model integrates the real and monetary sides of the economy.   

A.2 Building Block II 

Building Block II includes: 

 Statement of the condition for goods market equilibrium (already stated in module 4              
- ‘Aggregate Demand and Aggregate Supply’) and money market equilibrium (already stated 
in module 7 - ‘Monetary Policy’) along with introduction to IS-LM curves.  

 Combining of the goods market equilibrium and money market equilibrium (IS-LM curves). 
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Before proceeding further, it might be noted that what is mentioned in Building Block II ( in 
the following pages) is important to grasp, in order to understand the derivation of an economy’s 
aggregate demand curve (ADC) – which is derived (graphically) in Building Block III (page 
258), and it might be noted that the aggregate demand curve (ADC) shows us various 
combinations of the general price level (P) and aggregate output (Y) at which there is 
simultaneous equilibrium in both markets i.e. the goods market and the money market (just keep 
this point in mind for now, it’s been duly explained later in the module).         
I. Statement of Goods Market Equilibrium and Money Market Equilibrium Condition 

A. Goods Market Equilibrium Condition: 

Y=C+I+G+(X-M)  

As noted in module 4 (‘Aggregate Demand and Aggregate Supply’), the components of 
aggregate demand are mentioned on the right side of this equation and aggregate output – Y (i.e.  
GDP) is mentioned on the left side of this equation.  

Essentially, this equation shows that total planned expenditure on aggregate output by all the 
sectors of the economy is equal to the value of aggregate output produced - so there is no excess 
demand or supply and hence the goods market is in equilibrium. In other words, demand for 
output is equal to supply of output.   

B. Money Market Equilibrium Condition (Real Money Supply = Real Money Demand): 

M/P = aY – br  

Essentially, what this equation means is that equilibrium in the money market exists when real 
money supply is equal to quantity of money demanded (i.e. real money demand). Further, it 
might be noted that the money market is in equilibrium at that real interest rate (r) at which real 
money supply is equal to real money demand.     

Having stated the money market equilibrium condition, let us return to the goods market 
to introduce a very important concept known as the IS curve.  

II.A  IS Curve 

The goods market can be summarized by the IS curve (i.e. the IS curve is the demand side 
of the market (Y=C+I+G+(X-M)). This curve shows all the possible different combinations of 
real interest rates (r) and aggregate output (Y) at which the goods market is in equilibrium. Every 
point on the IS curve represents a particular combination or pair of real interest rate (r) and 
aggregate output (Y) such that the demand for output is equal to the supply of output (where it is 
implicitly assumed that whatever is demanded is supplied).  

The graph of the IS curve is given below with real interest rate (r) on the vertical axis and 
aggregate output (Y) on the horizontal axis.  
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Graph: IS Curve 
 

Real Interest 
Rate (r)  
                r3 
 
                r2  

            
          r1                                                                 
                                                                               IS Curve 

                                           Y1             Y2          Y3         Aggregate Output (Y) 

Note that the IS curve is downward sloping i.e. there is a negative relationship between 
aggregate output (Y) and real interest rates (r). This is because when real interest rate rises, 
the cost of borrowing for  firms increases, which in turn dampens private investment (other 
things remaining constant) and consequently results in a fall in aggregate output. For example, if 
the real interest rate rises from r1 to r2, aggregate output falls from Y3 to Y2. 

On the other hand, when real interest rate falls, the cost of borrowing for firms decreases, 
which in turn stimulates private investment (other things remaining constant) and consequently 
results in a rise in aggregate output. For example if the real interest rate falls from r3 to r2, 
aggregate output increases from Y1 to Y2.   

Slope of IS Curve   

        The slope of the I-S curve depends on two factors: 

         Interest sensitivity of investment: if investment is highly sensitive to changes in real interest  
         rate (r), then a small change in r will lead to a large change in investment expenditure and   
         consequently the change in aggregate output (Y) will be large. In this case, the IS curve will   

be flatter i.e. a given change in real interest rate (r) would be associated with a large change in     
aggregate output (Y).  

On the other hand, if investment is not very sensitive to changes in real interest rate (r), then a 
small change in r will lead to a very small or even an insignificant change in investment 
expenditure and consequently the change in aggregate output (Y) will be very small or even 
insignificant. In this case, the IS curve will be steeper i.e. a given change in real interest rate (r) 
would be associated with a very small or even an insignificant change in aggregate output (Y). 

Size of Expenditure Multiplier: larger the size of the Expenditure Multiplier, flatter will be the 
IS curve and smaller the size of the Expenditure Multiplier, steeper will be the IS curve. For an 
understanding of the concept of Expenditure Multiplier, please refer to module 8 - ‘Fiscal 
Policy.’   
Provided below is a graphic illustration of two differently sloped IS curves – one that is 
flatter and the other that is steeper. 
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Graph: Slopes of IS Curve 
  

 
Real Interest 
Rate (r)  

                 
 
 
 
 
 
 

                                                            Y                                 Aggregate Output (Y) 

Shifts in the IS Curve 

The IS curve can shift to the right (up) or to the left (down). For example, an increase in 
government expenditure (G) or an increase in autonomous investment expenditure (due to a 
surge in business confidence because of positive expectations about future economic growth, 
sales and profits or as a result of technological advancements etc.) will shift the IS curve to the 
right, leading to an increase in both aggregate output (Y) and real interest rate (r). Please refer to 
the graph below. 

On the other hand, a decrease in government expenditure or a fall in autonomous investment 
expenditure (due to a sharp drop in business confidence because of pessimistic expectations 
about future economic growth, sales and profits etc.) will shift the IS curve to the left, leading to 
a decrease in both aggregate output (Y) and real interest rate (r). Please refer to the graph 
below.    

Graph: Shifts in the IS Curve 

Real Interest  
Rate (r) 
 

 

                                                                                  IS Curve (rightward shift)  

                                      IS Curve (original) 

                                                                              IS Curve (leftward shift) 

                                                 Y                              Aggregate Output (Y) 

It might be noted that autonomous expenditures, such as autonomous investment expenditure and 
government expenditure, are independent of both output and interest rates i.e. such expenditures 
are unrelated to changes in output and interest rates. 

 

 

IS Curve (Steeper) 

IS Curve (Flatter)  

2 IS Curves 
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Having stated the above, it might be noted that any factor other than a change (increase or 
decrease) in output (Y) or real interest rate (r) that leads to a change (increase or decrease) in the 
two variables mentioned below also cause the IS curve to shift (either to the right or to the left): 

 An increase (decrease) in consumer spending due to factors such as a surge (collapse) in 
consumer confidence will shift the IS curve to the right (left). 

 Factors such as a depreciation (appreciation) of the exchange rate, which result in higher 
(lower) exports, will shift the IS curve to the right (left). 

Next, a change in the following variables also shifts the IS curve (either to the right or to 
the left)  

 A decrease (increase) in taxation, other things remaining constant, will shift the IS curve to 
the right (left), as it increases (lowers) disposable income of households, which in turn leads 
to higher (lower) consumer spending.   

 A combination of an increase (decrease) in government expenditure and reduction (hike) 
in taxes will shift the IS curve to the right (left).       

 An increase (decrease) in household wealth (financial and real assets) will shift the IS curve 
to the right (left). 

 An increase (decrease) in expected future output will shift the IS curve to the right (left). 

 An increase (decrease) in net exports will shift the IS curve to the right (left).  

 A positive (negative) ‘demand’ shock will shift the IS curve to the right (left). 
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II.B Graphic Illustration of Money Market Equilibrium and LM Curve  

Having stated the above, let us now return back to money market equilibrium. 

Given below is a graphic illustration of money market equilibrium and shifts in money market 
equilibrium. 

Graphic Illustration (Money Market Equilibrium and Shifts in Equilibrium)   
Graph A 
 
Real Interest                                 Real Money Supply (Ms) Curve 
Rate (r)                                      
                  r3                         Md1 
 
                  r2                         Md0 
                                                                       
                  r1                         Md2           Real Money Demand Curve 
                                                             

 
                                           Ms                        Quantity of Money 
Graph B 
 
Real Interest                                         Real Money Supply (Ms) Curve 
Rate (r)                                      
                    r3  
                    r2                                                                     
                    r1 
                                                                     Md0   Real Money Demand Curve 
 
           
 
                                        Ms1 Ms Ms2                    Quantity of Money 
 
If you view graph A and B, you might note that the real money supply (Ms=M/P) curve is 
vertical, as the size of nominal money supply (M) is taken as exogenously determined or 
controlled by the central bank and does not depend on r and the price level is predetermined or 
given (i.e. assumed to be fixed, constant or unchanged) since this is a short run model of the 
money market. In other words, since we assume that the central bank determines a certain level 
of nominal money supply (M) and the price level is predetermined or given, the real money 
supply (Ms) curve is vertical. In essence, the real money supply in this model does not 
depend on the interest rate.   

It might be noted that the central bank can change (increase or decrease) the nominal money 
supply (M) either by purchasing and selling government bonds or by buying and selling foreign 
exchange (from their foreign exchange reserves).  
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From Graph A above one can view that the original money market equilibrium is given by 
the intersection of the vertical real money supply curve (Ms) and the downward sloping real 
money demand curve (Md0) and the equilibrium real interest rate is r2 that clears the money 
market, with the condition for money market equilibrium being Ms = Md.  

Shifts in Money Market Equilibrium 

The money market equilibrium can shift due to: 

A. Shifts in the Real Money Demand Curve (Graph A) 

Assume that the price level is constant or unchanged and the central bank does not change the 
nominal money supply (therefore the vertical real money supply curve does not shift to the left or 
to the right), but money demand rises or increases. In such a scenario, the real money demand 
curve shifts to the right (or up) from Md0 to Md1 and the new equilibrium real interest rate that 
clears the money market (i.e. at which the money market is in equilibrium) is r3 (which is higher 
than r2). However, if money demand falls, the real money demand curve shifts to the left (or 
downward) from Md0 to Md2 and the new equilibrium real interest rate that clears the money 
market (i.e. at which the money market is in equilibrium) is r1 (which is lower than r2).  

In essence, changes in money demand, while real money supply is constant, shift the money 
market equilibrium from its original position.      

Or 

B. Shifts in the Real Money Supply Curve (Graph B)   

Turning to graph B, the original money market equilibrium is given by the intersection of the 
vertical real money supply curve (Ms) and the downward sloping real money demand curve 
(Md0) and the equilibrium real interest rate is r2 that clears the money market, with the condition 
for money market equilibrium being Ms = Md.  

Now, let us assume that money demand remains unchanged, but the central bank increases the 
nominal money supply. Given that we are assuming that the price level is constant or unchanged, 
the real money supply increases. In such a scenario, the vertical real money supply curve shifts to 
the right from its original position (MS) to MS2 and the new equilibrium real interest rate that 
clears the money market (i.e. at which the money market is in equilibrium) is r1(which is lower 
than r2). 

On the other hand, if the central bank decreases or reduces the nominal money supply and 
assuming the price level is constant or unchanged, the real money supply decreases. In such a 
scenario, the vertical real money supply curve will shift to the left from its original position (MS) 
to MS1 and the new equilibrium real interest rate that clears the money market (i.e. at which the 
money market is in equilibrium) is r3 (which is higher than r2).  

In essence, changes in the real money supply, while money demand is unchanged, also shift 
the money market equilibrium from its original position.  

Or 
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C. Shifts in both Real Money Demand Curve and Real Money Supply Curve 

Shifts in both real money demand curve and real money supply curve, due to changes in both 
money demand and real money supply, also shift the money market equilibrium from its original 
position.      

LM Curve 

Having stated the above, let us now turn to the concept of LM curve.  

The money market can be summarized by the LM curve. This upward (positively) sloping 
curve shows all the possible different combinations of real interest rates (r) and aggregate 
output (Y) at which the money market is in equilibrium (i.e. where Real Money Demand = 
Real Money Supply). We continue to assume a constant or unchanged price level. 

The graph of the LM curve is given below with real interest rate (r) on the vertical axis and 
aggregate output (Y) on the horizontal axis.   

Graph: LM curve. 

Real Interest 
Rate (r) 

             LM Curve (Money Market Equilibrium (Md=Ms)) 

 
 
 
                                                                                                                                                   
 
 
 
 
                            Y                                       Aggregate Output (Y) 

The LM curve is an upward (positive) sloping curve as an increase in aggregate output (Y) raises 
the real demand for money (at any given real interest rate (r)) to finance increased number of 
monetary/commercial transactions associated with higher levels of income, output and 
expenditure, which results in a rise in the real interest rate (r) to clear the money market. 

In essence, an increase in aggregate output (Y) leads to an increase in the real demand for money 
at any real interest rate (r) and therefore, the real interest rate (r) must rise to reduce the excess 
real demand for money (given a fixed real money supply) to restore equilibrium in the money 
market again.  

On the other hand, a decrease in aggregate output (Y) lowers the real demand for money (at 
any given real interest rate (r)) to finance lower number of monetary transactions associated with 
lower levels of income, output and expenditure, which results in a fall in the real interest rate (r) 
to clear the money market. 
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In essence, a decrease in aggregate output (Y) leads to a decrease in the real demand for money 
at any real interest rate (r) and therefore, the real interest rate (r) must fall to increase the real 
demand for money (given a fixed real money supply) to restore equilibrium in the money market 
again.  

The LM curve is upward (positively) sloping also because if there is an increase in the real 
interest rate (r), real demand for money falls (given a fixed real money supply) and therefore, to 
have money market equilibrium there should be an increase in aggregate output (Y), which 
means that a rise in real interest rate (r) is associated with a rise in aggregate output (Y).  

Similarly, if there is a decrease in the real interest rate (r), real demand for money rises (given a 
fixed real money supply) and therefore, to have money market equilibrium there should be a 
decrease in aggregate output (Y), which means that a decrease in the real interest rate (r) is 
associated with a decrease in aggregate output (Y).   

Having stated the above, note that since the demand for money is interest sensitive, the LM 
curve is positively sloped.    

Slope of LM Curve   

The LM curve is flatter when money demand is more interest sensitive and it is steeper when 
money demand is less interest sensitive. Further, the LM curve is flatter when there is a smaller 
transaction demand for money and it is steeper when there is a larger transaction demand for 
money.   

Shifts in the LM Curve  

The LM curve can shift to the right (downward) or to the left (upward). 

Graph: Shifts in the LM curve 

Real Interest                                                            LM1 
Rate (r)                                                                         LM0 

                   LM2 
                                                                   
 
 
                                                                                                                                                   
 
 
 
 
                            Y                                        Aggregate Output(Y) 

Factors that cause a shift (right or left) in the LM curve 

 An increase (decrease) in the real money supply (M/P) shifts the LM curve to the right (left). 
If the central bank increases the money supply and the price level is constant, the real money 
supply will increase and the LM curve will shift to the right. On the other hand, if the 
central bank reduces the money supply and the price level is constant, the real money supply 
will decrease and the LM curve will shift to the left.  
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Note: an increase (decrease) in the real money supply (relative to money demand) will lead to a 
rightward (leftward) shift in the LM curve and result in lower (higher) real interest rates (r) and 
higher (lower) aggregate output (Y) in the short run. Therefore, monetary policy can affect 
aggregate output in the short run.  

It might be noted here that an increase (decrease) in the real interest rate (r) reduces (increases) 
both consumer spending and private investment, which in turn leads to a fall (rise) in aggregate 
output.   

 An increase (decrease) in autonomous money demand (i.e. money demand not related to Y or 
r), which shifts the real money demand curve to the right (left) and raises (lowers) the real 
interest rate (r), will shift the LM curve to the left (right). 

 An increase (decrease) in the expected rate of inflation, which decreases (increases) demand 
for money and lowers (raises) the real interest rate (r), will shift the LM curve to the right 
(left).  

 Technological innovations such as an increased use of ATM’s, credit cards etc. which results 
in a lower demand for money at any given interest rate and level of income (i.e. leading to a 
leftward shift in the real money demand curve), will shift the LM curve to the right.  

Having stated the above, the key point to note here is that a shift in the LM curve to the right 
results in lower real interest rates (r) and higher aggregate output (Y), whereas a shift in the LM 
curve to the left results in higher real interest rates (r) and lower aggregate output (Y).      

III. IS-LM Curve – Combining Goods Market and Money Market Equilibrium  

Having briefly explained the concept of IS and LM curves, we bring together both the curves.  

Graph: IS-LM Curve 
 
Real Interest 
Rate (r) 

          LM Curve (Money Market Equilibrium:Md=Ms) 

 
 
    r2 

 
 
 

                                                  IS Curve (Goods Market Equilibrium) 

 
                             Y2                               Aggregate Output (Y)  

In the graph above, we have bought together the IS and LM curves. Essentially, this graph is a 
graphic illustration of the IS-LM model that combines the goods market equilibrium and money 
market equilibrium and shows how the equilibrium real interest rate (r2) and equilibrium 
aggregate output (Y2) are jointly determined in an economy. 
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The point of intersection of both the IS and LM curves is a point of simultaneous equilibrium in  
the goods market and money market that determines the equilibrium real interest rate (r2) and 
equilibrium aggregate output (Y2). Such equilibrium can exist only at one output level and one 
rate of interest. 

If either the real interest rate (r) or aggregate output (Y) departs from this equilibrium, then 
market forces will tend to drive both these variables back to their equilibrium levels at which 
there is simultaneous equilibrium in the goods market and money market.  

An important point worth mentioning here is that the central bank (via its control over monetary 
policy) and the government (via its fiscal policy) can attempt to affect the equilibrium level of 
aggregate output and real interest rate in an economy. 

Several important points are worth noting with reference to the IS-LM model: 

 The original or conventional IS-LM model (developed in 1937), as stated here graphically, 
assumes that the price level is fixed or constant or unchanged, at least in the short run (which 
is a bit unrealistic, as prices do respond to conditions of supply and demand).   

 Together the IS-LM model represents or summarizes the demand side of the economy. 

 The goods market and the money market are linked by the real interest rate (r). 

 From the IS-LM graph, you may possibly infer that an increase in government expenditure 
could lead to a large increase in aggregate output (Y), in addition to an increase in the real 
interest rate (r), as the IS curve will shift upward to the right (assuming that the LM 
curve does not shift). However, in reality, things are not so simple. Let us explain. 

An increase in real interest rate (r), due to an increase in government expenditure, could lead 
to a substantial dampening or ‘crowding’ out of private investment (I). Further, an increase in 
the real interest rate could also adversely affects net exports (i.e. results in lower net exports       
(X-M)) as higher domestic real interest rates relative to foreign real interest rates would 
encourage capital inflows – leading to currency appreciation. Moreover, an increase in 
the real interest rate could also dampen consumer spending (C).   

Due to the dampening effect of higher real interest rate (r) on I, C and (X-M), the IS curve 
will shift back to the left and somewhere near to its original position (or some times even 
back to its original position). In other words, the ultimate increase in aggregate output (Y), 
due to an increase in government expenditure, could be small or marginal or even 
insignificant (or sometimes there might ultimately be no increase in aggregate output).      

The underlying message here is that an increase in government expenditure may not 
ultimately raise aggregate output (Y) in any significant way or manner, due to the aforesaid 
reasons (unless an economy is mired in a recession or is facing a protracted economic 
slowdown). Therefore, use of government expenditure to increase aggregate demand and 
output (Y) in an economy in the short run is not always a very good idea.   

 A decrease in the nominal money supply by the central bank (assuming that the price level is 
fixed or constant) shifts the LM curve to the left, leading to higher real interest rate (r) and 
lower aggregate output (Y).  
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Higher real interest rate (r) could in turn further dampen or lower aggregate output (Y), due 
to the negative or downside impact of higher real interest rate on private investment (I), 
consumer spending (C) and net exports (X-M), and lead to a leftward shift  of the IS 
curve.  

This is just one example of how monetary policy can influence aggregate demand and 
output (i.e. the real side of an economy) in an economy in the short run.     

 The original IS-LM model simply takes the price level to be fixed or constant (i.e. the price 
level does not change – which is the short run assumption of this model). In other words, the 
IS-LM model is a fixed price model, where we essentially assume that the price level and 
money wage are fixed). The assumption of a fixed or constant price level severely limits 
the applicability of the original IS-LM model to the ‘real world’ – where prices respond 
to changes in the conditions of supply and demand in the economy and where inflation 
is a serious problem confronting economies across the globe.  

Further, the assumption of a fixed or constant price level severely limits the power of this 
model (IS-LM) to effectively gauge the influence or impact of monetary policy and fiscal 
policy on economic activity in the short run.   

Due to these limitations of the IS-LM model, we need: 

 A variable price model where the price level and money wages are not held constant and 
instead adjust or respond to conditions of supply and demand.        

 A comprehensive model where we can simultaneously analyze changes in aggregate output 
(i.e. GDP) and the price level (P) in an economy, due to changes in aggregate demand (i.e. 
changes in C, I, G and (X-M)) as a result of macroeconomic policy (monetary policy and 
fiscal policy) changes, capital flows or exogenous shocks to the economy or any other 
reason. In other words, we need a comprehensive model to effectively gauge the impact of 
changes in aggregate demand (due to the aforesaid reasons) on aggregate output and the price 
level in an economy in the short run.  

Such a model is the short run AD-AS model (i.e. a short run aggregate macroeconomic 
model). This model links the aggregate demand side and aggregate supply side of an 
economy and no longer assumes the price level to be fixed or constant (i.e. this model is a 
variable price model). It has been introduced on page 264 after the graphic derivation of the 
aggregate demand curve (ADC) and brief explanation of the different slopes of the short run 
aggregate supply curve (SRAS) in the following pages.   

It might be noted that in the short run AD-AS model the equilibrium aggregate output (Y) 
and price level (P) are jointly determined by the intersection of the downward sloping 
aggregate demand curve (ADC) and the short run aggregate supply curve (SRAS). 
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An important point is worth mentioning here: 

While interest rates are set in the IS-LM model, prices are set in the short run AD-AS model. 

Finally, after having graphically shown the IS-LM model and mentioned certain relevant 
points relating to this model, we now proceed to Building Block III where the derivation of 
an economy’s aggregate demand curve (Note: both the goods market and the money market are 
combined or bought together to graphically derive the aggregate demand curve) has been shown, 
which is followed by a brief explanation of the different slopes of the short run aggregate supply 
curve (SRAS). Thereafter, in Building Block IV both ADC and SRAS (i.e. the aggregate 
demand side and aggregate supply side of the economy) are bought together to arrive at the 
short run aggregate macroeconomic model (known as the short run AD-AS model). Finally, 
various applications of this model have been provided.  

A.3 Building Block III 

Graphic Derivation of the Aggregate Demand Curve (ADC)  

Before graphically displaying the derivation of the aggregate demand curve (ADC) below, the 
key point to note is that this curve shows all possible combinations of the price level (P) and the 
level of aggregate output (Y) at which there is simultaneous equilibrium in the good market and 
the money market i.e. the aggregate demand curve (ADC) represents IS-LM equilibrium 
points (Note: IS-LM essentially represents the whole demand side of the economy).  

Having stated the above, let us take you through the process by which you will be able to 
comprehend the graphic derivation of the aggregate demand curve (ADC).  

Till now in the IS-LM model the assumption was that the price level is fixed or constant. In 
order to derive the aggregate demand curve below, let’s return back to the IS-LM model 
(graphic illustration below) and relax this assumption i.e. let’s see what happens if the price 
level is allowed to vary or fluctuate (increase or decrease).  

The graphic illustration below shows the effect of changes in the price level (P) on the real 
money supply (holding the nominal money supply fixed) - which leads to a shift (leftward or 
rightward) in the position of the LM curve. Further, it is evident from the graph below that the 
level of real money supply (M/P) varies inversely with changes in the price level. An increase in 
the price level decreases the real money supply (LM curve shifts to the left) – leading to higher 
real interest rate (r) and lower aggregate output (Y).Whereas, a decrease in the price level 
increases the real money supply (LM curve shifts to the right) – leading to lower real interest 
rate (r) and higher aggregate output (Y). We assume here that the IS curve has not shifted.  
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Graph: Derivation of Aggregate Demand Curve (ADC) 
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Having stated the above, let’s go to the next step. 

Let the original point of simultaneous equilibrium in the goods and money market be at point B 
where the IS and LM curves intersect - which gives us the original equilibrium real interest rate 
(r1) and the equilibrium aggregate output (Y1). Further, the original real money supply is M0/P1 
with the assumption of fixed nominal money supply (M0). 

Now, assuming a fixed nominal money supply (M0), an increase in the price level from P1 to P2 
reduces the real money supply from M0/P1 to M0/P2, which results in the LM curve shifting to 
the left from LM1 to LM2 – leading to a  rise in the real interest rate from r1 to r2, which 
dampens or reduces private investment (I), consumer spending (C) and net exports (X-M) and 
consequently results in lower aggregate output i.e. aggregate output(Y) falls from Y1 to Y2. 
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Similarly, assuming a fixed nominal money supply (M0), a decrease in the price level from P1 
to P0 increases the real money supply from M0/P1 to M0/P0, which results in the LM curve 
shifting to the right from LM1 to  LMO -  leading to a fall in the real interest rate from r1 to 
r0, which stimulates or increases private investment (I), consumer spending (C) and net exports 
(X-M) and consequently results in higher aggregate output i.e. aggregate output (Y) 
increases from Y1 to Y0.   

Having stated the above, note from the graph on the previous page that the leftward (rightward) 
shift of the LM curve drives up (drives down) real interest rates and causes a move up (move 
down) the IS curve, as higher (lower) real interest rates adversely (positively) impact aggregate 
demand (as explained above) and hence lower (increase) aggregate output.   

Next, from the above example, it should be clear that an increase (decrease) in the price 
level by reducing (increasing) the real money supply leads to higher (lower) real interest rates 
and consequently to lower (higher) aggregate demand and output. This goes to demonstrate that 
there is a negative relationship between the price level (P) and aggregate output (Y).When we 
plot the combinations of the negative relationship between the price level and aggregate output 
(i.e. P1Y1, P2Y2 and P0Y0) we get a negatively sloped aggregate demand curve (ADC), as 
can be seen from the graph above. This graph that plots the ADC has the aggregate output(Y) 
on the horizontal axis and the price level (P) on the vertical axis.    

It might be noted that an increase (decrease) in the price level (P) causes a movement up (down) 
along the aggregate demand curve (ADC) – which means that a higher (lower) price level is 
associated with lower (higher) aggregate output i.e. there is a negative relationship between 
the price level (P) and aggregate output (Y).     

Having stated the above, an important point needs to be mentioned; factors that shift the IS 
curve to the right (left) will also shift the aggregate demand curve up to the right (down to the 
left).Similarly, factors (except for a change in prices) that shift the LM curve to the right (left) 
will also shift the AD curve up to the right (down to the left).  

For example, an autonomous increase (decrease) in C, I, G and (X-M) and decrease (increase) in 
T, which shift the IS curve to the right (left), will also shift the AD curve up to the right (left). 
Similarly, for example, an increase (decrease) in the nominal money supply, which shifts the 
LM curve to the right (left), will also shifts the AD curve to the right (left).  

Next, having stated the above, a point is worth noting. 

A change (increase or decrease) in the price level causes a movement (upward or downward) 
along the aggregate demand curve. However, any other factor, besides a change in the price 
level, such as a change in C, I, G, (X-M), real interest rates, exchange rates, monetary and fiscal 
policies, consumer wealth, consumer confidence, business confidence, expected future income 
growth and availability of credit that changes (increases or decreases) aggregate demand leads to 
a shift (rightward or leftward) in the aggregate demand curve (and not to an upward or 
downward movement  along the aggregate demand curve). 

It might be noted that if the aggregate demand curve shifts to the right (left), it means that at the 
same price level, more (less) quantity of output is demanded. 
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The aggregate demand curve will shift to the right due to any of these factors stated below: 

 An autonomous increase in C, I, G or (X-M). 

 Expansionary monetary policy. 

 Expansionary fiscal policy. 

 Fall in real interest rates. 

 Exchange rate depreciation. 

 Increase in consumer wealth (due to rise in asset prices such as stock prices and house 
prices). 

 Increase in consumer confidence. 

 Increase in business confidence. 

 Increase in expected future income growth. 

 Higher availability of credit for firms and households.   

Aggregate demand curve will shift to the left if any of the aforesaid factors move in the opposite 
direction. For example, contractionary monetary policy or contractionary fiscal policy will 
move the aggregate demand curve to the left.   

Slope of the Short Run Aggregate Supply Curve (SRAS) 

Having briefly explained the derivation of the aggregate demand curve above, we now turn to 
the slope of the short run aggregate supply curve (SRAS) – which is critical to understand 
in order to develop the AD-AS model and apply it appropriately to ‘real world’ situations.  
If you recollect, we’ve provided a brief explanation of the four segments i.e. slopes (i.e. 
horizontal, relatively flat, upward (i.e. positive) and highly steep (i.e. nearly vertical) slopes) of 
the SRAS in module 4 (‘Aggregate Demand and Supply’). These explanations have been 
reproduced here for your convenience after we’ve stated two key points relating to the SRAS 
that need to be kept in mind.   

First, it’s very important to be aware of the different slopes of the short run aggregate supply 
curve (SRAS), as shifts (rightward or leftward) in the aggregate demand curve (ADC) over 
different slopes of the short run aggregate supply curve (SRAS) determines the extent to which 
price level and aggregate output in an economy change (increase or decrease) i.e. by how much  
both change, and whether the change (increase or decrease) in the price level or the aggregate 
output is greater or larger. In other words, how aggregate output and the price level in an 
economy respond or change in response to shifts (rightward or leftward) in the aggregate demand 
curve depends crucially on the slope of the short run aggregate supply curve (SRAS). Further, 
the slope of the short run aggregate supply (SRAS) has a substantial bearing on the effectiveness 
of macroeconomic stabilization policies.  

The aforesaid point will become very clear to you once you go through the various 
applications of the short run AD-AS model (pages 268 to 285). 

Second, if you recollect, usually, in the real world, economies face an upward sloping short run 
aggregate supply curve (SRAS).  
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An upward sloping short run aggregate supply curve (SRAS) shows that firms meet higher 
aggregate demand by some combination of higher prices and increasing output and that there is a 
positive relationship between prices and output (Note: the SRAS represents the relation between 
the price level and the level of aggregate output produced by firms in an economy in the short 
run).   

Having stated the above, provided below is an explanation (reproduced from module 4) of the 
four segments i.e. slopes (i.e. horizontal, relatively flat, upward (i.e. positive) and highly steep 
(i.e. nearly vertical) slopes) of the SRAS (though as pointed above, this curve is usually upward 
or positively sloping).    

Graph: Short Run Aggregate Supply Curve (SRAS) 
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Given above is a graph of a more ‘realistic’ short run aggregate supply curve (SRAS), with 
aggregate output (Y) on the horizontal axis and the general price level (P) on the vertical 
axis. Note: Y* is the potential output.  

Explanation 

1st Segment: Horizontal or Completely Flat SRAS (H segment of the SRAS) 

The SRAS can be horizontal if there is a very severe or chronic deficiency of aggregate 
demand compared to the supply capacity of the economy, as a result of a severe and protracted 
recession, depression or a severe shock to the economy (for example, the Great Depression of the 
1930s or the recent global financial crisis of 2008-2009) that results in a collapse of  aggregate 
demand (due to a plunge in consumer confidence and business confidence) and output, soaring 
unemployment, sharp fall in prices, plunge in asset prices (mainly stock prices and house prices) 
and existence of a very substantial excess or spare capacity in the economy.  

When an economy is in such a state, it’s operating abnormally or excessively below its full 
capacity and actual output (Y) is far too below the potential output (i.e. there is existence of a 
massive negative output gap) – resulting in severe underutilization of the economy’s resources 
(labour, raw materials, capital and real estate). This implies that if there is an increase in 
aggregate demand, the economy can expand its supply of output without facing any escalation 
in the general price level as unit cost of production for firms does not rise.  
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In other words, an increase in aggregate demand will feed straight through or translate fully 
(100%) into an increase in aggregate output without any change in the general price level, which 
implies that the SRAS is horizontal (a horizontal SRAS means that any increase in aggregate 
demand results or translates fully or only into an increase in aggregate output (Y), with no 
increase in the general price level (P).   

2nd Segment: Relatively Flat SRAS (RF segment of the SRAS) 

The relatively flat SRAS may be taken to describe a period in which an economy is just coming 
out or emerging from a recession. Though aggregate output is just recovering and growing and 
unemployed workers are being recalled to work or re-entering the work force, there is still 
existence of a substantial negative output gap, high unemployment and the economy is operating 
substantially below capacity with abundant supply of resources (in relation to demand for the 
same) such as labor (including abundant supply of skilled labor), raw materials, capital and real 
estate that can be put to use by firms. 

Due to existence of such abundant supply of resources, the economy experiences little or no 
price pressures as there is virtual absence of wage pressures (because workers find it difficult to 
demand higher wages due to existence of high unemployment) and due to subdued raw material, 
capital and real estate costs (in other words, there is hardly any rise in the unit cost of production 
for firms as aggregate output expands).Therefore, firms meet increasing demand by boosting 
output with not much effect on the general price level and consequently inflation is fairly 
subdued or dormant in this stage.  

In other words, a relatively flat SRAS means that an increase in output (by firms to meet 
increasing demand) has a very small or fairly insignificant effect on the general price level (i.e. 
inflation is fairly subdued or dormant in this stage and therefore with an increase in aggregate 
output, due to an increase in aggregate demand, the horizontal SRAS moves up very slowly and 
becomes relatively flat).  

From the graph one can make out that in the RF segment of the SRAS, there is hardly or a 
minimal change in the general price level as aggregate output increases. When the economy is in 
this stage, an increase in aggregate demand results or translates predominantly into an increase in 
aggregate output (Y), with little or insignificant rise in the general price level (P).    

3rd Segment: Upward Sloping SRAS (US segment of the SRAS) i.e. ‘Intermediate’ Range 
of the SRAS  

The upward (i.e. positively) sloping SRAS can be taken to describe a period in which the 
economy is on a path of economic expansion. 

Shortly after the previous stage (where the economy just emerged out of a recession) the 
economy gets onto a path of economic expansion (as a result of increasing aggregate demand) 
and the general price level starts to rise (i.e. the relatively flat SRAS moves up and becomes 
upward or positively sloping – where increases in aggregate demand translates not only to an 
increase in aggregate output, but also to an increase in the general price level – with the general 
price level rising much more rapidly than aggregate output as the economy approaches its 
potential (i.e. as Y approaches Y*) or in other words, as the negative output gap continues to 
shrink (due to increasing aggregate demand that is met by firms by expanding output).  
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The key point to note is that when the SRAS is upward sloping, both the general price level and 
aggregate output increase. How much both - general price level and aggregate output - increase 
depends on how close actual output is to its potential (i.e. how close is Y to Y*). 

Closer the actual output is to its potential, more rapidly will the general price level rise, as firms 
will produce more output only at higher prices (because they have to incur higher and higher unit 
cost of production due to rising cost of labor, capital, raw materials and real estate as a result of 
increasing demand for the same as the economy goes on expanding) - which can be seen by the 
fact that the SRAS becomes increasingly steeper in the US segment of the SRAS as 
aggregate output (Y) approaches potential output (Y*).  

In essence, when the economy is growing rapidly, as a result of buoyant demand, input costs 
tend to rise sharply and consequently firms are willing to produce more output only at higher 
prices – resulting in the SRAS becoming increasingly steeper as aggregate output (Y) approaches 
potential output (Y*), as is evident from the graph.     

The reason why the SRAS is upward sloping and increasingly steeper as aggregate output (Y) 
approaches potential output (Y*) is that as firms expand output when the economy is on a path of 
economic expansion, they face increasing labor, raw materials, capital and real estate costs due 
to rising demand for the same and consequently charge consumers higher prices for their output 
– resulting in a more rapid rise in the general price level as aggregate output (i.e. actual output) 
increases and approaches potential output (Y*).  

A very important point is worth mentioning here; the upward or positive sloping SRAS can 
handle simultaneous changes in the general price level and aggregate output and therefore it is 
very useful for analyzing business cycles i.e. short run fluctuations in economic activity in an 
economy. 

It might be noted that economies usually face an upward or positive sloping short run 
aggregate supply curve (SRAS).  

4th Segment: Highly Steep (i.e. nearly vertical) Range of the SRAS   

The highly steep range (i.e. nearly vertical slope) of the SRAS can be taken to describe an 
economy operating at full capacity (i.e. where Y = Y*), or beyond its capacity (i.e. Y>Y*) – 
which is unsustainable (due to accelerating inflation as a result of severe supply side bottlenecks) 
and possible only in the short run. 

Let’s focus on an economy that is operating beyond its capacity (i.e. where Y>Y*). In such 
an economic scenario the SRAS is pushed up by the full amount of the increase in aggregate 
demand and prices will continue to rise (i.e. rise continuously) until actual output (Y) returns 
back to potential output (Y*).  

When an economy is operating beyond its full capacity firms face severe supply side bottlenecks, 
such as severe labor (particularly of skilled labor) shortages, transport bottlenecks, huge 
infrastructure constraints, acute shortage of raw materials (and other inputs used in the 
production process) and lack of sufficient availability of capital and real estate (and spurt in these 
costs), due to excessive demand for the same and this leads to a very sharp escalation of input 
costs for firms, which in turn results in a continuous rise in prices (i.e. surging prices) of goods 
and services supplied by firms (i.e. output supplied by firms).  
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Surging prices in turn increasingly dampen the prevalent excessive aggregate demand for goods 
and services until actual output (Y) returns back to potential output (Y*).  

Note, it’s possible to increase aggregate output (Y) beyond potential output (Y*) only 
temporarily (i.e. in the short run) - in the face of larger than expected aggregate demand - by 
inducing workers to work overtime and pushing existing or installed capacity (machines) to their 
limit and by other means too. However, due to reasons stated above, surging prices increasingly 
dampen the prevalent excessive aggregate demand until actual output (Y) returns back to 
potential output (Y*). 

In addition to the above, an important point worth noting here is that aggregate demand depends 
on real money supply (i.e. nominal money supply/general price level).When real money supply 
falls rapidly as a result of accelerating inflation, interest rates tend to rise sharply, which in turn 
dampens private investment, consumption and net exports considerably and increasingly and 
consequently results in a marked fall in aggregate demand.    

Next, having explained the concepts of aggregate demand and aggregate supply with a variable 
price level, we are now ready to proceed to the short run aggregate macroeconomic model, 
known as short run AD-AS model, which can be used to describe the different phases of the 
business cycle i.e. short run fluctuations in economic activity in an economy.  

A.4 Building Block IV 

I. Short Run AD-AS Model 

We now combine the aggregate demand side and the aggregate supply side of an economy to 
arrive at the short run AD-AS model (graphically illustrated below). For the moment we assume 
that the aggregate supply curve is a straight line upward sloping curve, so that you can easily 
grasp how equilibrium aggregate output (GDP) and price level (P) are determined in an economy 
by the intersection of the ADC and SRAS.   

Please note that after this graphical illustration and explanation of two key concepts                      
(‘Recessionary Gap’ and ‘Inflationary Gap’) a more ‘realistic’ short run aggregate 
macroeconomic model i.e. a more ‘realistic’ short run AD-AS model (along with applications of 
the same) has been given – which combines the more ‘realistic’ SRAS and the aggregate 
demand curve (and shifts in the same). 

Graph: Short Run AD-AS Model    
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Given above is the graph of the short run AD-AS model, where aggregate output (Y) is on the 
horizontal axis and the general price level (P) is on the vertical axis. 

Further, the downward sloping aggregate demand curve (ADC) and the straight line upward 
sloping aggregate supply curve (SRAS) intersect to jointly determine the equilibrium level of 
aggregate output and price level (which is Y1 and P1 respectively in this graph) in an 
economy. The point where both curves intersect represents the point of short run macroeconomic 
equilibrium.   

Two points are worth noting here: 

First, the ‘real world’ is dynamic and therefore this point of short run macroeconomic 
equilibrium can change fairly rapidly (i.e. equilibrium aggregate output and price level can 
change fairly rapidly) - primarily due to shifts (rightward or leftward) in aggregate demand. 
In essence, though shifts in aggregate demand and aggregate supply cause fluctuations in 
aggregate output and the price level in the short run, it is shifts in aggregate demand that are 
primarily responsible for such fluctuations.  

Second, the short run aggregate macroeconomic model (i.e. short run AD-AS model) can be 
used to explain short run fluctuations in economic activity (i.e. business cycles) in an economy 
and how monetary and fiscal policies can be used to stabilize economic activity and bring about 
changes in equilibrium aggregate output and price level (i.e. changes in short run 
macroeconomic equilibrium) in line with macroeconomic policy objectives. 

These two points will become clear to you, once you go through the applications of the short run 
AD-AS model (pages 268 to 285). At this stage, just keep these two points in mind.    

Next, stated below are two key concepts – ‘Recessionary Gap’ and ‘Inflationary Gap.’ 
II. Recessionary Gap and Inflationary Gap 

Having stated the above, it must be known that the equilibrium level of aggregate output (Y1) 
does not have to be equal to potential output (Y*) in the short run i.e. it can be far below or lower 
than potential output (Y1<Y*) or it can be higher than potential output (Y1>Y*) in the short run 
– depending on the level of aggregate demand.  

If the equilibrium level of aggregate output (Y1) is far below or lower than potential output  
(Y1< Y*) – known as ‘Recessionary Gap’ - expansionary monetary policy and/or expansionary 
fiscal policy can be used to stimulate aggregate demand, in order to increase aggregate output 
and close this ‘negative output gap.’ Y1 is far below or lower than Y*(in the short run) 
when there is severe deficiency of aggregate demand.  

It might be noted that use of such expansionary policies is likely to result in an increase in the 
general price level (P) too. Further, such expansionary policies shift the aggregate demand curve 
to the right. This point will become clear to you once you go through the applications of the short 
run AD-AS model (pages 268 to 285). At this stage, just keep this point in mind.       

On the other hand, if the equilibrium level of aggregate output (Y1) is higher than potential 
output (Y1>Y*) – known as ‘Inflationary Gap’- contractionary monetary policy and/or 
contractionary fiscal policy can be used to dampen excessive aggregate demand, in order to 
moderate growth and curb continuous rise in prices or accelerating inflation. Such contractionary 
policies are used to lower aggregate output and close this ‘positive output gap.’  
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Y1 is above or higher than Y* (in the short run) when there is excessive aggregate demand (that 
results in continuous price increases or accelerating inflation).  

Clearly Y1 being higher than Y* is not sustainable (i.e. this can only happen in the short run and 
not over a longer period) - due to continuous rise in prices or accelerating inflation.   

It might be noted that use of such contractionary policies is likely to result in a lower general 
price level (P) too. Further, such contractionary policies shift the ADC to the left. This point will 
become clear to you once you go through the applications of the short run AD-AS model (pages 
268 to 285). At this stage, just keep this point in mind.       

II A. Recessionary Gap 

When the ADC and SRAS intersect to the left of the vertical LRAS (long run aggregate supply 
curve), the short run equilibrium level of aggregate output (Y1) is less than potential output (Y*) 
i.e. Y1<Y*. This ‘negative gap’ between Y1 and Y* is known as a ‘Recessionary Gap.’ 
Given below is a graphical illustration of the ‘Recessionary Gap’ - where the equilibrium level of 
aggregate output (Y1) is less than potential output (Y*). 
 
Graph: Recessionary Gap 
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II B. Inflationary Gap 

When the ADC and SRAS intersect to the right of the vertical LRAS (long run aggregate supply 
curve), the short run equilibrium level of aggregate output (Y1) is greater than potential 
output(Y*) i.e. Y1>Y*.  This ‘positive gap’ between Y1 and Y* is known as an ‘Inflationary 
Gap.’ Given below is a graphical illustration of the ‘Inflationary Gap’ - where the equilibrium 
level of aggregate output (Y1) is greater than potential output (Y*). 
 
Graph: Inflationary Gap 
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Having stated the above, the key point to remember is that in the first case (i.e. Recessionary 
Gap) recessionary conditions prevail in the economy and in the second case (i.e. inflationary 
gap) boom conditions prevail in the economy.  
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B. Applications 

Applications of the Short Run AD-AS Model  

Given below is a more ‘realistic’ version of the short run AD-AS model, which combines the 
more ‘realistic’ SRAS and the aggregate demand curve (and shifts in the same).      

Graph: short run AD-AS Model  

Example 1 – Identifying the State of an Economy (most important)   
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In the graph above, aggregate output or GDP (Y) is on the horizontal axis and the price level 
(P) is on the vertical axis. Y* is the potential output. Further, from this graph, one can gather that 
the SRAS has four distinct phases or slopes (as explained earlier) and there are five aggregate 
demand curves. Moreover, from this graph, one can view that each aggregate demand curve 
intersects the SRAS at a different point. It might be noted that the shifting aggregate demand 
curves demonstrate the fact that aggregate demand tends to change fairly rapidly in the short run 
(while aggregate supply changes very slowly or little, if at all in the short run).   

Provided below is the explanation of this graph. 

Explanation 

Essentially, this graph informs us of what we most crucially need to know; what is the 
current state of an economy over the business cycle – which can be inferred by the 
intersection of the SRAS and the aggregate demand curves (as we shall see shortly).  

A. ADC1 intersects the perfectly elastic or horizontal SRAS - point A  

Here the economy is in a severe or deep recession (i.e. there is existence of a massive 
‘negative output’ gap) and aggregate demand has collapsed i.e. there is chronic deficiency of 
aggregate demand. Consequently, only expansionary monetary policy is unlikely to take the 
economy out of this state (i.e. out of the severe or deep recession).   

When the economy is in such a state, a combination of expansionary monetary policy and 
expansionary fiscal policy should be used to shift the ADC far enough to the right, so that the 
economy can emerge from or come out of the severe or deep recession.  
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Further, when the economy is in such a state, there is existence of massive unemployment, 
massive excess capacity across various sectors of the economy and prices tend to fall or decline 
rapidly. Consequently, expansionary monetary policy and expansionary fiscal policy can be used 
very effectively to stimulate aggregate demand (i.e. shift the aggregate demand curve to the 
right). 

Due to existence of massive excess capacity and unemployment, firms can expand production 
without any rise in the unit cost of production and consequently there is no upward pressure on 
the price level. Therefore, if expansionary monetary policy and expansionary fiscal policy are 
used to stimulate aggregate demand when the economy is in such a state, then such policy 
measures will lead to an increase in aggregate output only. In other words, since there is no 
upward pressure on prices, a monetary and fiscal stimulus will lead to a large increase in 
aggregate output (and no increase in prices), which will help the economy to emerge from the 
severe or deep recession.      

The recent global financial crisis (2007-2009) plunged many economies across the globe into a 
severe or deep recession (i.e. into this state) - where expansionary monetary policy alone was 
ineffective or powerless in taking these economies out of this parlous economic scenario towards 
gradual economic recovery. Therefore, these economies had to formulate a mix of monetary and 
fiscal stimulus packages for this purpose.  

It might be noted that demand had collapsed in these economies, due to collapse of consumer 
confidence and business confidence, soaring unemployment and collapse of international trade as 
a result of the escalating ferocity of the global financial crisis.     

B.  ADC2 intersects the relatively elastic SRAS - point B  

This is a period in which the economy emerges or comes out of a recession. However, there is 
yet existence of a substantial ‘negative output’ gap i.e. Y is yet substantially below Y* - due to 
significant deficiency of aggregate demand.  

When the economy is in such a state (i.e. emerging or coming out of a recession), firms 
generally meet gradually increasing aggregate demand by increasing output, rather than prices. 
This is because there is existence of substantial unemployment (consequently wage pressures are 
virtually absent) and excess capacity across various sectors of the economy (capacity utilization 
is a key indicator of slack in an economy) due to which firms can expand production with hardly 
any rise in the unit cost of production. Consequently, there is very little upward pressure on the 
price level (therefore, inflation is fairly subdued or dormant when the economy is in such a 
state). 

Even if firms want to raise prices, they would find it very difficult to do so, as aggregate demand, 
though gradually increasing is highly deficient when the economy is in such a state.  

When the economy is in such a state, expansionary monetary policy and expansionary fiscal 
policy can be used very effectively to further stimulate aggregate demand, due to inflation being 
fairly subdued or dormant.  

In other words, if a monetary and fiscal stimulus is undertaken when the economy is in such a 
state, most of the increase in aggregate demand is likely to translate into an increase in aggregate 
output, rather than prices (i.e. aggregate output will increase with hardly any increase in prices or 
in other words – inflation will be fairly subdued or dormant).   
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Having stated the above, it might be noted that point (B) at which ADC2 intersects the 
relatively elastic SRAS can be considered or described as a period of the beginning of an 
economy recovery i.e. where the economy emerges from or comes out of the recession. 

It might be noted that when the economy is in such a state, the SRAS is relatively flat (i.e. the 
non-inflationary region of the short run aggregate supply curve) and therefore aggregate 
output can increase with inflation being fairly subdued or dormant.   

C. Upward Sloping Short Run Aggregate Supply Curve (SRAS)  

As the economy moves forward after emerging from a recession and if it continues to grow, 
assuming no adverse supply side or demand side shocks hit the economy, the SRAS becomes  
gently upward sloping (and is no longer relatively flat) and thereafter as economic growth 
gains momentum and the economy grows rapidly the upward sloping SRAS becomes steeper. 

It might be noted that economies are usually in this range (‘intermediate range’) where the SRAS 
is upward sloping. Note, this (upward sloping range of the SRAS) is a wide range and an 
economy can be anywhere within this range (assuming that the economy is not in a recession or 
it is not booming or peaking).Try to find out, guess or analyze where a particular economy (i.e. 
the economy you are interested in) could be currently situated within this wide range.   

C.1. ADC3 intersects the gently upward sloping SRAS - point C  

After the economy emerges from a recession and if it continues to grow (due to rising aggregate 
demand - which results in a rightward shift of the ADC), assuming no adverse supply side or 
demand side shocks hit the economy, the SRAS becomes gently upward sloping - as prices tend 
to rise with increase in aggregate output because firms start to pass on rising input costs(such 
as rising labour, particularly skilled labour and raw material costs) to consumers in the face of 
increasing demand for their output (i.e. here the economy starts to experience demand pull 
inflation). 

From the graph it can be seen that along with rise in aggregate output to Y2, the general price 
level also increases to P2 as the economy moves from point B to C (at point C ADC3 
intersects the gently upward sloping SRAS).        

Essentially, after the economy emerges from the recession to where ADC3 intersects the gently 
upward sloping SRAS (i.e. as the economy moves from point B to C), continually increasing 
aggregate demand results in an increase in both aggregate output and the price level (rather 
than an increase in aggregate output only or rise in aggregate demand translating mostly or 
largely into an increase in aggregate output). However, it must be noted that as the economy 
moves from point B to C, aggregate output grows more rapidly than prices i.e. aggregate output 
grows more rapidly when compared to the rise in inflation. In other words, an increase in 
aggregate demand translates more into an increase in aggregate output than an increase in 
inflation.      

The movement of the economy from point B to C can be described or considered as a 
period of normal (gradual) economic recovery and expansion during which aggregate output 
is growing along with moderate inflation (i.e. moderate rate of change in the price level), 
falling unemployment and increasing capacity utilization.  
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An important point worth mentioning here is that at point C, where ADC3 intersects the gently 
upward sloping SRAS, the economy is at that stage of the business cycle where capacity 
utilization is around 80% or below (and unemployment though falling is yet relatively high) - 
due to which inflation is moderate even as aggregate output continues to grow.   

C.2. ADC4 intersects the more steeper upward sloping SRAS - point D  

As the economy continues to expand beyond point C, due to buoyant aggregate demand (as a 
result of a monetary and/or fiscal stimulus or an increase in autonomous spending), the ADC 
(aggregate demand curve) shifts further to the right to ADC4 and intersects the more steeper  
upward sloping SRAS at point D i.e. aggregate output increases further to Y3 along with an 
increase in the general price level to P3.  

As the economy moves from point C to D i.e. as economic growth gains momentum and the 
economy grows rapidly or strongly, the gently upward sloping SRAS becomes more steeper. 
This is because buoyant aggregate demand results in a faster or more rapid rise in input costs that 
propels firms to produce higher output only at higher prices. Further, as the economy moves 
from point C to D, capacity utilization is high and increasing as the ‘negative output’ gap 
narrows rapidly (i.e. as the economy approaches its potential. In other words, as Y approaches 
Y* - due to buoyant aggregate demand).  

A very important point worth mentioning here is that as the economy expands from point C to 
point D, prices increase more rapidly than aggregate output as increasing aggregate demand 
translates more into a rise in prices than a rise in aggregate output (i.e. aggregate output grows 
less rapidly when compared to the rise in inflation) as the negative output gap narrows 
rapidly. 

The reasons why prices rise more rapidly than output, as the economy expands from point C to 
point D, is that firms are faced with rising input costs(due to rapidly increasing demand for 
labour, particularly labour, raw materials etc.) and emerging supply bottlenecks (which in turn 
results in firms charging higher prices for their output), and the closer the aggregate output (Y) is 
to its potential (Y*) smaller will be the increase in aggregate output and larger will be the 
increase in prices - consequent upon an increase in aggregate demand.  

Having stated the above, an important point worth mentioning here is that whatever effect 
expansionary monetary policy and/or expansionary fiscal policy have on aggregate output 
and inflation (i.e. rate of increase in the price level) by stimulating aggregate demand, 
depends on how steep is the upward sloping SRAS.  

Since SRAS becomes more steeper as the economy moves from point C to point D, such 
expansionary macroeconomic policies will result in prices growing faster than aggregate output. 
Whereas, when SRAS is gently upward sloping (i.e. as the economy moves from point B to point 
C), such expansionary macroeconomic policies will result in aggregate output growing faster 
than prices. 

In essence, when SRAS is gently upward sloping, such expansionary macroeconomic policies 
will be more effective in increasing aggregate output (due to smaller increase in the price level) 
and when SRAS becomes more steeper, such expansionary macroeconomic policies will be less 
effective in increasing aggregate output (due to more rapid increase in the general price level).  



Aggregate Demand and Aggregate Supply Model                                                                                          Module 10 

 

 

Page 272  © 2014 | Macroeconomics School 

 

The underlying point that we are trying to make here is that higher the increase in the general 
price level, the less effect any increase in aggregate demand (due to implementation of such 
expansionary macroeconomic policies) will have in increasing aggregate output.        

Finally, it might be noted that the movement of the economy from point C to point D can be 
described or considered as the next phase of economic expansion where the economy has fully 
recovered and growing rapidly - due to buoyant aggregate demand. However such growth is 
accompanied by rising inflation. Further, as the economy moves closer and closer to point D, rise 
in aggregate demand contributes more to inflation than to a rise in aggregate output. Moreover, it 
might be noted that when the economy is at point D, the capacity utilization is around 83-85%    
- which is typical of an economy that is growing rapidly with growing inflationary 
pressures (i.e. inflation is no longer moderate).  

D. ADC5 intersects the highly steep (nearly vertical) SRAS - point E  

If the economy continues to expand and grow at a torrid or unsustainable pace (beyond point D), 
characterized by excessive capacity utilization, due to excessive or unanticipated rise in 
aggregate demand, the ADC (aggregate demand curve) shifts further to the right to ADC5 and 
intersects the highly steeped (nearly vertical) SRAS at point E i.e. aggregate output increases 
further to Y4 along with an increase in the general price level to P4. The economy is clearly 
operating at beyond potential (as Y4 >Y*) - which is sustainable only temporarily.     

It might be noted that at point E the economy has reached the peak of economic expansion 
i.e. peak of the business cycle. 

The peak of the business cycle is characterized by accelerating inflation (i.e. continuous rise in 
prices) and elevated inflation expectations that finally result in aggregate output falling back to 
Y*. This is because as workers demand higher wages (to compensate for accelerating inflation) 
and firms hike prices further (to cope with higher wage demands and sharply escalating rise in 
other input costs)the economy witnesses continuous rise  in prices, which tends to significantly 
dampen aggregate demand and consequently aggregate output falls back to Y*. However, Y (i.e. 
Y4) falling back to Y* can take a considerable period of time (i.e. such adjustment can be a very 
slow process).Consequently, contractionary monetary policy and/ or contractionary fiscal policy 
are usually implemented by policy makers to hasten this process of adjustment through 
dampening of excessive aggregate demand, which results in ADC shifting to the left and 
consequently aggregate output (Y) falling back to Y*.  

It might be noted that a slowdown or a contraction in economic activity follows a peak.   

Finally, a point worth noting is that when an economy is expanding at a torrid pace, due to 
excessive or unanticipated rise in aggregate demand, firms can increase aggregate output beyond 
potential (i.e. Y can be greater than Y*) but only temporarily (by making workers work over 
time or by pushing existing or installed capacity to the limit) because they face severe supply 
side bottlenecks and sharply escalating input costs (due to severe shortages of labour, particularly 
skilled labour, raw materials and other inputs used in the production process).    
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Example 2: Policy Applications (2) – Large ‘Open’ Economy (i.e. open to international 
trade) with flexible exchange rate system and high capital mobility  

In an era of globalization and increasing economic interdependence between countries, changes 
in monetary policy or fiscal policy in a large open economy (such as the US economy or other 
major developed economies) tends to affect (positively or negatively) the macroeconomic 
performance of other economies across the globe (particularly of its trading partners) – primarily 
through the influence of such macroeconomic policies on their interest rates, exchange rates, 
inflation rates, trade deficit, current account deficit, fiscal deficit, international trade and 
investment activity. 

In view of what has been stated above, it’s very important to understand how changes in fiscal 
policy and monetary policy in a large open economy (which follows a flexible exchange rate 
system and is open to capital flows) affects its aggregate output (which in turn influences or 
affects the macroeconomic performance of other economies across the globe through 
various channels – as stated above). Before we provide examples (2), there are five 
important points worth keeping in mind:        

 We are not assuming a world of perfect capital flows across borders or between countries (as 
such a world exists only in books). In the real world, economies do place some restrictions on 
capital flows (due to several reasons). 

 We are not assuming that foreign or world real interest rate (rf) is equal to the domestic real 
interest rate (rd) – which here is the large open economy’s real interest rate.   

 In addition to real interest rate differentials, the long run macroeconomic outlook of 
economies also play a very important role in determining capital flows (i.e. real interest rate 
differentials is not the only factor that determines capital flows). For example, a country 
with a sound long run economic outlook will tend to attract substantial capital inflows, while 
a country whose long run economic outlook is gloomy or not very promising will tend to 
witness substantial capital outflows.      

 We have provided examples with reference to a large open economy (such as the US 
economy or other major developed economies) that is large enough to affect the foreign or 
world real interest rate and for whom the foreign or world real interest rate is not fixed by 
financial markets.     

 It might be noted that interest rate differentials do exist between countries. Further, interest 
rate differentials between developed countries tend to be smaller, while interest rate 
differentials between developed and emerging/developing economies tend to be larger.  
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Example 2A - A Policy Application: Expansionary Fiscal Policy in a Large Open Economy                                       

Provided below is an example of how expansionary fiscal policy affects the level of aggregate 
output in a large open economy with flexible exchange rates and openness to capital flows.   

Graph: Expansionary Fiscal Policy   
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Suppose in a large open economy the government stimulates aggregate demand through 
expansionary fiscal policy (for example, via a massive increase in government expenditure), in 
order to increase aggregate output from Y1 to Y2 (please refer to the graph above), as it is faced 
with low GDP growth, low inflation and massive unemployment.      

Now, consequent upon implementation of expansionary fiscal policy (through an increase in 
government expenditure), which directly adds to aggregate demand, the ADC shifts initially 
from ADC2 to ADC3 and aggregate output increases from Y1 to Y2 i.e. a fiscal expansion 
initially leads to an increase in aggregate output from Y1 to Y2. However, this is not the whole 
story. The ultimate impact of a fiscal expansion on aggregate output is much smaller i.e. 
consequent upon a fiscal expansion, the ultimate increase in aggregate output is only Y1A 
and not Y2. In other words, for any given rightward shift in the ADC (as a result of 
expansionary fiscal policy), there will ultimately be a much smaller expansion in aggregate 
output in the large open economy. Let us explain why does this happen. 

As stated above, consequent upon a fiscal expansion (which adds directly to aggregate 
demand), the ADC shifts initially from ADC2 to ADC3 and the aggregate output increases from 
Y1 to Y2. Thereafter, a powerful effect takes place in the large open economy that shifts the 
ADC leftward from ADC3 to ADC2A – leading to aggregate output ultimately increasing only 
to Y1A and not Y2. Given below is a brief explanation of this powerful effect that 
substantially negates the multiplier effect of expansionary fiscal policy on aggregate output 
in a large open economy.   

A fiscal expansion not only results in an increase in aggregate output (Y) but also leads to an 
increase in the general price level (P) and the domestic real interest rate (i.e. the large open 
economy’s real interest rate). 
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Now, due an increase in the domestic real interest rate (i.e. the large open economy’s real interest 
rate) relative to foreign or world real interest rate, the large open economy attracts substantial 
capital flows as its assets become more attractive than foreign assets for foreign investors 
seeking highest return on their investments. Such significant capital flows result in an 
appreciation of the large open economy’s real exchange rate, which worsens its trade balance 
(i.e. fall in net exports) due to loss of export competitiveness (as exports become more 
expensive). Further, another factor that contributes to the worsening of the trade balance is the 
initial increase in aggregate output and incomes, as a result of the fiscal expansion, that induces 
residents of the large open economy (i.e. domestic residents) to increase demand for imports 
(Note: here we are assuming constant foreign GDP growth rates and consequently demand for 
exports remains unchanged). Moreover, rise in domestic real interest rates dampen private 
investment (and consumer spending too).    

Due to the aforesaid reasons, the ADC shifts back significantly to the left from ADC3 to 
ADC2A (i.e. due to the significant dampening effect of the aforesaid factors on aggregate 
demand, the multiplier effect of an increase in government expenditure on aggregate output is 
substantially reduced in a large open economy). Therefore, the ultimate increase in aggregate 
output is much smaller i.e. aggregate output ultimately increases only to Y1A and not Y2.     

In essence, in a large open economy with flexible exchange rates and high capital mobility, 
expansionary fiscal policy is usually not very effective in increasing aggregate output in any 
marked or significant manner.   
 
Having stated the above, a few points are worth noting. 

First, the fiscal expansion, via an increase in government expenditure, in a large open economy 
is likely to positively impact aggregate output (i.e. GDP) of its trading partners in the short run 
due to two reasons; first, due to the appreciation of the currency of the large open economy vis-
à-vis currencies of its trading partners, imports (i.e. output of trading partners) become cheaper 
for residents of the large open economy (which is this example is the domestic economy) and 
consequently demand for imports rise; second, an initial  increase in aggregate output and 
incomes, as a result of the fiscal expansion, induces residents of the large open economy (i.e. 
domestic residents) to increase demand for imports. As a result, aggregate output of the large 
open economy’s trading partners gets a boost i.e. other things remaining constant, their aggregate 
output rises.         

Second, the rise in the domestic real interest rate (i.e. rise in the large open economy’s real 
interest rate) relative to foreign or world real interest rate results in significant capital inflows 
into the large open economy, as its assets become more attractive than foreign assets for foreign 
investors seeking highest return on their investments. On the other hand, trading partners 
(assuming they also have flexible exchange rates and are open to capital flows) of the large open 
economy witness capital outflows, which may be significant, as investors sell their assets to 
purchase assets of the large open economy. Consequently, these economies (trading partners) 
are likely to face currency depreciation.  
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If the currency depreciation is significant, then these economies (trading partners) could witness 
rising interest rates (as policy makers attempt to stem or curtail capital outflows), higher inflation 
(as imports become more expensive), falling investments (domestic and foreign direct 
investments), possible deterioration in trade balance (i.e. lower net exports) and consequently 
slower economic growth (i.e. slower growth of GDP) or in other words poorer macroeconomic 
performance.     

We can infer from the above, how expansionary fiscal policy in a large open economy can 
affect the economies of its trading partners in various ways.   

Next, in the context of what has been stated above, a very important point must be 
mentioned. 

International capital flows across borders (i.e. countries) have generally become very sensitive to 
real interest rate differentials and this sensitivity has been increasing over the years, due to 
financial liberalization and lowering of capital controls by economies across the globe. However, 
there are also other factors that influence or determine international capital flows across borders 
(such as exchange rate expectations, strength of economic growth and future growth prospects of 
an economy, political risk, institutional stability, monetary and fiscal policies, size of fiscal 
deficit, capital controls etc.) besides real interest rate differentials, due to which the degree of 
sensitivity of capital flows to real interest rate differentials differs from economy to economy.  

In some economies the degree of sensitivity of capital flows to real interest rate differentials is 
relatively high or very high (i.e. capital flows are relatively more elastic or highly elastic), while 
in some economies the degree of sensitivity is relatively less or even much less (i.e capital flows 
are relatively less elastic or relatively inelastic) due to one or more (other) factors (as mentioned 
above) dominating the impact of real interest rate differentials on capital flows. 

Having stated the above, the key point to remember is that more insensitive are capital flows to 
real interest rate differentials in an economy, more effective will expansionary fiscal policy 
(through an increase in government expenditure) be (i.e. larger will be the multiplier effect of 
expansionary fiscal policy on aggregate output and consequently the ultimately increase in 
aggregate output will be larger) and more sensitive are capital flows to real interest rate 
differentials in an economy, less effective will expansionary fiscal policy be (i.e. smaller will be 
the multiplier effect of expansionary policy on aggregate output and consequently the ultimate 
increase in aggregate output will be smaller). Let us explain.   

If in the large open economy (which is the domestic economy in this example) capital flows are 
relatively less elastic or relatively inelastic for a given real interest rate differential (i.e. where the 
domestic real interest rate is higher than foreign or world real interest rate) it implies lower 
capital inflows, which in turn will result in lesser or smaller currency appreciation (i.e. lower or 
smaller appreciation of the domestic currency vis-à-vis foreign currencies) and consequently the 
dampening effect of currency appreciation on exports will be lower or much lower and the 
stimulating effect of currency appreciation on imports will be lower or much lower. As a result, 
the trade balance (i.e. net exports) will not deteriorate as much or may not deteriorate 
significantly. Consequently, expansionary fiscal policy will ultimately lead to a larger increase in 
aggregate output than Y1A (but lower than Y2).  
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On the other hand, if in the large open economy (which is the domestic economy in this 
example) capital flows are highly elastic for a given real interest rate differential (i.e. where the 
domestic real interest rate is higher than foreign or world real interest rate) it implies 
instantaneous and substantial capital inflows, which in turn will result in a higher or significant 
currency appreciation (i.e. higher or significant appreciation of the domestic currency vis-à-vis 
foreign currencies) and consequently there will significant dampening effect of currency 
appreciation on exports and significant stimulating effect of currency appreciation on imports. 
As a result, the trade balance (i.e. net exports) is likely to deteriorate or worsen considerably or 
substantially. Consequently, expansionary fiscal policy will ultimately lead to a smaller increase 
in aggregate output than Y1A (i.e. between Y1 and Y1A) or aggregate output may even 
ultimately hardly increase (from Y1). 

Example 2B - Policy Application: Expansionary Monetary Policy in a Large Open 
Economy  

Provided below is an example of how expansionary monetary policy affects the level of 
aggregate output in a large open economy with flexible exchange rates and openness to capital 
flows.   

Suppose in a large open economy the central bank stimulates aggregate demand through 
expansionary monetary policy (for example, through lowering of the official ‘policy’ rate), in 
order to increase aggregate output from Y1 to Y2 (please refer to the graph below), as the 
economy is suffering from low GDP growth, low inflation and massive unemployment.      

Graph: Expansionary Monetary Policy  
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Unlike expansionary fiscal policy, expansionary monetary policy is highly effective in increasing 
aggregate output in a large open economy i.e. such a policy is likely to lead to a large increase in 
aggregate output (i.e. GDP). 
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Suppose in a large open economy the central bank undertakes expansionary monetary policy, in 
order to expand aggregate output from Y1 to Y2. Such a policy move lowers the domestic real 
interest rate (i.e. the large open economy’s real interest rate) and stimulates private investment 
spending. 

Further, the fall in domestic real interest rate relative to world or foreign real interest rate results 
in capital outflows as foreign investors seeking highest return on their investments sell or dump 
domestic assets (i.e. assets of the large open economy) in favor of foreign assets. This leads to a 
real exchange rate depreciation, which stimulates exports (as they become cheaper) and lowers 
imports (as they become more expensive) – consequently, the trade balance (i.e. net exports) 
improves. Moreover, as imports become more expensive for residents of the large open 
economy (which in this example is the domestic economy) due to the real exchange rate 
depreciation, they tend to prefer domestically produced output – increasing demand for the same 
i.e. domestic residents demand more of domestically produced output and demand less of output 
produced in the economies of the trading partners of the large open economy (which adversely 
affects the aggregate output of the large open economy’s trading partners i.e. other things 
remaining constant, their aggregate output decreases).      

As a result of the beneficial effect of expansionary monetary policy on both private investment 
and net exports, the ADC shifts to the right from ADC2 to ADC3 and consequently aggregate 
output ultimately increases from Y1 to Y2 – demonstrating that expansionary monetary 
policy is highly effective in a large open economy (i.e. the implementation of expansionary 
monetary policy results in a large expansion in aggregate output in the large open 
economy).   

Example 3: Policy Application - Large ‘Open’ Economy (i.e. open to international trade)  
with fixed exchange rate system and high capital mobility  

Suppose in a large open economy with fixed exchange rates and high capital mobility the 
government undertakes expansionary fiscal policy (for example, through an increase in 
government expenditure) to stimulate aggregate demand, in order to increase aggregate output 
from Y1 to Y2 (please refer to the graph below), as the economy is suffering from low GDP 
growth, low inflation and massive unemployment.     
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Graph: Expansionary Fiscal Policy  
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As a result of the fiscal expansion (via an increase in government expenditure) in the large open 
economy (with fixed exchange rates and high capital mobility), which adds directly to aggregate 
demand, and the money supply initially unchanged, the ADC shifts to the right and consequently 
aggregate output increases.  

However, an increase in government expenditure in the large open economy results in an 
increase in the domestic real interest rate (i.e. increase in the large open economy’s real interest 
rate) relative to foreign or world real interest rate and consequently leads to substantial capital 
inflows, which in turn puts pressure on the large open economy’s currency (i.e. domestic 
currency) to appreciate vis-à-vis the currencies of its trading partners. But under a fixed 
exchange rate system the central bank cannot allow the domestic currency (i.e. the currency of 
the large open economy) to appreciate, as it has the obligation to keep the exchange rate fixed by 
passive foreign exchange intervention (i.e. the central bank has the obligation to maintain the 
exchange rate). Therefore, to protect the currency peg i.e. maintain the exchange rate, the central 
bank of the large open economy purchases foreign currency in exchange for the domestic 
currency, which results in an expansion of domestic money supply and a fall in the domestic real 
interest rate (back to its original level). Falling domestic real interest rate in turn leads to a 
further increase in aggregate output. 

The aforesaid phenomenon can be understood through the graph above. Essentially, 
expansionary fiscal policy (via an increase in government expenditure) results initially in a 
rightward shift of the ADC from ADC2 to ADC2*. Consequently, aggregate output increases 
initially from Y1 to Y1A. Thereafter, due to reasons stated above, there is an expansion in 
domestic money supply which drives down the domestic real interest rate to its original level - 
resulting in a further shift of the ADC from AD2* to AD3. Consequently, aggregate output 
increases further from Y1A to Y2.     
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From what has been stated above, it must be clear that expansionary fiscal policy (via an 
increase in government expenditure) is highly effective in increasing aggregate output in a large 
open economy with fixed exchange rates and high capital mobility i.e. expansionary fiscal policy 
in a large open economy with fixed exchange rates and high capital mobility results in a large 
increase in aggregate output. 

Next, turning to monetary policy, this policy is ineffective in stimulating or raising aggregate 
output in a large open economy (or in a small open economy) with fixed exchange rates and high 
capital mobility. Therefore, we have not used the short run AD-AS model to graphically 
display the influence of monetary policy on aggregate output under fixed exchange rates and 
high capital mobility.  

The reason why monetary policy is ineffective in raising aggregate output under a fixed 
exchange rate system with high capital mobility is that if expansionary monetary policy is 
undertaken to stimulate aggregate demand and increase aggregate output, it results in a reduction 
in the domestic real interest rate (i.e. decrease in the large open economy’s real interest rate) 
relative to foreign or world real interest rate and consequently leads to substantial capital 
outflows. This in turn puts pressure on the large open economy’s currency (i.e. domestic 
currency) to depreciate vis-à-vis the currencies of its trading partners. However, under fixed 
exchange rates the central bank cannot allow a depreciation of the domestic currency, as it is 
obligated to maintain the exchange rate.  

Consequently, the central bank of the large open economy sells foreign currency in exchange 
for the domestic currency - in order to prevent currency depreciation. But such an exchange 
reduces domestic money supply, which in turn drives up the domestic real interest rate (back to 
its original level) and therefore the net result is that the expansionary monetary policy has 
no effect on aggregate output i.e. there is no increase in aggregate output. 

It might be noted that when a central bank has to maintain the exchange rate i.e. keep the 
exchange rate unchanged under a fixed exchange rate system, domestic real interest rate must 
equal foreign or world real interest rate – for which the central bank buys or sells foreign 
exchange. For example, if the domestic real interest rate is higher (lower) than the foreign or 
world real interest rate, the central bank will purchase (sell) foreign currency in exchange for 
domestic currency.   

Example 4: Negative Demand Shock (short run effect) – Global Economy  

If an economy is hit by a massive negative demand shock (such as the recent global financial 
crisis (2008-2009)), it will usually result in a large leftward shift of the ADC and the economy 
will move down left along the SRAS. Consequently, the economy will experience a large fall 
(plunge) in aggregate output and the general price level (i.e. a sharp fall or contraction in GDP 
and a marked decline in inflation) – due to plunge (or collapse) in aggregate demand. 

Essentially, a massive negative demand shock causes aggregate output and the general price 
level to move in the same direction (downward).A sharp fall in aggregate output, consequent 
upon a massive negative demand shock, usually results in a marked rise in unemployment 
(leading to absence of wage pressures) and falling incomes, which puts substantial downward 
pressure on the general price level.  
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Further, rapidly falling or declining aggregate demand and output results in a marked fall in 
demand for labor, raw materials, commodities and other inputs used in the production process 
relative to their supply – which significantly lowers the cost of production for firms and 
consequently puts significant downward pressure on the general price level too.  

To explain the phenomenon of a massive negative demand shock, we have taken the example 
of the recent global financial crisis (which is an example of a massive negative demand shock) of 
2008-2009. This global financial crisis resulted in plunging aggregate demand (i.e. plunge in 
consumer spending and private investment and collapse of international trade) in one country 
after the other (starting from developed economies, such as the US, UK, Eurozone, etc. to 
emerging/developing economies). Consequently, the global economy witnessed its worst or 
deepest recession (which started from late 2008 and ended in mid-2009) since the great 
depression of the 1930s. 

In other words, this massive negative demand shock to the global economy resulted in a 
significant leftward shift of the global ADC and consequently there was a marked contraction in 
global aggregate output (i.e. global GDP). Further, plunging global aggregate demand and output 
was accompanied by a sharp fall or decline in inflation (and even a threat of deflation) in many 
countries, particularly in developed countries.    

It might be noted that the global economy began to recover very slowly (at an anemic pace) after 
mid-2009, largely due to the implementation of exceptional monetary and fiscal stimulus 
packages in US, UK, Eurozone, China and in many other countries across the globe.    

Let us graphically explain the effect of this massive negative shock (global financial crisis) 
to the global economy in terms of its impact on global aggregate output (i.e. global GDP) 
and the general price level.   

Graph: Negative Demand Shock 
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As a starting point, let us assume that immediately prior to late 2008 (Note: in late 2008 the 
escalating ferocity of the global financial crisis hit the global economy very hard and led to a 
plunge in global aggregate demand) the global economy was at point D (i.e. where ADC4 
intersects the upward sloping SRAS - which gives us the equilibrium level of aggregate output 
(Y3) and general price level (P3)) – please refer to the graph above.  

Now, in late 2008 the global economy witnessed a massive plunge in aggregate demand, due to 
the escalating ferocity of the global financial crisis (which was a massive negative demand shock 
to the global economy), leading to a significant leftward shift of the ADC from ADC4 to ADC1 
– which resulted in a massive fall in global aggregate output and general price level from 
Y3 to Y0 and from P3 to P0 respectively. 

In other words, the global economy plunged into a very deep recession i.e. global aggregate 
output fell or contracted very substantially from Y3 to Y0 (with inflation falling or declining 
sharply) due to the massive plunge in global aggregate demand - as a result of the escalation of 
the global financial crisis.  

Why did the global financial crisis result in a massive plunge in global aggregate demand?  

The global financial crisis adversely affected the global economy through various channels 
(as stated below): 

Consumer Confidence (1-4) 

1. Sharp fall in house prices in many developed countries such as the US, UK, Spain and others 
and plunge in global equity markets led to a marked fall in consumer wealth, which adversely 
affected consumer confidence and consequently consumer spending (which is a key 
component of aggregate demand) in these economies. Further, the marked downturn or 
plunge in consumer spending in these economies very adversely affected demand for 
imports. 

As a result of the substantial drop in import demand in developed economies, 
emerging/developing economies in particular were hard hit due to a plunge in demand 
for their exports.      

2. Soaring unemployment in the developed world coupled with one country after the other 
(developed and emerging/developing economies) falling into a recession led to more 
uncertainty about the macroeconomic outlook of economies across the globe and the global 
economy and increasing pessimism about future expected incomes of households, which  
very adversely affected consumer spending globally.   

3. In late 2008, when the global financial crisis hit the global economy very hard, there already 
existed very high levels of consumer debt in many developed economies (such as the US, UK 
etc.) due to years of debt fuelled consumer spending in these economies. As a result, 
consumers in these economies cut back on their spending on goods and services very 
substantially.  

4. Lack of sufficient availability of credit (mortgage and consumer credit) for households (as a 
result of a credit crisis in financial markets) and considerably higher cost of borrowing led to 
a sharp retrenchment in consumer spending, particularly in developed economies (as lack of 
sufficient recourse to credit and higher cost of credit dampened consumer confidence 
considerably).  
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5. Global trade collapsed as one country after the other fell into a recession and because firms 
across the globe found it extremely difficult to access borrowing to fund their export 
activities (as a result of a credit crisis in global financial markets).  

6. Credit crisis in global financial markets that led to a severe lack of availability of credit and 
considerably higher cost of borrowing for firms (despite central banks across the globe 
lowering their respective official ‘policy’ rates considerably (and in some countries such as 
the US, UK to near zero levels) that should have led to lower cost of borrowing for firms), 
collapse of the sub-prime mortgage market in the US, massive plunge in global equity 
markets(inflicting huge losses on investors) and collapse of global trade were some of the 
most important factors that decimated business confidence – which in turn led to a sharp 
drop in private investment spending in both developed and emerging/developing 
economies (particularly in developed economies).     

A point worth noting here is that despite central banks across the globe reducing their 
respective official ‘policy’ rates considerably (as stated above), in order to combat the 
deepest recession facing the global economy since the great depression of the 1930s, real 
interest rates remained high (leading to higher cost of borrowing for firms) – which 
significantly dampened private investment spending.  

The reason why real interest rates remained high was because while inflation fell sharply, 
due to plunging aggregate demand as a result of the escalation of the global financial crisis, 
the credit crisis in global financial markets (which led to an increase in the borrowing 
costs of banks in wholesale money and credit markets) led to banks being highly reluctant 
to pass on the substantial reductions in official ‘policy’ rates (by central banks) to firms (and 
households) in the form of lower nominal interest rates on various forms of borrowing.  

7.   The global financial crisis first plunged developed economies (such as US, UK, Eurozone 
etc.) into a recession due to plunging business confidence and consumer confidence, which 
led to a marked fall in private investment, sharp retrenchment in consumer spending, 
substantial drop in import demand, soaring unemployment and falling incomes in these 
economies. Thereafter, recessionary conditions in developed economies got transmitted to 
emerging/developing economies primarily via sharp fall in demand for their exports (which 
adversely affected economic activity, growth and employment in these economies), drop in 
foreign direct investments and the global financial markets. Consequently, one 
emerging/developing economy after the other fell into a recession. In other words, with 
both developed and emerging/developing economies falling into recession, the global 
economy plunged into a deep recession.  

8.  Banks in economies such as the US, European Union, UK, Japan etc. that had invested 
substantially in the US economy (and essentially ended up financing the US housing credit 
bubble) prior to the global financial crisis, faced heavy losses on their investments.  
Consequently, banks in such economies sharply curtailed credit to firms and households, 
which had significant downside implications for private investment, consumer spending and 
import demand in these economies.  

9.  The global financial crisis engendered pessimism in firms about expected sales, revenues and 
profits (due to the uncertain macroeconomic outlook), which resulted in a sharp fall in 
private investment globally, particularly in developed countries.       



Aggregate Demand and Aggregate Supply Model                                                                                          Module 10 

 

 

Page 284  © 2014 | Macroeconomics School 

 

Having stated the above, it might be noted that  a policy mix of expansionary fiscal policy 
(worth billions of US$ - comprising of increases in government expenditure and tax cuts) in 
conjunction with expansionary monetary policy was deployed (to stimulate aggregate demand 
and economic activity) in a coordinated manner by many countries across the globe (such as the 
US, UK, Eurozone, China etc.) - to offset the significant downside effect of the massive 
negative demand shock (i.e. global financial crisis) on their respective economies - which 
proved to be successful in averting a global depression and enabled the global economy to 
emerge or recover (though very haltingly and anemically) from the severest recession since the 
great depression of the 1930s.   

Having stated the above, it’s important to note that when an economy or the global economy is 
hit by a massive negative demand shock, expansionary monetary policy alone is usually 
powerless to jump start an economy or the global economy back to recovery. This is because the 
plunge in consumer confidence and business confidence (leading to plunging aggregate demand) 
is so substantial or great that reducing official ‘policy’ rate or rates considerably (even to near 
zero levels) and/or deploying other conventional and unconventional monetary policies (to 
stimulate aggregate demand and economic activity) are unlikely to counter such a plunge in 
confidence on its own, and more so when the underlying reason of plunge in confidence 
emanates from the global financial markets. Consequently, expansionary monetary policy 
has to be used in conjunction with expansionary fiscal policy to jumpstart economic recovery 
and prevent an economy or the global economy from falling into a depression.     

Expansionary fiscal policy can be highly effective in expanding aggregate output when there 
exists severe deficiency of aggregate demand (as a result of a massive negative demand shock), 
which usually results in a marked decline or fall in inflation and existence of massive idle or 
excess capacity.  

There are two key reasons why expansionary fiscal policy is likely to be highly effective in 
expanding aggregate output in such circumstances; first, the usual ‘crowding’ out effect of 
expansionary fiscal policy on private investment and net exports is unlikely to occur; second, 
nearly all the increase in aggregate demand, due to expansionary fiscal policy, is likely to 
translate into an increase in aggregate output, rather than an increase in the general price level 
(due to existence of massive idle or excess capacity and absence of wage pressures as a result of 
high unemployment).  

Due to these two reasons mentioned above, if coordinated expansionary fiscal policy is 
undertaken by many countries (in conjunction with expansionary monetary policy), it is likely to 
have a large multiplier effect on the global GDP i.e. the increase in global aggregate output, as a 
result of coordinated expansionary fiscal policy (in conjunction with expansionary monetary 
policy) undertaken by many countries, is likely to be large enough to take the global economy 
out of a deep recession (assuming no other negative shocks hit the global economy) and put it on  
a path of recovery (even if the recovery is anemic or very gradual).    

Having stated the above, let’s now return back to the graph (on page 281) where the global 
economy is shown to be in a deep recession (i.e. where equilibrium aggregate output is Y0 and 
the price level is P0) due to the massive negative demand shock.  
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Now, in such a situation, policy makers across the globe decided to avert a depression and take 
the global economy out of the deep recession and put it on a path of recovery. For which, 
coordinated expansionary fiscal policy (in conjunction with expansionary monetary policy) was 
undertaken by many countries across the globe. 

Such a policy mix led to rising global aggregate demand – consequently, the ADC shifted to 
the right along the SRAS. In this example, the ADC shifts to the right along the SRAS from 
ADC1 to ADC2 (due to such a policy mix), resulting in global aggregate output increasing from 
Y0 to Y1 (with inflation fairly dormant or subdued - as can be viewed from the graph). In 
other words, the massive demand stimulus from such a policy mix lifted the global economy out 
of its deep recession and put it on a path of recovery (even if the recovery was anemic or very 
gradual).    

Essentially, such a policy mix led to a very gradual (or anemic) rise in aggregate demand in both 
developed and emerging/developed economies, as a result of which the ADC shifted very 
gradually to the right (from ADC1 to ADC2) along the SRAS – leading to an increase in global 
aggregate output (i.e. global GDP) from Y0 to Y1 (with inflation fairly dormant or subdued – as 
can be viewed from the graph) which was large enough to take the global economy out of its 
deepest recession since the great depression of the 1930s and put it on a path of recovery.  

Next, from this graph you might have noticed that the global aggregate output did not return (and 
has not yet returned) back to its initial position or where it was prior to late 2008 ( i.e. where the 
equilibrium aggregate output was Y3), despite the massive demand stimulus from the policy mix 
mentioned above i.e. global aggregate output increased only from Y0 to Y1 rather than to Y3 – 
this is a reflection of how severely the global financial crisis( a massive negative demand shock) 
dented or adversely affected business confidence and consumer confidence globally.   

Having stated the above, it might be noted that the global economy has not yet fully recovered 
from the impact of the global financial crisis even after six years (i.e. the global economy has not 
yet returned to its pre-global financial crisis growth path), despite the massive demand stimulus 
from the policy mix mentioned above, due to several reasons - such as the halting economic 
recovery of the US economy, recent European Sovereign debt crisis, fiscal austerity in Europe, 
high public debt to GDP ratios in many developed countries (that has prevented these countries 
from increasing government expenditure to boost aggregate demand and speed up or support 
economic recovery in their respective economies), recent currency crisis in many 
emerging/developing economies, slowdown of the Chinese economy, unwinding of the 
quantitative easing programme by the Federal Reserve in the US etc. - that have adversely 
affected business confidence, consumer confidence and employment generation in both 
developed and emerging/developed economies and consequently have held back private 
investment, consumer spending and trade globally (i.e. have held back global aggregate 
demand).  

 
End of this module 


	Gross Domestic Product
	Consumer Spending
	Private Investment
	Aggregate Demand and Aggregate Supply
	Business Cycles
	1. Leading Indicators (i.e. Leading Economic Indicators)
	For example, if car sales peak or reach a high in December 2014, this in turn would possibly imply a peak in GDP around June 2015 (allowing for the six month lead) and if this indicator troughs or reaches its lowest point in December 2014, this in tur...
	Statistically speaking, when a change in an indicator (for example, ‘Car Sales’) observed t periods earlier (for example, six months ago) tends to be associated with a change in GDP in the current period (i.e. strongly positively correlated with it), ...
	Therefore, this indicator tends to attain its peaks and troughs (i.e. turnaround) earlier than GDP.
	Examples of some leading economic indicators: money supply, housing starts, stock market index, consumer credit, car sales, retail sales, business confidence, consumer expectations, manufacturer’s new orders, yield curve, business inventories and init...
	Rapid growth in these leading economic indicators are advance or early signals of economic expansion i.e. the economy is likely to grow rapidly generally within 6-12 months or sometimes within 12-18-24 months. Similarly, sluggish or decelerating growt...
	Two important leading economic indicators: Business Inventories and Stock Markets
	Next, we wish to draw your attention to two important leading economic indicators - business inventories and stock markets – which we believe deserves special attention.
	Business Inventories
	Essentially, significant changes in business inventories tend to provide valuable advance or early signals about where the economy is heading in the near future (in the coming quarters) i.e. significant changes in this leading indicator provide valuab...
	Composite Leading Indicators

	Inflation and Unemployment
	Monetary Policy
	Fiscal Policy
	Exchange Rates and Balance of Payments
	Aggregate Demand and Aggregate Supply Model
	Why did the global financial crisis result in a massive plunge in global aggregate demand?
	The global financial crisis adversely affected the global economy through various channels (as stated below):
	Consumer Confidence (1-4)
	1. Sharp fall in house prices in many developed countries such as the US, UK, Spain and others and plunge in global equity markets led to a marked fall in consumer wealth, which adversely affected consumer confidence and consequently consumer spending...
	As a result of the substantial drop in import demand in developed economies, emerging/developing economies in particular were hard hit due to a plunge in demand for their exports.
	2. Soaring unemployment in the developed world coupled with one country after the other (developed and emerging/developing economies) falling into a recession led to more uncertainty about the macroeconomic outlook of economies across the globe and th...
	3. In late 2008, when the global financial crisis hit the global economy very hard, there already existed very high levels of consumer debt in many developed economies (such as the US, UK etc.) due to years of debt fuelled consumer spending in these e...
	4. Lack of sufficient availability of credit (mortgage and consumer credit) for households (as a result of a credit crisis in financial markets) and considerably higher cost of borrowing led to a sharp retrenchment in consumer spending, particularly i...
	5. Global trade collapsed as one country after the other fell into a recession and because firms across the globe found it extremely difficult to access borrowing to fund their export activities (as a result of a credit crisis in global financial mark...
	6. Credit crisis in global financial markets that led to a severe lack of availability of credit and considerably higher cost of borrowing for firms (despite central banks across the globe lowering their respective official ‘policy’ rates considerably...
	A point worth noting here is that despite central banks across the globe reducing their respective official ‘policy’ rates considerably (as stated above), in order to combat the deepest recession facing the global economy since the great depression of...
	The reason why real interest rates remained high was because while inflation fell sharply, due to plunging aggregate demand as a result of the escalation of the global financial crisis, the credit crisis in global financial markets (which led to an in...
	7.   The global financial crisis first plunged developed economies (such as US, UK, Eurozone etc.) into a recession due to plunging business confidence and consumer confidence, which led to a marked fall in private investment, sharp retrenchment in co...
	8.  Banks in economies such as the US, European Union, UK, Japan etc. that had invested substantially in the US economy (and essentially ended up financing the US housing credit bubble) prior to the global financial crisis, faced heavy losses on their...
	9.  The global financial crisis engendered pessimism in firms about expected sales, revenues and profits (due to the uncertain macroeconomic outlook), which resulted in a sharp fall in private investment globally, particularly in developed countries. ...


