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MODULE C: FisCAL POLICY AND
BUDGET DEFICITS

This feature focuses on fiscal policy, defines what it is,
and discusses the advantages and disadvantages
associated with using fiscal policy as a tool with which
to promote economic stability and strong growth.



WHAT IS FISCAL POLICY?

Fiscal policy: use of the government’s spending,
taxing and borrowing policies. The government’s
budget deficit is used to evaluate the direction of
fiscal policy.
Larger budget deficits and increased borrowing are
indicative of expansionary fiscal policy.

In contrast, if the government reduces its spending
and/or increases taxes, this would shift the budget
toward a surplus. Shifts toward budget surpluses and
less borrowing are indicative of restrictive fiscal
policy.




KEYNESIAN VIEW OF FISCAL POLICY

Keynesian analysis highlights the potential of
fiscal policy as a tool capable of reducing
fluctuations in total demand.

Rather than balancing the budget annually,
Keynesians argue that counter-cyclical policy
should be used to offset fluctuations in total
demand.

Keynesian analysis indicates that the government
should plan budget deficits when the economy is
weak and budget surpluses when strong demand
threatens to cause inflation.




KEYNESIAN VIEW: FISCAL POLICY TO
STABILIZE THE ECONOMY

When an economy 1s operating below 1ts potential

output, the Keynesian economic model suggests

that fiscal policy should be more expansionary.
Increase 1n government purchases of goods & services
or reduction in taxes

When 1nflation 1s a potential problem, Keynesian
analysis suggests fiscal policy should be more
restrictive:

reduction in government spending
or 1ncrease 1n taxes




CAN FiscAL PoLicy BE USED TO REDUCE
ECONOMIC INSTABILITY?

The Keynesian view of fiscal policy swept the
economics profession and, by the 1960s, it was
also widely accepted by policy makers. During
that era, most economists believed that fiscal
policy exerted a powerful impact on the economy
and that it could be 1nstituted 1in a manner that
would smooth the ups and downs of the business
cycle.

But, this is more difficult than was initially
perceived.




PROBLEMS WITH PROPER TIMING

There are three major reasons why it 1s difficult
to time fiscal policy changes in a manner that
promotes stability.

It takes time to institute a legislative change.

There 1s a time lag between when a change 1s
instituted and when 1t exerts significant impact.

These time lags imply that sound policy requires
knowledge of economic conditions 9 to 18 months
1n the future.

But, our ability to forecast future conditions is limited.




PROBLEMS WITH PROPER TIMING
CONTINUED...

Discretionary fiscal policy is like a two-edged
sword—it can both harm and help.

If timed correctly, it may reduce economic instability.

If timed 1ncorrectly, however, it may increase
economic instability.




IMPLICATIONS OF TIMING PROBLEMS

Because of these timing problems, most
economists, including many Keynesians, now
believe that it 1s a mistake for policy makers to
be constantly changing fiscal policy in response to
minor changes in economic conditions.

It 1s unrealistic to expect that political decision-
makers will consistently alter fiscal policy in a
manner that will add stimulus during recessions
and restraint during inflationary booms.




AUTOMATIC STABILIZERS

Automatic Stabilizers: Without any new
legislative action, these tools will increase the
budget deficit (reduce the surplus) during a
recession and increase the surplus (reduce the
deficit) during an economic boom.

The major advantage of automatic stabilizers
1s that they 1institute counter-cyclical fiscal policy
without the delays associated with legislative
action.

Examples of automatic stabilizers:
unemployment compensation

corporate profit tax
progressive income tax




ALTERNATIVE VIEWS OF FISCAL POLICY

While Keynesians argue that fiscal policy 1s
potent, others argue there are secondary effects
which undermine its effectiveness.

The borrowing to finance deficits will place upward
pressure on interest rates, which will crowd out
private spending, offsetting the impact on total
demand.

The deficits will increase government leading to
higher taxes, which will also reduce total demand.



TAX CUTS VS. SPENDING INCREASES

There are four reasons why a tax cut is likely to be
more effective than a spending increase as a tool
with which to promote recovery and long-term
growth.
A tax cut will stimulate aggregate demand more
rapidly.

Compared to an increase in government spending, a tax
cut 1s less likely to increase structural unemployment
and reduce the productivity of resources.

A tax cut will be easier to reverse once the economy has
recovered.

A permanent tax rate reduction will increase the
Incentive to earn, invest, and employ others.




CONCLUDING THOUGHTS: VIEWS OF
FiscaAL Poricy HAVE CoME FULL CIRCLE

Prior to Keynes, it was widely believed that
governments should balance their budget.

By the 1960s, fiscal policy was perceived of as a
powerful tool to stabilize the economy.

But, many economists now believe that it 1s
unrealistic to expect political decision-makers to
institute fiscal changes in a stabilizing manner.

The persistence of large budget deficits and
growth of government debt has generated fears
that, if unconstrained, the political process will
result in excessive debt that will threaten the
solvency of even wealthy countries.




MODULE C: MONETARY POLICY

What is monetary policy? How it is conducted? How
does 1t influence fluctuations in the levels of output and
employment?



MONEY

Money is whatever is generally accepted in
exchange for goods and services—accepted
not as an object to be consumed but as an
object that represents a temporary abode of
purchasing power to be used for buying still
other goods and services.

—Milton Friedman (1992)




WHAT 1S MONEY?

A medium of exchange: Money 1s an asset used
to buy and sell goods and services. It reduces the
transactions costs of an exchange.

A store of value: Money is an asset that allows
people to transfer purchasing power from one
period to another.
Inflation erodes this important aspect of money.
When inflation occurs and the price level increases,
the purchasing power of money declines. This
1mposes a cost on people holding money.
A unit of account: Money 1s a unit of
measurement used by people to post prices and
keep track of revenues and costs.




HOw THE MONEY SUPPLY IS MEASURED

Two basic measurements of the money supply are
M1 and M2.

The components of M1 are:
currency and coins,

checking deposits (including demand deposits and
Interest-earning checking deposits), and,

traveler's checks.

M2 (a broader measure of money) includes:
M1,
savings,
time deposits, and,
money market mutual funds.




THE COMPOSITION OF THE MONEY
SUPPLY IN THE U.S.

The M1 and M2 Money Supply of the U.S
(as of November 2015)

Money Supply, M1 (in billions)

Currency (in circulation) $1,335
Demand deposits 1,241

Other checkable deposits 515
Traveler’s checks 2

Total M1 S3,093

$3,093

Money Supply, M2 (in billions)

M1 $3,093

Savings deposits? 8,153

Small time deposits 425

Money market mutual funds 617

Total M2 $12,288




CREDIT CARDS VERSUS MONEY

Money 1s an asset.

The use of a credit card 1s merely a convenient
way to arrange for a loan.

Credit card balances are a liability.

Thus, credit card purchases are not money.




THE BUSINESS OF BANKING

The banking industry includes:
commercial banks,
savings and loans, and,

credit unions.

Banks are profit-seeking institutions:

Banks accept deposits and use part of them to extend
loans and make investments. Income from these
activities is their major source of revenue.

Banks play a central role in the capital market

(the loanable funds market):
They help bring together people who want to save for

the future with those who want to borrow for current
Investment.




THE FUNCTIONS OF COMMERCIAL
BANKING INSTITUTIONS

Banks provide services and pay interest to
attract checking, savings, and time deposits
(liabilities).

Most of these deposits are invested and loaned
out, providing interest income for the bank.

Banks hold a portion of their assets as reserves
(either as cash or deposits with the Fed) to meet
their daily obligations toward their depositors.
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FRACTIONAL RESERVE BANKING

The U.S. banking system 1s a fractional reserve
system.

Banks are required to maintain only a fraction of
their assets as reserves against their customers’
deposits (required reseruves).

Vault cash and deposits held with the Federal
Reserve count as reserves.

Under a fractional reserve system, an increase
1n deposits will provide the bank with excess
reserves and place it 1n a position to extend
additional loans, and thereby expand the money

supply.




How BANKS CREATE MONEY BY
EXTENDING LOANS

The lower the percentage of the reserve
requirement, the greater the potential expansion
in the money supply resulting from the creation
of new reserves.

The fractional reserve requirement places a
celling on potential money creation from new
reserves.




THE FEDERAL RESERVE

The Federal Reserve (the Fed) 1s the central bank
for the United States.

The Federal Reserve is responsible for the
creation of a stable monetary climate for the
entire U.S. economy.

It controls the money supply and 1s responsible
for the conduct of U.S. monetary policy.




THE FEDERAL RESERVE SYSTEM

The Board of Governors is
at the center of Federal
Reserve operations.

The board sets all rates and
regulations for the banks.

The seven members of the
Board of Governors also
serve on the Federal Open

Market Committee (FOMO).

The FOMC 1s a 12-member
board that establishes Fed
policy regarding the buying
and selling of government
securities.

Federal Reserve
Board of Governors

7 members appointed
by the president, with
consent of U.S. Senate

Open Market
Committee
Board of Governors & 12 ll):gct.{rel; ‘t” Bizenslfsr ve
5 Federal Reserve Bank (25 branches)

Presidents (alternating
terms, New York Bank
always represented).




FOUR TooLS FED USES TO CONTROL
MONEY SUPPLY

The Fed has four major tools it can use to control
the money supply:

Reserve requirements: setting the fraction of
assets banks must hold as reserves (vault cash or
deposits with the Fed), against their checking
deposits

Open market operations: buying and selling of
U.S. government securities (and other assets) in the
open market

Extension of Loans: control of loan volume to
banks and other financial institutions

Interest paid on bank reserves: setting the
interest rate paid banks on reserves held at the fed




CONTROLLING THE MONEY SUPPLY:
SETTING RESERVE REQUIREMENTS

Reserve requirements: The fraction banks must
hold as reserves (vault cash and deposits with the
Fed) against their checking deposits.
When the Fed lowers the amount banks are required
to hold in reserve, it creates additional excess

reserves, encouraging banks to extend additional
loans, and expanding the money supply.

Raising the reserve requirement has the opposite
effect and will decrease the money supply.




CONTROLLING THE MONEY SUPPLY:
OPEN MARKET OPERATIONS

Open Market Operations: the buying and
selling of U.S. Treasury bonds and other financial
assets by the Fed

This 1s the primary tool used by the Federal Reserve
to control the money supply.

Note: The U.S. Treasury bonds held by the Fed are
part of the national debt.




CONTROLLING THE MONEY SUPPLY:
OPEN MARKET OPERATIONS CONTINUED...

When the Fed buys bonds the money supply
expands, as:
bond sellers acquire money (check from the fed) and

bank reserves increase, placing banks in a position to

expand the money supply through the extension of
additional loans.

When the Fed sells bonds the money supply
contracts because:
bond buyers exchange money for bonds and

bank reserves decline, causing them to extend
fewer loans.




CONTROLLING THE MONEY SUPPLY:
EXTENSION OF LOANS BY THE FED

Historically, member banks have borrowed from
the Fed, primarily to meet temporary shortages
of reserves.

When the Fed increases the interest rate on
these loans borrowing from the Fed is reduced
which will exert a restrictive impact on the
money supply.

Conversely, a lower interest rate will make it
cheaper for banks to borrow from the Fed and
exert an expansionary impact on the supply of
money.
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LONGER-TERM LOANS EXTENDED BY THE
FED

Prior to 2008, the Fed extended only short-term

loans, and they were extended only to member
banks.

In 2008, the Fed established several new
procedures for the extension of credit and began
extending longer-term loans, including some to
non-banking institutions.

These new types of loans 1nject additional
reserves 1nto the banking system and thereby
exert an expansionary impact on the money

supply.




CONTROLLING THE MONEY SUPPLY:
INTEREST RATE FED PAYS ON RESERVES

The Fed began paying banks interest on their
reserves 1n October 2008. This interest rate was
0.25%, but 1increased to 0.5% 1n December 2015.

The payment of interest on reserves provides the
Fed with another tool 1t can use to control the
money supply.
If the Fed wants banks to extend more loans,
expanding the money supply, it will set the interest

rate 1t pays on excess reserves very low, possibly even
Z€ero.

If the Fed wants to reduce the money supply, 1t will p
increase the interest rate paid banks on excess | A
reserves.



SUMMARY OF MONETARY TOOLS OF THE

FED

Federal Reserve Policy Expansionary Monetary Policy

Reserve Reduce reserve requirements

Requirements because this will create additional
excess reserves and induce banks to
extend more loans, which will
expand the money supply.

Open Market Purchase additional U.S. Securities

Operations and other assets, which will increase
the money supply and also expand
the reserves available to banks.

Extension of Loans Extend more loans because this will
increase bank reserves, encouraging
banks to make more loans and
expand the money supply.

Interest Paid on Reduce the interest paid on excess

Excess Bank Reserves reserves because this will induce
banks to hold less reserves and
extend more loans, which will
expand the money supply.

Restrictive Monetary Policy

Raise reserve requirements because
this will reduce the excess reserves
of banks and induce them to make
fewer loans, which will contract the
money supply.

Sell U.S. securities and other assets,
which will decrease the money
supply and also contract the reserves
available to banks.

Extend fewer loans because this will
decrease bank reserves, discourage
bank loans, and reduce the money

supply.

Increase interest paid on excess

reserves because this will induce
banks to hold more reserves and
extend fewer loans, which will
contract the money supply.




THE MONETARY BASE

The monetary base 1s equal to the currency in
circulation plus the reserves of commercial banks
(vault cash and reserves held at the Fed).

The monetary base 1s important because 1t
provides the foundation for the money supply.

The currency in circulation contributes directly to
the money supply, while the bank reserves
provide the underpinnings for checking deposits.

The Fed’s policies during 2008-2015 expanded
the monetary base from $828 billion 1n the

second quarter of 2008 to $4 trillion in November
2015.




FED PoOLICY: M1 AND THE MONETARY
BASE
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Prior to mid-year 2008, the monetary base and M1 expanded
together.

However, since the second half of 2008, the Fed has injected a
massive amount of reserves into the banking system and both the
monetary base and excess reserves have soared.




WHY DIDN'T THE BANKS USE THE EXCESS
RESERVES TO EXTEND LLOANS?

Because of the recession and sluggish growth, the
demand for loans was weak.

The Fed pushed the interest rate on Treasury
bills and other short-term loans to near zero.

There was considerable uncertainty about the
future and therefore banks were reluctant to
make long-term commitments.




How DOES MONETARY POLICY
INFLUENCE THE ECONOMY?

A shift to an expansionary monetary policy 1s
shown.

The Fed buys bonds (expanding the $ supply) which
Increases bank reserves leading to lower interest rates
which spurs increased investment and consumption.

So, an unanticipated shift to a more expansionary
monetary policy will stimulate total demand and,
thereby, increase both output and employment.

This

Increases inlt?ee:gs ¢ Increases in Increase in
monr;'y > gtes | = |investment & — | aggregate
a; 'éplfat; . fall consumption demand

reserves




How DOES MONETARY POLICY
INFLUENCE THE ECONOMY? CONTINUED...

Restrictive monetary policy has the opposite effect.

The Fed sells bonds (contracting the $ supply) which
decreases bank reserves leading to higher interest
rates which results in decreased investment and
consumption.

So, an unanticipated shift to a more restrictive
monetary policy will reduce total demand and, thereby,
decrease both output and employment.

This

LI inﬁ::g;t Decreases in Decrease in
’noniy — rates —>» | investment & | = | aggregate
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MONEY AND INFLATION

The 1impact of monetary policy differs between
the short-run and the long-run.

In the short run, shifts in monetary policy will affect
real output and employment. A shift toward
monetary expansion will temporarily increase output,
while a shift toward monetary restriction will reduce
output.

But in the long-run, monetary expansion will only
lead to inflation.




MONEY AND INFLATION: AN
INTERNATIONAL COMPARISON, 1990-2010

The relationship
between the avg.
annual growth rate of
the money supply and
the rate of inflation is
shown here for the
1990-2010 period.

The relationship
between the two is
clear: higher rates of
money growth lead to
higher rates of
inflation.

Note: Money supply
data are the actual
growth rate of the
money supply minus
the growth rate of real
GDP.
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MONETARY POLICY AS A STABILIZATION
TOOL

While the Fed can institute policy changes
rapidly, there will be a time lag before the change
exerts much 1impact on output and prices.

This time lag 1s estimated to be 6 to 18 months in the
case of output.

Moreover, if shifts in monetary policy are
1mproperly timed, they will become a source of
instability.




KEY TO PROSPERITY: PRICE STABILITY

Monetary policy that follows a steady course and
provides price stability and keeps the inflation
rate low 1s the key to sound stabilization policy.

Price stability will facilitate the smooth operation
of the pricing system and the realization of the
gains from trade.




