Fiscal and monetary policy

If you need to understand all of the connections between the parameters used throughout the text you are suggested to look in the “business aid” archive, in the macro-economics section you can read about “A general model for macroeconomic fluctuations”by following the link termed this way.
Fiscal policy

How is government spending(and investment) financed

Fiscal policy is a short term for a multitude of choices about public spending – how much to spend and on what? – and about financing that spending – who pays and when? Also, shortly, how we choose and pay for our public goods and services.
When tax collections fall short of government spending the Treasury must turn to borrowing or deficit financing as it’s usually called when done by the federal government. But whether the borrower is a consumer, a corporation, or the government , the process is the same – issuance of a prommisory note (or security) in exchange for the borrowed funds. By selling bonds the government runs a cash flow deficit. The cumulative total of these treasury bonds currently outstanding, newly issued or pro existing is called the national or public debt.
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Continued Monetary Expansion
in a Fully Employed Economy





The ProductionPossibiliyFrontier made it apparent that In a fully employed, zero growth economy more public output can be provided only at the cost of less private output in the long-run, ie 
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. But PPF didn’t tell us how the cost of more government spending would be distributed across private consumption, investment, and net exports. This is an important issue because it determines whether the increased public spending is paid out of consumption now or consumption later. It will show up later as reduced future consumption because of either a lower rate of growth (remember that –Δi means a reduced rate of capital formation) or repayment of external borrowing. (For simplicity  it’s assumed that x<0 that we are net borrowers from abroad. The conclusion would be the same even if we had a trade surplus rather than a trade deficit).
The AD/AS model can show us the cost of this increased public spending(+Δg) is divided between reduced current consumption(-Δc) and reduced future consumption(- Δi orΔx now). Roughly speaking the difference depends on whether the transfer is accomplished through taxes or through crowding out. Suppose we raise public spending(+Δg) but instead of raising current taxes we finance it by either deficit(+Δg=+ Δb) or by printing money  (+Δg=+ ΔM). As shown in the figure above, either way the transfer from private to public use occurs through the process termed crowding out. This is a sequence of events in which the increased public spending causes the real interest to rise (a little in the short run, more in the long run) and thereby chokes off private investment spending (-Δi) and net exports(-Δx) to free the needed resources to produce  the desired increase in government output(+Δg). This is shown in the movement from A to F=G. As described, crowding out, necessarily forces a decline in the rate of economic growth.
But if increased public spending is instead financed by an increase in current taxes(+Δg=+ Δt) the resulting drop in current consumption(
[image: image3.wmf]Δc

Δt

0

-

Þ

+

) keeps IS from shifting out as far and thereby reduces the resulting rise in the interest rate and, hence the extend of crowding out. When real output returns to its long run level, the increase in public spending will have been paid primarily by reduced current consumption rather than by crowding out. The part of the cost of increased public goods yet to be paid from future consumption is therefore smaller with tax financing than with deficit or money financing
Government deficits and current economic activity
What impact does the current government deficit have on the macroeconomy? To answer this very important question requires us to answer four smaller questions

· How large is the current deficit? A meaningful cash-flow deficit measure requires us exclude intra-governmental holdings of debt, deduct state and local government surpluses, subtract the loss of real indebtedness due to current inflation, and, where feasible include the liabilities from current government promises(entitlements) to make future payments.

· What is the change in the current deficit? To determine whether the impact of current fiscal policy on aggregate demand is expansionary, contactionary, or neutral, we need to know the change in the government deficit from last year’s level.

· What part of the deficit is “cyclical” and what part is “structural” ? b=bcyc+bbstr. Cyclical changes in the deficit, by definition, reflect only the ups and downs of the tax base and do not stem from changes that shift the IS and AD curves. When we eliminate these purely cyclical changes what remains is the so-called structural changes that represent changes in government spending(-Δg0) or changes in tax rates(-Δt0 –Δt1). Our expanded AD/AS model tells us that an increasing structural deficit expands aggregate demand, a constant structural deficit is neutral, and a diminishing structural deficit is contractionary

· How prevalent is “tax discounting” behavior? One final qualification must be considered. To the extent that consumers are forward looking and treat the postponed taxes represented by deficits as equivalent to current taxes, the impact changing structural deficits on aggregate demand will be diminished. For example, when confronted by a tax “cut” unaccompanied by a cut in government spending, a tax discounter might reason that “This so-called tax cut just delays the inevitable. It certainly doesn’t make me any wealthier in any meaningful sense. What it gives me now it takes me later, plus interest. Therefore if I increase my consumption now I’ll just have to reduce It later.Instead I’ll just hold my consumption steady and use this so-called tax cut to buy government bonds which will exactly pay for the higher future taxes…Do we live in a world of rational, forward looking tax discounters or one short sighted, go-for-it-now consumers?
Is borrowing advisable?

Individuals and firms borrow for the same reason government chooses to monetized deficits: to smooth a growing or fluctuating income stream(consumption smoothing) or to invest in income generating activities(self financing). Future liabilities from the loan are matched , more or less, by higher future income. If expectations are fulfilled, future consumption levels will not decline below today’s as the loan is repaid. Borrowing beyond these categories is known to be “consumption draining” because we need to reduce consumption at the day of reckoning. Thus such borrowing is irresponsible and cannot be used persistenly. 
A magnitude to stand for sustainability is the government capital account deficit: bk=b-gi. If the cashflow deficit is larger than public investment, then the resulting capital account deficit  (bK>0) means we have exceeded the limits of self-financing and are borrowing at a rate that will ultimately prove consumption draining. To be sustainable, the capital account budget must be balanced or in surplus
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.This formula has its drawbacks most of which caused by difficulty to estimate. Other measures that signal problems in sustainability are: ratio of interest payments to income(gint/y), ratio of cashflow deficit (new borrowing) to income(b/y), ratio of national debt(total borrowing) to income(nd/y)
However in some cases borrowing is beneficial: By not cutting spending or raising tax rates in a downturn, we are actually postponing taxes until the recession has ended and our incomes have returned to normal levels.
Also by analyzing the alternative (balanced budget), we can appreciate better the leverage brought by borrowing and why most businesses choose that path despite its simplicity and safety.
Imposing a net cost on the present to pay for future benefits, as happens when we prepay for public investment.(gi) out of current taxes 
A resulting bias away from public investment spending that comes when impatient tax-payers  look for current benefits(gc) to match their current taxes
The loss of fiscal policy as a potentially effective tool in stabilization policy

The destabilizing  impact when a cyclical decline(a –Δy, which causes +Δbcyc) forces structural   changes in fiscal policy (-Δg0 or +Δt0, which causes -Δbstr) in an inevitably contractionary attempt to maintain balance in the overall cash flow budget (
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) during a recession
Monetary policy

Put more carefully, for an object to accomplish  all the things we expect of money it must function not only as a medium of exchange but also as a store of value and a unit of account 
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Today’s unbacked money is more efficient(+Δinst) and its value comes from the dedication of the government to keep it limited in supply
How does government alters the money supply

There are three ways in which Federal reserve can change the reserves of commercial banks and thereby alter the money supply- changing the reserve requirement itself, changing the discount rate and engaging in market operations.
· A bank can create new demand deposits through loans only if it currently has excess reserves sufficient to support the new loans. By lowering reserve requirements, from the usual 10%, the fed creates excess reserves that banks can put to work by extending credit, hence increasing demand deposits and expanding the money supply

· Another way the federal reserve can influence the quantity of demand deposits –changes in discount rate – is used often. A bank that falls temporarily below its required reserves can borrow needed resources from the Fed and the charge for this short term loan is called the discount rate

· The key monetary tool of the Federal Reserve is open market operations. The Fed holds substantial  inventory of US Treasury securities (government bonds) for the specific purpose of making sales or purchases of these bonds to alter the reserve of the banking system. Suppose it wants to encourage monetary expansion by increasing bank reserves. It will proceed to buy additional government bonds, placing an order through a broker who looks for a willing seller at the quoted price. In buying on the ‘open market’,  the Fed doesn’t know who the seller is and doesn’t care. There is a net increase in the reserves of the banking system as the former holder of the bond deposits the check.If the Fed plans a contractionary policy then it sells some of its stock of government bonds on the open market in return for payment by check. However that stock is not deposited in the banking system and the Fed essentially destroys the funds
Monetary policy and the interest rates

In a fully employed, zero-growth (ie fixed AS*) economy, as shown in the first graph, a change in the money supply will have no lasting impact on real output, employment, or the real rate of interest. Its impact will be felt entirely in higher prices.
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Because R=r+Πe, continued monetary expansion at full employment will eventually result in higher expected inflation (+ΔΠe) and higher nominal (or market) interest rates(+ΔR)
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Monetary Expansion (A—B) versus Market
Clearing (A—C) in an Economy Initially
Below Full Employment




In an economy initially below full employment, monetary expansion may or may not speed the return to full employment. It depends on timing. If the impact of the monetary expansion (shifting from AD to AD’ and moving from points A to B in the second graph) is faster than market clearing ( a falling price level and a movement from points A to C), then an activist monetary will be successful . 
Expansionary monetary policy when the economy is initially in a recession can mean a lasting drop in both real and nominal interest rates. But note that even without a change in the money supply –relying entirely on market clearing – the real rate of interest  will drop to the same level r1.So the important conclusion remains: monetary policy  cannot have a lasting impact on the real rate of interest, although in an economy below full employment it may-depending on the speed of monetary policy compared to market clearing-hasten the decline

Monies and Velocities
Savings and other time deposits are, in practice, often payable on demand and can usually be transferred to a checking account. Such balances are popular because they yield a higher return than checking accounts. And even though they are not as liquid as cash in our decision making. These are included in M2 concept of money, which begins with currency and demand deposits(M1), then adds saving deposits, “small” time deposits(under $100000), money market funds, and some other relatively liquid deposits. The still more inclusive M3 starts with M2 but adds large time deposits, holdings of money market mutual funds and other assets
Money velocities (Y=V/M) behave in an erratic way for each one of the categories. The result is that they cannot be used to explain the steady year-to-year relationship with nominal income.
_1421411268.unknown

_1421418147.unknown

_1421420210.unknown

_1421409181.unknown

