
Assume An Economy Is In Long-run
Equilibrium And The Central Bank
Engages In An Expansionary Monetary
Assume An Economy Is In Long-run Equilibrium And The Central Bank Engages In
An Expansionary Monetary

Understanding the dynamics of monetary policy and its impact on the economy
is crucial for policymakers, investors, and consumers alike. When an economy
is in long-run equilibrium, it means that aggregate supply equals aggregate
demand at the natural level of output, and the economy operates at its full
employment level. However, when the central bank engages in an expansionary
monetary policy, it can disrupt this equilibrium temporarily, leading to
various short-term and long-term effects. This article explores the
mechanisms, consequences, and implications of such a scenario in detail.

What Is Long-Run Equilibrium in the Economy?

Definition and Characteristics
Long-run equilibrium occurs when all markets—goods, services, and money—are
in balance, and there are no pressures for prices or wages to change. In this
state:
- The economy produces at its potential output or full employment level.
- The aggregate demand (AD) curve intersects the long-run aggregate supply
(LRAS) curve.
- Unemployment is at its natural rate, with no inflationary or deflationary
pressures.

Significance of Long-Run Equilibrium
Achieving and maintaining long-run equilibrium is essential for economic
stability. It indicates that the economy is operating efficiently without
excessive inflation or unemployment. Policymakers aim to guide the economy
toward this state through fiscal and monetary measures.

Understanding Expansionary Monetary Policy



Definition and Objectives
Expansionary monetary policy involves the central bank increasing the money
supply and lowering interest rates to stimulate economic activity. The
primary objectives include:
- Boosting aggregate demand.
- Reducing unemployment.
- Preventing or mitigating a recession.

Tools of Expansionary Monetary Policy
The central bank employs several instruments to implement expansionary
policies:

Open Market Operations: Buying government securities to inject liquidity1.
into the banking system.

Lowering the Policy Interest Rate: Reducing the discount rate or the2.
target federal funds rate to encourage borrowing.

Reducing Reserve Requirements: Lowering the amount of reserves banks are3.
required to hold, enabling them to lend more.

The Impact of Expansionary Monetary Policy on
the Economy

Short-term Effects
When the central bank adopts an expansionary stance, several immediate
effects are observed:
- Decrease in Interest Rates: Lower borrowing costs make loans more
attractive for consumers and firms.
- Increase in Consumer Spending: Cheaper loans encourage households to buy
big-ticket items like houses, cars, and appliances.
- Rise in Investment: Firms are more willing to invest in capital projects
due to lower financing costs.
- Shift in Aggregate Demand: The AD curve shifts to the right, indicating
increased total spending in the economy.

Graphical Representation
In the AD-AS model:
- The initial equilibrium is at the intersection of AD and AS (short-run or
long-run).



- An expansionary monetary policy shifts AD rightward from AD₁ to AD₂.
- Short-term equilibrium moves upward along the short-run aggregate supply
(SRAS) curve, resulting in higher output (Y₂) and higher price level (P₂).

Short-Run vs. Long-Run Effects

Short-Run Outcomes
In the short term, the economy experiences:
- Higher Output: Increased demand pushes real GDP above its natural level.
- Higher Price Level: Inflationary pressures emerge as demand outpaces supply
capacity.
- Lower Unemployment: As firms respond to higher demand, they hire more
workers, reducing unemployment below its natural rate.

Long-Run Adjustments
Over time, the economy adjusts to the new demand level:
- Wage and Price Adjustments: Rising prices and wages lead to shifts in the
SRAS curve leftward.
- Return to Long-Run Equilibrium: The economy moves back to the natural level
of output, but at a higher price level.
- Potential for Inflation: Persistent expansionary policies can lead to
sustained inflation if not carefully managed.

Potential Risks and Challenges

While expansionary monetary policy can stimulate economic growth, it also
carries risks:

Inflationary Pressures: Excessive increase in the money supply can lead
to runaway inflation.

Asset Bubbles: Low interest rates may encourage excessive speculation in
real estate, stocks, or other assets.

Currency Depreciation: Lower interest rates can lead to a weaker
domestic currency, affecting trade balances.

Limited Effectiveness in Liquidity Trap: When interest rates are already
near zero, further reductions may have little impact on demand.



Case Study: Expansionary Monetary Policy During
a Recession

Suppose the economy faces a recession characterized by high unemployment and
low inflation. The central bank responds by lowering the federal funds rate
and purchasing government securities. The immediate effects include:
- Increased borrowing and spending by consumers and firms.
- A rightward shift of the AD curve.
- An uptick in output and employment in the short run.

However, if the economy quickly approaches or surpasses its potential output,
inflation may begin to accelerate. Policymakers must then decide whether to
withdraw some of the stimulus to prevent overheating.

Implications for Policy and Economic Growth

Expansionary monetary policy can be a powerful tool for jumpstarting growth,
especially during downturns. However, sustainable growth requires a balanced
approach:
- Monitoring Inflation: Ensuring that inflation remains within target levels.
- Gradual Policy Adjustments: Phasing out stimulus as the economy recovers.
- Complementary Fiscal Policies: Coordinating with fiscal measures such as
government spending and taxation.

Long-term economic stability depends on the careful calibration of monetary
policy to avoid creating bubbles or inflationary spirals while supporting
growth.

Conclusion

Assuming an economy is in long-run equilibrium and the central bank engages
in an expansionary monetary policy, the immediate goal is to stimulate
aggregate demand, reduce unemployment, and prevent recessionary conditions.
While short-term benefits are evident—such as increased output and
employment—these come with the potential for inflation and asset bubbles if
policies are not carefully managed. Over time, the economy tends to adjust
back to its natural level of output, but at a higher price level, emphasizing
the importance of balanced and prudent monetary policy. Understanding these
mechanisms helps policymakers, investors, and consumers navigate the
complexities of economic fluctuations and work towards sustainable growth.

---
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Frequently Asked Questions

What is the likely short-term effect of an
expansionary monetary policy on aggregate demand?
It increases aggregate demand by lowering interest rates, encouraging
borrowing and spending.

How does an expansionary monetary policy impact the
price level in the short run?
It tends to increase the price level temporarily due to higher demand and
economic activity.

What happens to the unemployment rate immediately
after the central bank adopts an expansionary
policy?
Unemployment typically decreases as higher demand prompts firms to hire more
workers.

Does an expansionary monetary policy shift the long-
run aggregate supply curve? Why or why not?
No, it primarily shifts aggregate demand; long-run aggregate supply remains
unchanged because it depends on factors like technology and resources.

What are the potential risks or downsides of
sustained expansionary monetary policy?
It can lead to inflationary pressures, asset bubbles, and potential
overheating of the economy if maintained too long.

How does the central bank's increase in the money
supply influence interest rates?
An increase in the money supply typically lowers interest rates, making
borrowing cheaper.

Will the economy experience a new long-run



equilibrium immediately after the policy? Why or why
not?
No, because adjustments in prices and wages take time, and the economy may
experience short-term deviations before settling into a new equilibrium.

If the economy is initially in long-run equilibrium,
how does expansionary monetary policy affect the
Phillips curve?
It may temporarily increase inflation and reduce unemployment along the
short-run Phillips curve, but in the long run, the curve remains unchanged.

Additional Resources
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Introduction

In macroeconomics, understanding the implications of monetary policy shifts
is crucial for grasping how economies respond to various stimuli. When an
economy is in long-run equilibrium—a state where actual output equals
potential output, and inflation is stable—the decision of a central bank to
implement an expansionary monetary policy can have profound short-term and
long-term effects. This review delves into the mechanics of such a scenario,
exploring the initial conditions, the policy measures undertaken, and the
subsequent economic adjustments across different markets and variables.

---

Long-Run Equilibrium: Setting the Stage

What Is Long-Run Equilibrium?

Long-run equilibrium in macroeconomics refers to a state where:

- Real GDP equals potential GDP: The economy operates at its full employment
level, with all resources employed efficiently.
- Prices are stable: The inflation rate aligns with the central bank's



target, often around 2%.
- No inherent pressures for change: There's no tendency for output or prices
to change unless an external shock occurs.

This equilibrium is characterized graphically where the Long-Run Aggregate
Supply (LRAS), Short-Run Aggregate Supply (SRAS), and Aggregate Demand (AD)
curves intersect at a single point.

Key Components at Long-Run Equilibrium

- Aggregate Demand (AD): Reflects the total spending in the economy at
various price levels.
- Short-Run Aggregate Supply (SRAS): Represents the relationship between the
price level and the quantity of goods and services firms are willing to
produce in the short run.
- Long-Run Aggregate Supply (LRAS): Vertical at the potential output level,
indicating the economy's maximum sustainable output.

When the economy is in long-run equilibrium:

- The intersection point of AD and SRAS coincides with LRAS.
- The inflation rate is stable.
- Output is at its potential level, meaning no upward or downward pressure on
prices.

---

The Central Bank’s Role and the Mechanics of
Monetary Policy

What Is Expansionary Monetary Policy?

An expansionary monetary policy involves actions taken by the central bank to
increase the money supply and lower interest rates, with the primary goal of
stimulating economic activity. Typical measures include:

- Lowering the policy interest rate (e.g., the federal funds rate).
- Purchasing government securities (open market purchases).
- Reducing reserve requirements for commercial banks.
- Forward guidance suggesting future rate reductions.



Objectives of Expansionary Policy in a Long-Run
Equilibrium

While the economy is initially in long-run equilibrium, the central bank may
pursue expansionary measures to:

- Combat unemployment or recessionary gaps.
- Accelerate economic growth.
- Prevent deflation.

However, since the economy is already at full employment, these measures can
have nuanced effects, especially in the short run.

---

Initial Effects of Expansionary Monetary Policy
in a Long-Run Equilibrium

Shift in the Aggregate Demand Curve

The immediate effect of expansionary monetary policy is a rightward shift of
the AD curve:

- Lower interest rates make borrowing cheaper for consumers and firms.
- Increased consumer spending and investment.
- Potential increases in net exports due to depreciation of the currency (if
applicable).

This shift results in:

- Higher real GDP in the short run.
- A rise in the price level, indicating inflationary pressure.

Graphical Representation

- The initial long-run equilibrium point is at the intersection of AD1, SRAS,
and LRAS.
- Post-policy, AD shifts from AD1 to AD2.
- The new short-run equilibrium occurs at a higher price level and output
level, but the LRAS remains unchanged.



Short-Run Outcomes

- Output: Temporarily exceeds potential output, creating an economic boom.
- Price Level: Rises above the initial equilibrium, signaling inflationary
pressures.
- Unemployment: May fall below the natural rate due to increased demand for
labor.

---

Short-Run vs. Long-Run Adjustments

Short-Run Response

In the immediate aftermath:

- The economy experiences demand-pull inflation as increased demand pushes
prices higher.
- Firms respond to higher demand by increasing production, utilizing existing
capacity.
- Unemployment drops temporarily below its natural rate.

Long-Run Corrections

Over time, several adjustments occur:

- Wage and Price Rigidities: As prices and wages adjust, the SRAS curve
shifts leftward.
- Expectations of Inflation: Workers and firms anticipate rising prices and
demand higher wages.
- Return to Potential Output: The SRAS shifts left until the economy
stabilizes at a new equilibrium where actual output equals potential output,
but at a higher price level.

This process is often called monetary policy-induced demand-pull inflation.

Implications for the Economy

- The initial increase in output is temporary.
- The economy self-corrects via rising wages and prices.
- The long-run equilibrium features a higher price level but unchanged real
GDP.



---

Potential Outcomes and Policy Dilemmas

Inflationary Pressures

- Continuous expansion can lead to sustained inflation if not carefully
managed.
- Elevated inflation erodes purchasing power and can destabilize
expectations.

Overheating Risks

- Excessive demand can cause the economy to overheat.
- Asset bubbles may form, increasing financial stability risks.

Policy Trade-offs

- While expansionary policies stimulate growth, they risk igniting inflation.
- Policymakers must balance short-term gains against long-term stability.

Central Bank's Communication and Expectations

- Forward guidance helps anchor inflation expectations.
- Clear communication mitigates unwarranted inflation fears or inflationary
spirals.

---

Special Considerations in a Fully-Employed
Economy

When the Economy Is at Full Employment

- The initial increase in demand primarily results in higher prices rather
than increased output.



- The economy cannot produce more than its potential GDP in the long run.

Inflationary Consequences

- The primary effect is inflation, not growth.
- Unemployment remains at its natural rate.

Implications for Policy Effectiveness

- Expansionary monetary policy is less effective in increasing real output
beyond potential.
- It mainly influences price levels and inflation expectations.

---

Conclusion

Engaging in expansionary monetary policy when an economy is in long-run
equilibrium is a nuanced maneuver. Initially, such policy can stimulate
demand, leading to higher output and employment in the short run. However,
because the economy is already operating at its potential, the primary effect
tends to be upward pressure on prices rather than sustainable growth in real
GDP.

Over time, inflationary expectations adjust, and the short-run gains
diminish, with the aggregate supply responding through a leftward shift to
restore the economy to its natural level of output. Policymakers must
carefully consider the timing, magnitude, and communication strategies of
such interventions to avoid unintended inflationary spirals and to maintain
economic stability.

In essence, while expansionary monetary policy is a powerful tool for
combating recessions and unemployment, its application in a fully employed
economy demands prudence. It underscores the importance of understanding the
interplay between demand, supply, inflation, and expectations, and highlights
the delicate balance required to foster sustainable economic growth without
triggering inflationary risks.
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