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its initial point A to a point B, where output is below potential and Y~  is nega-
tive. (The 22 percent number shown in the graph is just chosen as an example.)

Now suppose that in response, the central bank lowers the nominal inter-
est rate. The stickiness of inflation ensures that the real interest rate falls as 
well. As it falls below the marginal product of capital  r , firms and households 
take advantage of low interest rates to increase their investment. The higher 
investment demand makes up for the decline in  a  and pushes output back up 
to potential.

By lowering the interest rate sufficiently, policymakers can stimulate the 
economy, moving it to a point like C, shown in panel (b) of Figure  12.5. In 
the best case, the central bank would adjust monetary policy exactly when the 
housing bubble collapses, and in theory the economy would not have to experi-
ence a decline in output. In practice, though, such  fine-  tuning of the economy 
is extremely difficult: it takes time for policymakers to determine the nature and 
severity of the shock that has hit the economy, and it takes time for changes in 
interest rates to affect investment demand and output. Economists who study 
monetary policy believe it takes 6 to 18 months for changes in interest rates to 
have substantial effects on economic activity. Nobel laureate Milton Friedman 
famously remarked that monetary policy affects the economy with “long and 
variable lags.”

Despite this important caveat, it remains the case that in our simple model, 
monetary policy could in principle completely insulate the economy from aggregate 
demand shocks. In fact, one could argue that the Fed had just such an example in 
mind in the  mid-  2000s, when considering the possibility that a housing bubble 
might burst. At some level, it seemed plausible that the Fed’s standard toolkit 
would be able to mitigate much of the fallout from such a shock. In Chapter 14, 
we’ll see what went wrong.

Stabilizing the Economy after a Housing Bubble
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FIGURE 12.5The negative shock 
leads to a recession 
as the economy moves 
from point A to point B.

The Fed responds by 
stimulating the economy 
with lower interest 
rates, moving output 
back to potential as 
the economy moves 
to point C.


