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Macroeconomic Policy Overview

FISCAL POLICY

Fiscal Policy uses government expenditures and taxes to stimulate the level of economic activity, as typically measured by gross domestic product (GDP).  Fiscal policy advocates (Keynesians) postulate that GDP responds to changes in the aggregate demand for goods and services.  Aggregate demand includes consumption, investment, government and net export demand (exports minus imports).  The government can influence aggregate demand by manipulating government expenditures and taxes.  Government expenditures directly influence government demand; tax policy influences both consumption and investment demand.

Fiscal policy proponents recommend counter-cyclical fiscal policy to minimize macroeconomics fluctuations during business cycles.  In essence, counter-cyclical fiscal policy offsets fluctuations in aggregate demand with changes in the federal budget deficit.  The federal budget deficit is defined as net tax revenues minus government expenditures.  During the business cycle's contractionary phase, the federal government stimulates aggregate demand and the economy by increasing government expenditures or reducing taxes.  This helps counterbalance the business cycle's contractionary phase, but increases the federal budget deficit (or reduces the surplus).  Conversely, contractionary fiscal policy reduces government expenditures or increases taxes.  This reduces the federal budget deficit (or increases the budget surplus) and helps counterbalance an overheated economy during the business cycle's expansionary phase.

In the context of fiscal policy, government expenditures include the goods and services purchased by the federal government.  National defense, highway construction and maintenance, education and federal research and development projects are all examples of government expenditures.  Government expenditures may vary from year to year, but they are not typically sensitive to changes in GDP during the year.  On the other hand, taxes include both programs to generate federal revenues (e.g., income taxes, corporate profits taxes and social security taxes) and social programs that transfer income across individuals (e.g., Aid to Families with Dependent Children (AFDC), social security benefits).  Net taxes are defined as tax revenues minus transfer payments.  Net taxes fluctuate with GDP.

Fiscal policy provides an alternative to monetary policy and supply side economics.  Monetary policy is also a demand side policy.  It influences aggregate demand indirectly by changing the money supply.  Increasing the money supply directly increases consumption demand and decreases interest rates.  Lower interest rates stimulate investment and consumption demand.  (See Monetary Policy below.)  Supply side economics hypothesizes that economic expansion must be supported by growth in productive capacity or it will increase prices rather than GDP.  Supply side economics proposes reducing marginal tax rates to increase the labor supply and capital investment.  Presumably, this increases economic capacity to accommodate growth while reducing prices.  (See Supply Side Economics below.)

Classical Economics and Fiscal Policy

Classical economics, the prevailing economic theory prior to the Great Depression, hypothesizes that market economies are inherently stable.  In particular, actual GDP automatically adjusts to the economy's productive capacity, called potential GDP 9E.g., the AS curve is vertical).  Economic capacity is determined by the quantity and quality of resources available (e.g., labor, capital and natural resources).  If resource prices are flexible, they will adjust until resources are fully employed and the economy is operating at economic capacity.  If resources are under-employed, their prices will fall.  Production becomes more profitable as resource prices fall, encouraging firms to expand output.  GDP expands until under-employment is eliminated.  Conversely, prices will increase for over-employed resources, reducing profits, decreasing production and eliminating over-employment.

With sufficient resource price flexibility, the economy will adjust to full employment relatively quickly.  In this case, counter-cyclical fiscal policy is unnecessary in the short run and counterproductive in the long run.  If resource price flexibility stabilizes the economy relatively quickly, fiscal policy is unnecessary in the short run.  Furthermore, the economy cannot accommodate the increased aggregate demand after returning to full employment, assuming potential GDP is unaffected by expansionary fiscal policy.  Thus, expansionary fiscal policy increases prices in the long run, rather than GDP.  As a result, Classical economists believe that the Federal Government should maintain a balanced budget; flexible resource prices stabilize the economy at full employment.

Keynesian Economics and Fiscal Policy

John Maynard Keynes formalized a theory linking fiscal policy and economic performance in his 1936 book General Theory of Employment, Interest, and Money.  He believed that Classical economic theory was inconsistent with the Great Depression that the U.S. and world economies experienced in the 1930s.  Even though the U.S. unemployment rate reached 25% in 1933, flexible resource prices failed to restore full employment.

Keynes offered two explanations for the Great Depression:  sticky prices and pessimistic expectations.  Keynes hypothesized that resource and product prices are sticky rather than flexible, particularly with respect to price decreases (i.e., a horizontal AS curve, at least in the short run).  Sticky prices are slow to decrease as unemployment increases.  Furthermore, if producers and consumers have pessimistic expectations, price decreases might not stimulate increased production.  Lower resource prices will only increase output if producers expect to sell the extra output.  If consumers are pessimistic about future economic conditions, they will not consume more as prices fall; accordingly, business will not increase output.  Thus, falling prices might not stimulate business investment and production.

Keynes believed that prices were sticky and expectations pessimistic during the Great Depression.  Under these conditions, the economy can experience prolonged high unemployment rates.  Keynes advocated counter-cyclical fiscal policy to supplement private spending and stabilize the economy.  He felt that the potentially prolonged unemployment during an economic contraction imposes unacceptable social and personal costs.  He supported counter-cyclical fiscal policy to minimize these short run costs.

Keynes was among the first to advocate that federal budget deficits are appropriate in the short run when the economy is operating below full employment.  This sentiment was embodied in the Employment Act of 1946, which stipulated that the Federal Government had a responsibility to promote full employment.  The appropriate government stabilization role has been a continuing matter of debate ever since.  Proponents tried to better define this role in the Full Employment and Balanced Growth (Humphery-Hawkins) Act of 1978.  Among other things, this act defined 4% unemployment as the full employment target for stabilization policy purposes.  (For policy purposes, full employment means eliminating the unemployment associated with business cycle contractions, but not the "natural unemployment" associated with a dynamic economy.  Natural unemployment involves people voluntarily seeking better jobs and people transitioning out of declining industries.  Currently, 5-6.5% unemployment is considered full employment.)

It should be emphasized that the major difference between the Classical and Keynesian economists concerns the short run.  Keynes appreciated the power of competitive markets to efficiently allocate society's scarce resources.  He felt the competitive market should be unencumbered by government intervention in the  long run, after reaching full employment.  He agreed with the Classical position that expansionary fiscal policies are inflationary when the economy is at full employment.  He certainly did not advocate a welfare state, as is frequently attributed to Keynesian economists.  The problem he addressed was potential short run instability.  Counter-cyclical fiscal policy has its greatest impact in the short run, before prices have adjusted to their full employment levels.  Keynes felt that prolonged short run unemployment imposed a greater social cost than long run inflation.  As Keynes stated, "In the long run, we are all dead."

Discretionary Fiscal Policy and Automatic Stabilizers

Counter-cyclical fiscal policy can be implemented both passively through automatic stabilizers and actively through discretionary fiscal policy.  Automatic stabilizers are non-discretionary adjustments in fiscal policy, primarily net tax revenues, that occur automatically as GDP changes (i.e., induced taxes).  Discretionary fiscal policy influences GDP by intentionally changing government expenditure programs and/or tax rates.  

Most taxes and many transfer payments depend on income, or GDP.  As GDP falls, tax receipts decrease and transfer payments increase.  Both responses automatically reduce net tax revenues which stimulates GDP.  As GDP grows, tax receipts increase and transfer payments decrease, automatically increasing net tax revenues and retarding further GDP growth.  The stronger the relationship between income and both tax receipts and transfer payments, the stronger the stabilization effect.  For example, a progressive income tax scheme would have stronger stabilization effects than a proportional income tax scheme.  With proportional income taxes, tax liabilities are a constant percentage of income, for all income levels.  As income increases, tax payments increase at a constant rate.  With progressive income taxes, the marginal tax rate increases with income.  Thus, the tax liability increases with income at an increasing rate.  Tax liabilities grow faster than income, providing a stronger stabilization effect.

Discretionary fiscal policy can stimulate the economy by increasing government expenditure programs and/or reducing tax rates (expansionary fiscal policy); discretionary fiscal policy can retard GDP by decreasing government expenditure programs and/or raising tax rates (contractionary fiscal policy).  As the economy falls into a recession, the government can manipulate federal expenditure programs and tax rates to actively increase the budget deficit.  Conversely, as the economy expands, the government can consciously manipulate federal expenditure programs and tax rates to actively decrease the budget deficit.  Thus, discretionary counter-cyclical fiscal policy can also reduce economic fluctuations during the business cycle.

Both discretionary fiscal policy and automatic stabilizers affect the federal budget deficit.  Thus, it is hard to distinguish between these two policy tools by simply observing changes in the federal budget deficit.  For example, both expansionary fiscal policy and declining GDP will increase the budget deficit.  Distinguishing between these policies requires measuring the federal budget deficit at a constant GDP level.  If the federal budget deficit would change even if GDP remained constant, the government has conducted discretionary fiscal policy.  The resulting budget deficit is called an active deficit because it involves an intentional change in government expenditures and/or tax revenues.  If the budget deficit changes only if GDP changes, the government has not conducted discretionary fiscal policy.  Any change in the actual budget deficit results from the automatic stabilizers.  This is called a passive deficit.

Policy Implementation Lags and Sticky Prices

The major differences between Keynesian and Classical economists concern the degree to which prices are sticky and the time period before fiscal policy affects GDP.  Classical economists believe that prices adjust quickly compared to the lags in implementing discretionary stabilization policy.  Thus, as described above, fiscal policy is ineffectual in the short run and counterproductive in the long run.  Conversely, Keynesians believe that stabilization policies can be implemented more quickly than prices can adjust.  Thus, there is justification for short run federal stabilization policies.  Understanding this debate requires understanding policy implementation lags and sticky prices.

Discretionary fiscal policy requires conscious actions by policy makers.  Policy makers must identify whether the economy is expanding or contracting, agree on the appropriate counter-cyclical fiscal policy, and implement the policy.  Lags are an implicit part of this process.  There are lags in identifying changes in economic conditions, lags in determining and implementing the policy response and lags before the policy affects economic conditions (referred to as recognition lags, administrative lags and impact lags, respectively).  As a result, two or three years may elapse before fiscal policy affects unemployment, price levels and GDP.

Automatic stabilizers have a more immediate impact because they don't require conscious actions.  Automatic stabilizers are inherent in the federal tax and transfer payment system.  They work automatically because many taxes and transfer payments are tied to income (GDP).  With automatic stabilizers, there are no recognition or administrative lags, only impact lags.  The effect is more immediate, but not instantaneous.  If prices adjust quickly, the economy will return to full employment before automatic stabilizers have an impact.

Much recent work by Keynesian economists has focused on explaining why prices are sticky.  There are several possible explanations, including:  long term labor contracts, menu costs and efficiency wages.  If nominal wage rates are established in long term labor contracts, wage rates cannot adjust until the contracts expire.  Long term labor contracts are one of the earliest explanations for sticky wages.  Unfortunately, this explanation has been criticized for several reasons.  For example, if long term nominal wage contracts are inefficient, why do employers and employees use them?  Optimal contract theory suggests that other labor contracts provide mutual gains.  Furthermore, sticky prices due to long term nominal wage contracts would imply a counter-cyclical relationship between economic activity and real wages.  Empirical data indicates the relationship may actually be a bit pro-cyclical.  These and other shortcomings led economists to find new explanations for sticky wages.

"Menu costs" are one alternative explanation.  Menu costs are the costs involved with changing prices.  These costs include the firm's internal costs of determining the new prices, the cost of implementing the price change  (i.e., printing new menus or price lists, distributing new catalogs, etc.) and potential customer annoyance.  Imperfect competition and menu costs can generate sticky prices that correspond to the empirical data.

Another alternative involves "efficiency wages."  The efficiency wage hypothesis recognizes that higher wages may increase productivity by reducing turnover, improving the average quality of the firm's work force and reducing the employees' predilection to shirking (to avoid being laid off from their relatively high paying job).  If higher wages increase productivity, and lower wages reduce productivity, firms may not reduce wages during an economic downturn.

Classical and Keynesian economists have different views regarding the length of the price adjustment process and counter-cyclical fiscal policy implementation lags.  Unfortunately, empirical data concerning these lags is generally ambiguous and open to interpretation.  It is impossible to conduct controlled scientific experiments to settle the issue.  Thus, the debate is likely to continue into the foreseeable future.
Fiscal Versus Monetary Policy

Keynes and the early Keynesian economists believed that counter-cyclical fiscal policy was more effective than monetary policy for stabilizing the economy.  This belief considers the mechanisms through which monetary policy affects macroeconomics performance and experience during the Great Depression.  Specifically, an increase in the money supply stimulates the economy both directly and indirectly.  (See Monetary Policy.)  As the money supply increases, and supply exceeds demand, individuals will reduce their money holdings by increasing both consumption and savings.  Increases in consumption increase aggregate demand.  Increases in savings reduce interest rates.  As interest rates fall, investment demand increases and consumption demand increases further (as savings rates fall).  Thus, expansionary monetary policy stimulates GDP in the short run through a direct increase in consumption demand and indirectly through a decrease in interest rates.  As with expansionary fiscal policy, expansionary monetary policy is inflationary in the long run, after prices adjust to restore full employment.

Keynesians felt that pessimistic expectations during a recession would negate the short run effects of expansionary monetary policy.  In particular, as the money supply increases, pessimistic individuals won't use the excess money supply to increase consumption.  Thus, there is no direct effect on GDP.  Furthermore, investment and consumption demand will not increase as interest rates fall.  Pessimistic individuals won't increase consumption as interest rates fall and pessimistic firms will not invest.  Thus, there is no indirect effect on GDP.  Pessimism renders monetary policy ineffective in the Keynesian model.  Keynes referred to this situation as a "liquidity trap."  Therefore, early Keynesians relied on counter-cyclical fiscal policy to stabilize GDP.

Most modern Keynesian economists recognize that monetary policy has a short run impact on GDP (Keynes’ liquidity trap is no longer relevant).  Furthermore, the policy implementation lags are significantly shorter for monetary policy than they are for discretionary fiscal policy.  Discretionary fiscal policy requires congressional approval; monetary policy can be implemented autonomously by the Federal Reserve.  Thus, Keynesians increasingly support automatic fiscal stabilizers and monetary policy; discretionary fiscal policy plays a smaller role.

Fiscal Policy Versus Supply Side Economics

Both traditional fiscal policy and Supply Side economists suggest tax cuts to stimulate GDP.  Fiscal policy emphasizes the short run effects of tax cuts on aggregate demand.  Supply side economics emphasizes the long run effects of tax cuts on economic capacity.  In the supply side model, economic capacity is largely determined by the quantity of available resources.  Reducing marginal tax rates can increase the supply of resources and expand productive capacity (e.g., by reducing taxes on personal income, corporate profits, capital gains, savings and capital investment).  (See Supply Side Economics.)

This introduces an apparent contradiction:  the same policies are recommended to support two different goals.  In actuality, both viewpoints may be correct.  Fiscal policy focuses on fiscal policy's short run effects.  In the short run, lower taxes can increase household consumption and business investment.  This increases GDP.  Supply side economics doesn't address short run economic fluctuations.  It takes time to translate changes in marginal tax rates into increases in productive capacity.  Supply side economics focuses on the long run impacts of tax rate changes.  

Indirect Effects

Traditional fiscal policy, as envisioned by Keynesian economists, focuses on fiscal policy's direct short run effects.  However, fiscal policy also has many indirect short and long run impacts.  Many of these indirect impacts reduce fiscal policy's effectiveness and have been used to argue against fiscal policy as a stabilization tool.  Indirect effects involve the impacts on interest rates, prices and the government budget deficit.  Each will be discussed in turn.

Expansionary fiscal policy increases interest rates because the federal government must borrow to finance the increased deficit.  (The Federal Government can't print money to finance a deficit.  Only the independent Federal Reserve can print money.  The Federal Government can only raise revenues through taxes or borrowing.)  As the interest rate increases, private investment decreases.  This is called "crowding out."  Crowding out has both short and long run effects.  In the short run, it decreases private investment demand, a component of aggregate demand.  This lowers GDP.  In the Classical model, where prices and interest rates instantaneously adjust to their full employment levels, every dollar of the federal budget deficit crowds out a dollar of private investment; debt financed expansionary fiscal policy is ineffective.  In the Keynesian model, with sticky prices and interest rates, crowding out is limited.  In the long run, decreases in private investment can reduce GDP growth rates.  If private investment contributes more than government expenditures to future human resource and capital stocks, current federal deficits reduce future potential GDP.

An increase in the federal budget deficit can also reduce current consumption.  The New Classical economists ascribe to the "rational expectations" doctrine.  This doctrine maintains that decision makers consider all available information about current and future economic policies.  Applied to fiscal policy, this doctrine implies that consumers realize that current budget deficits must be paid back with higher future taxes.  In other words, if expansionary fiscal policy increases the federal budget deficit, rational consumers will expect offsetting future tax increases.  To cover these future tax increases, they will reduce current consumption and increase savings.  According to this reasoning, expansionary fiscal policy is met by an equal decrease in consumption demand, leaving aggregate demand and GDP unaffected in the short run.  Keynesians argue that expansionary fiscal policy has at least some stimulative effect because savings don't increase by the full increase in the budget deficit.  Consumers will spend some of the increased government expenditures or tax savings.

Expansionary fiscal policy also affects inflation, in both the short and long run.  The traditional Keynesian model maintained that fiscal policy could stimulate GDP in the short run without increasing the price level, as long as unemployed resources were available.  At full employment, expansionary fiscal policy would increase prices rather than GDP.  Drawing on the "Phillips Curve," which shows the relationship between unemployment and wage rates, economists currently believe that fiscal policy will have a short run inflationary impact even when the economy is below full employment.  (See Monetary Policy below)  In the long run, resource prices adjust to their full employment levels and the economy returns to potential GDP.  Any attempt to sustain output above this level will translate into inflation.  Over time, the inflation rate will accelerate as individuals anticipate continued inflation and take precautionary measures (e.g., building expected inflation into future wage and price agreements and interest rates).  This creates an accelerating inflation spiral (called the "acceleration principal").  

Inflation has an indirect effect on U.S. international competitiveness.  As U.S. prices increase, U.S. products become more expensive relative to foreign products.  This reduces the demand for U.S. exports and increases U.S. imports.  Net export demand is one component of aggregate demand, so this contracts GDP and partially offsets the expansionary fiscal policy.  The degree to which this offsets expansionary fiscal policy depends on the sensitivity of U.S. exports and imports to relative international prices.

Fiscal Policy and the Balanced Budget Amendment

A constitutional amendment requiring the Federal Government to maintain a balanced budget would affect the government's ability to conduct counter-cyclical fiscal policy.  The precise implications depend on the structure of the balanced budget amendment.  If the amendment required a balanced budget over the business cycle, the government could still use both counter-cyclical discretionary fiscal policy and automatic stabilizers.  If the amendment required a balanced government budget when the economy operates at full employment, automatic stabilizers could still operate but discretionary fiscal policy would require changing both taxes and government expenditures equally.  Counter-cyclical "balanced budget policy" does have a small effect because government expenditures have a stronger impact on GDP than equal tax changes.  (Many balanced budget policy proposals prohibit counter-cyclical balanced budget policy by placing a cap on either government expenditures or tax revenues.)  Finally, requiring the government to balance their annual budget would virtually preclude both counter-cyclical discretionary fiscal policy and automatic stabilizers.  Fiscal policy would become pro-cyclical; discretionary fiscal policy would be required to offset the effects of the automatic stabilizers.  As the economy contracted and automatic stabilizers increased the federal deficit, the government would have to increase taxes or reduce federal expenditures (contractionary fiscal policy).  As the economy expanded, the government would have to adopt an expansionary fiscal policy.

Positions in the balanced budget amendment debate reflect, in part, the participants' views concerning fiscal policy's effectiveness.  Classical economists tend to favor the balanced budget amendment.  They believe fiscal policy is ineffective in the short run and counterproductive in the long run.  They view the economy as inherently stable, so they would prefer that the government maintain a balanced budget and allow market price adjustments to ensure full employment.  Keynesians tend to oppose the balanced budget amendment.  If prices are sticky, they believe the economy can experience long periods of unemployment.  Furthermore, they feel that short run unemployment has higher social and economic costs than long run inflation.  In their opinion, fiscal policy can be an effective short run stabilization tool, particularly automatic stabilizers.

The debate over the appropriate role for fiscal policy and the balanced budget amendment has not been resolved.  Few economists currently support massive doses of discretionary fiscal policy to "fine tune" the economy, because of forecasting problems, a persistent federal budget deficit and policy implementation lags.  However, many economists support using automatic stabilizers and monetary policy to "coarse tune."  This debate will continue until economists can agree on the relative length of the price adjustment and fiscal policy implementation lags, and the magnitude of fiscal policy's indirect affects, including reductions in investment and long run growth (crowding out), increases in short run savings (rational expectations), increases in domestic prices (Phillip’s curve) and the effect on net export demand (international price competition).  Theoretical models can be constructed to support the spectrum of beliefs, from Keynesian to Classical.  Empirical analysis has not developed to the point where the correct model specification can be unambiguously identified.

MONETARY POLICY

Monetary policy changes the nation's money supply to influence macroeconomics performance, including unemployment, inflation and economic growth.  Monetary policy is conducted by the nation's central bank, the Federal Reserve System in the United States.  Changes in the money supply relative to its demand affect financial markets, including interest and exchange rates.  These changes alter investment, consumption and net exports, which in turn influence macroeconomics performance.
Increasing the money supply relative to its demand creates an excess supply of money.  Individuals will spend some of this money on consumption goods and save the rest in either  savings accounts or by investing in stocks, bonds and other interest bearing assets.  An increase in savings reduces interest rates.  Capital market competition and arbitrage spreads the lower interest rates across all short run financial markets.  As interest rates fall, investment demand and consumer durable purchases increase.  Finally, lower interest rates affect exchange rates.  As domestic interest rates fall relative to international interest rates, domestic investment shifts to foreign markets; foreign investment in domestic capital markets also decreases.  This increases the supply of dollars relative to demand in the international currency markets, lowering the price of a dollar.  Lower exchange rates stimulate U.S. exports and reduce imports into the U.S.  Thus, increasing the money supply increases aggregate demand for consumption, investment and net exports.

Monetary policy, like fiscal policy, is a demand side macroeconomics policy (see Fiscal Policy).  In particular, monetary policy indirectly affects aggregate demand and macroeconomics performance through the financial markets.  Fiscal policy, which involves changes in government expenditures and taxes, directly affects aggregate demand.  Government expenditures influence government demand; tax policy influences both consumption and investment demand.

Demand side macroeconomics policies are often used to offset business cycles and stabilize economic performance, particularly prices and unemployment.  If the economy is operating below full employment, monetary and fiscal policies can be used to increase aggregate demand.  Presumably, businesses will increase output to satisfy the increase in aggregate demand.  If there are unemployed resources, including human, capital and natural resources, output can increase without significantly increasing prices.  As the economy approaches full employment, and there are few slack resources, increases in aggregate demand primarily affect wages and prices.  Businesses must compete against one another for the limited supply of resources; product prices increase with wages and input prices.  Given these responses, expansionary monetary and fiscal policy can stimulate employment during an economic downturn; contractionary monetary and fiscal policy can alleviate inflationary pressures when the economy is over heated.
Macroeconomic stabilization is generally considered a short run policy.  In the long run, market prices for capital, labor and other inputs adjust to full employment.  The economy automatically converges to full employment in the long run.  In contrast, supply side economics addresses long run economic performance.  Supply side economics emphasizes aggregate supply.  (See Supply Side Economics.)  Supply side economics hypothesizes that long run economic growth requires expanding productive capacity.  In the supply side model, reducing marginal tax rates increases productive capacity by increasing the labor supply and capital investment.  Increasing economic capacity enables the economy to accommodate growth while reducing inflationary pressures.
Discretionary Monetary Policy Options

In the U.S., monetary policy is conducted by the Federal Reserve (Fed), the U.S.'s central bank.  In contrast, fiscal policy is conducted by the Executive and Legislative branches of the government.  The Fed was specifically established as an independent institution.  Its decisions do not have to be ratified by either the Executive or Legislative branches.  This separates control over monetary and fiscal policy, providing some checks and balances.  However, the Fed is not completely isolated.  Its highest ranking members are appointed to overlapping 14 year terms by the President and confirmed by the Senate.  The Federal Reserve's Chairman regularly reports to Congress concerning Fed policy.  Finally, the Fed Chairman meets regularly with the Secretary of the Treasury and the Chairman of the President's Council of Economic Advisors.

The Fed has three policy tools for manipulating the money supply:  conducting open market operations (buying and selling U.S. Government securities and securities from other Federal agencies); setting the discount rate (the interest rate at which banks can borrow from the Fed); and setting the required reserve ratio (the percent of bank deposits that must be held as deposits with the Fed or in the bank's vaults).  These policies all work by influencing commercial banks' reserve positions.  Commercial banks are only required to hold a fraction of their deposits as reserves (cash in the banks' vaults and balances maintained with the Fed).  The remainder of the banks' reserves can be lent out or invested in interest earning assets.  As banks lend out their excess reserves, they "create money."  Thus, any change in commercial bank's reserve position affects the money supply.

The Fed typically purchases or sells government securities to influence the money supply (open market operations).  The Fed can only buy or sell pre-existing government securities, not newly issued securities.  When they purchase a pre-existing security, they create a cash deposit in a commercial bank in exchange for an interest bearing asset.  This directly increases the money supply by an amount equal to the cash deposit.  Under a fractional reserve system, commercial banks only need to hold a fraction of their deposits as reserves.  They can loan out the excess reserves.  As banks loan their excess reserves, they create additional commercial bank deposits (money), much of which become additional excess reserves.  The process continues until the banking system absorbs all excess reserves.  As illustrated in Table 1, if the required reserve ratio is 20% and the Fed purchases a $100 government security, the money supply can expand by up to $500.  The initial purchase will have a smaller impact on the money supply if banks decide to hold some of their excess reserves, rather than lending them out.  The opposite multiplicative effect occurs when the Fed sells government securities.

TABLE 1

EFFECT OF $100 OPEN MARKET PURCHASE

(20% REQUIRED RESERVE RATIO)
	Bank
	New Deposits
	Required Reserves
	Excess Reserves

	First Bank
	
$100.00
	
$20.00
	
$80.00

	Second Bank
	
80.00
	
16.00
	
64.00

	Third Bank
	
64.00
	
12.80
	
51.20

	Fourth Bank
	
51.20
	
10.24
	
40.96

	Fifth Bank
	
40.96
	
8.19
	
32.77

	Sixth Bank
	
32.77
	
6.55
	
26.21

	Seventh Bank
	
26.21
	
5.24
	
20.97

	All Other Banks
	
104.86
	
20.97
	
83.89

	Total
	
$500.00
	
$100.00
	
$400.00


The Fed can also influence the money supply by changing the discount rate.  The discount rate is the interest rate commercial banks pay on short term loans from the Fed.  Commercial banks borrow from the Fed if their reserves fall short of the required reserve ratio.  If the Fed lowers the discount rate, it reduces the cost of borrowing from the Fed.  Banks lend out more of their excess reserves as it becomes cheaper to cover temporary reserve shortages by borrowing from the Fed.  This increases the money supply.  Conversely, if the Fed increases the discount rate, banks hold more of their excess reserves, decreasing the money supply.  Commercial banks can also borrow funds from other commercial banks.  The federal funds rate is the interest paid on short term loans between commercial banks.  The Fed tends to keep the discount rate roughly equal to the federal funds rate.

Finally, the Fed can influence the money supply by changing the required reserve ratio.  A decrease in the required reserve ratio creates excess reserves.  The money supply increases as banks lend out these excess reserves.  Conversely, increasing the reserve requirement decreases the money supply.  Because a fractional reserve banking system introduces a multiplier effect on the money supply, small changes in the reserve requirement can cause large changes in the money supply.  Thus, this policy option is a blunt instrument and is used infrequently.
The Evolution of Monetary Policy

Monetary policy has its roots in Classical economics, the predominant economic theory prior to 1936, the year John Maynard Keynes published his book General Theory of Employment, Interest, and Money.  Classical economics is characterized by at least two central themes:  the quantity theory of money and the flexibility of market prices.  The quantity theory is represented by the relationship P*Q = M*V, where P represents prices, Q represents the quantity of output, M represents the supply of money and V represents the velocity of money (i.e., the number of times per period a dollar changes hands).  The left-hand side of the quantity of money relationship represents the nominal value of aggregate output (i.e., Gross Domestic Product or GDP).  The right hand side represents the total nominal value of the money that exchanged during a period.  In every market transaction, the buyer gives money to the seller in exchange for a good or service.  Therefore, the total nominal value of market transactions can be measured by either the nominal value of the goods and services or the nominal value of the money exchanged.

Classical economists believe that V and Q are independent of the money supply, M; V is determined by the efficiency with which financial institutions operate.  V is predictable over time, increasing about 3% annually from the end of World War II to the early 1980s.  Similarly, Classical economists believe that Q is determined by the economy's productive capacity.  Productive capacity depends largely on the available quantity of productive resources (e.g., labor, capital and natural resources).  If the economy is operating below capacity, Classical economists believe that market prices will fall for the under employed resources.  Falling resource prices reduce production costs, encouraging firms to increase output.  If the demand for resources exceeds the available supply, resource prices increase, increasing production costs and reducing output.  Thus, flexible market prices ensure that the quantity of goods and services produced, Q, always equals the economy's economic capacity.

If Q and V are independent of M, then changes in M only affect prices, P.  If M grows faster than Q, P increases; if M grows more slowly than Q, P falls.  This conclusion has at least two policy implications:  M should grow at a steady rate over time, and monetary policy to stabilize economic performance is unnecessary.  Classical economists believe that M should grow at a constant rate over time.  P is stable over time if the growth of M is tied to the long term growth of Q (as determined by the growth of productive capacity).  Furthermore, resource and product price flexibility ensure full employment, so monetary policy need not be used to stabilize economic performance.

Keynes, writing during the Great Depression, challenged the Classical view on two accounts:  price flexibility and the effect of pessimistic expectations.  (See Fiscal Policy.)  Specifically, Keynes believed that prices adjust slowly, particularly for price decreases, and that lower resource prices might not increase production.  Producers only produce output if they expect to sell it.  If producers and consumers have pessimistic expectations regarding future economic conditions, producers probably won't increase output as resource prices fall.  If prices adjust slowly and expectations are pessimistic, the economy can experience prolonged periods of high unemployment, as in the Great Depression.  Early Keynesians recommended counter-cyclical fiscal policy to stimulate the economy during economic downturns.  Keynesians believe that expansionary fiscal policy could increase GDP, without significantly increasing prices, if there are slack resources.  In contrast, early Keynesians did not support expansionary monetary policy.  With pessimistic expectations, early Keynesians believed that consumers would save rather than spend any additional money and that businesses wouldn't increase investment as interest rates fell.  Thus, monetary policy would be ineffective.  (This is called the Keynesian "liquidity trap.")

Economic performance during the 1950s and 1960s seemed to validate the Keynesian view.  (See Figure 1.)  Excluding the Korean War years, the economy was near full employment and inflation rates remained relatively modest during much of this period.  (For policy purposes, full employment does not imply zero unemployment.  Full employment requires eliminating the unemployment associated with business cycle contractions.  However it allows for the "natural unemployment" associated with individuals voluntarily seeking better jobs or transitioning out of declining industries.  During the 1950s and 1960s, 4% unemployment was considered full employment.)  As the economy expanded beyond full employment, inflation increased.  As the economy contracted below full employment, inflation decreased.

FIGURE 1

INFLATION VERSUS UNEMPLOYMENT:  1954-1969
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Source:  Economic Report of the President:  1995

The Phillips curve depicts the Keynesian tradeoff between inflation and unemployment (Figure 2.).  As such, the Phillips curve represents an important policy tradeoff for early Keynesians.  It implied that expansionary economic policies could indefinitely sustain the economy above full employment, if policy makers were willing to accept higher inflation rates.  Macroeconomics policy debates frequently considered the appropriate balance between unemployment and inflation.  Unemployment imposes significant costs on a relatively few individuals;  inflation redistributes income across a broad range of individuals.  Early Keynesians tended to view unemployment as more serious than inflation.

FIGURE 2

PHILLIPS CURVE:  1954-1969
[image: image2.wmf]Civilian Unemployment Rate

0

1

2

3

4

5

6

0

2

4

6

8

1954

1955

1956

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

1968

1969


Source:  Economic Report of the President:  1995

During the 1970s and 1980s, inflation and unemployment diverged from the Phillips curve relationship, which Keynesian economists had trouble explaining (it was generally attributed to an outward shift in the Phillips curve over time due to oil price shocks and structural economic changes).  (See Figure 3.)  Monetary policy enjoyed a resurgence, led by Milton Friedman and the Monetarist economists.  The Monetarists reaffirmed the quantity theory of money and reemphasized price stability as the preeminent macroeconomics policy objective.  The Monetarists' work, including empirical analysis regarding monetary policy's historical impact, established monetary policy as an important macroeconomics policy tool.  In addition, Monetarists offered a plausible explanation for the inflation and unemployment pattern observed in the 1970s and 1980s.

The Monetarists' explanation involves the natural rate of unemployment.  If market dynamics always move resource markets toward full employment, the long run unemployment rate is independent of the inflation rate and unaffected by fiscal and monetary policy.  In the short run, expansionary macroeconomics policy can reduce unemployment.  However, expansionary macroeconomics policy increasingly affects prices as resource markets naturally adjust to full employment.  If expansionary policies persist in the long run, inflation accelerates.  Anticipating future inflation, individuals take precautionary measures (e.g., building expected inflation into future wage and price agreements and interest rates).  This creates an accelerating inflationary spiral (called the "acceleration principal").  The only way to sustain long run GDP above its full employment level is to increase aggregate demand faster than inflation.

Monetarists believe that monetary policy can be an effective short run macroeconomics stabilization tool (they also believe that fiscal policy is ineffective, see Fiscal Policy).  However, they argue against any kind of stabilization policy.  This conclusion is based on at least three related considerations:  inherent economic stability, inaccurate economic forecasting and policy implementation lags.  As with the Classical economists, Monetarists believe that the economy is inherently stable.  Flexible resource prices quickly move the economy to full employment; prolonged periods of unemployment are unlikely.  In addition, Monetarists believe that economic forecasting models cannot predict future economic contractions with enough accuracy to justify preemptive counter-cyclical policies.  Finally, Monetarists believe that counter-cyclical monetary and fiscal policies affect the economy with lags of 18 months or more.  If contractions can't be predicted in advance and stabilization policies have lagged effects, counter-cyclical policies may not be felt until after the economy naturally corrects itself.  Counter-cyclical macroeconomics policies will become pro-cyclical and de-stabilize rather than stabilize the economy.  (In fact, empirical analysis by Monetarists largely attributes business cycles to miss-timed government stabilization policies).

FIGURE 3

INFLATION VERSUS UNEMPLOYMENT:  1954-1994
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Rational Expectations, the recent New Classical extension to the Classical and Monetarist schools, implies counter-cyclical monetary policy is ineffective in both the short and long run.  Rational expectations hypothesizes that decision makers select actions considering all available information concerning the probable effects of current and expected future economic policies.  According to this logic, anticipated monetary policy is ineffective.  To illustrate, consider expansionary monetary policy.  Decision makers rationally expect expansionary fiscal policy to aggravate inflation in the long run.  The public adjusts wages, prices and interest rates in anticipation.  Thus, anticipated expansionary monetary policy will not affect real prices or real GDP.  Monetary policy is only effective in the short run when it is entirely unanticipated.  This makes monetary policy ineffective as a stabilization tool.  Counter-cyclical monetary policy cannot be unanticipated.  Monetary policy is only unanticipated if it is purely random; random monetary policy clearly doesn't increase macroeconomics stability.

Monetary policy's resurgence in the 1970s and 1980s has affected Keynesian economics, but not repudiated it.  Keynesians have accepted that monetary policy does affect economic performance and rely largely on monetary policy for short run macroeconomics stabilization.  While they consider fiscal policy a distinct demand-side policy instrument, government expenditures and tax policy have become increasingly cumbersome and overtaken by concern for the federal budget deficit.  This makes fiscal policy ineffective for short run stabilization.  However, Keynesians continue to believe that the federal government should actively stabilize macroeconomics performance.  To explain the economy's short run instability, Keynesians emphasize frictions retarding the adjustment process and misconceptions regarding current economic conditions (mistakes in extrapolating from personal and local to general economic conditions).  If these imperfections are significant, the economy can experience prolonged unemployment, justifying counter-cyclical monetary policy.  Recent Keynesian research has tried to explain price frictions in resource markets (see Fiscal Policy).

Monetary Policy Targets

Part of the monetary policy debate involves the appropriate policy target.  There are at least three classes of targets:  quantitative money supply measures, financial market performance measures (e.g., interest and exchange rates) and macroeconomics performance measures (e.g., GDP growth , inflation, unemployment).  The Fed has the most direct control over the money supply and least control over macroeconomics performance (macroeconomics performance is influenced by several factors besides domestic monetary policy, including domestic fiscal policy and international monetary and fiscal policy).  Thus, the debate over monetary policy targets in part considers whether it is better to have targets that correspond more closely to the Fed's direct span of control or that reflect the overall performance with which the Fed is concerned.

As expected, the preference for monetary policy targets varies across macroeconomics schools of thought.  The Classical based economists (including Classical, Monetarist and New Classical economists) generally prefer quantitative money supply measures.  In their view, monetary policy should not, or can not, be used for short run stabilization purposes.  Instead, they believe in rigid monetary policy rules.  Considering the quantity theory of money, P*Q = M*V, if V is stable and M and Q grow at the same long run rate, prices will be stable.  Thus Classical based economists believe that the money supply should grow at a constant rate over time, equal to the long run growth in GDP.  They believe that the Fed should adhere to this rule, regardless of short run fluctuations in GDP.  In fact, the New Classical economists (rational expectations) maintain that this non-discretionary monetary policy rule has an added benefit for price stability; it creates a price stability expectation.  If decision makers believe prices will be stable, they will adjust their actions accordingly.  These adjustments help stabilize prices.

One difficulty in implementing money supply targets concerns the definition of money.  There are at least three major definitions of the money supply, M1, M2 and M3.  M1 is the narrowest definition of money and includes only the most liquid assets:  currency (coins and paper bills), traveler's checks, checking deposits in commercial banks and other interest earning checking deposits.  M2 is slightly broader and includes less liquid assets:  M1 plus savings and small denomination time deposits (less than $100,000), money market mutual fund shares and deposit accounts, repurchase agreements (overnight loans from customers to commercial banks) and Eurodollar deposits of U.S. residents.  M3 is the broadest definition and includes the least liquid assets:  M2 plus large denomination time deposits and longer term loans from customers to commercial banks.  In terms of a monetary policy target, the Fed controls M1 most directly, but financial market innovations, including electronic banking, have made M1, M2 and M3 closer and closer substitutes.  Historically, M1 received the greatest emphasis.  More recently, M2 and M3 have received increasing attention.

Typically Keynesians target financial market and overall macroeconomics performance.  This preference is based on at least two beliefs:  the velocity of money has recently been unstable and monetary policy should stabilize short run macroeconomics performance.  While V increased steadily from the end of Word War II to the early 1980s, it has been unstable recently.  This instability has been attributed to financial market innovations and deposit deregulation.  If V is unstable, there is no direct link between M and P.  Quantitative monetary targets don't capture the complex processes through which changes in the money supply are translated to financial markets and overall macroeconomics performance.  Furthermore, Keynesians generally view monetary policy as the government's most effective short run macroeconomics stabilization tool.  Monetary policy targets should reflect that monetary policy bears the macroeconomics stabilization burden.  These two considerations shifts the emphasis to financial market and macroeconomics performance targets.  Because the Fed has only limited control over macroeconomics performance, interest rates are generally emphasized.  Inflation, unemployment and GDP growth provide feedback to ensure the interest rate targets are consistent with the desired macroeconomics performance.

Typically, the Fed has followed the Keynesian prescription, though money supply targets received increasing attention during the 1970s as inflation increased and monetarism gained popularity.  The primary exception to the Keynesian prescription came between 1979 and 1982, when Paul Volcker was Chairman of the Fed.  In an anti-inflationary move, Volcker announced that the Fed would target the money supply, allowing financial market supply and demand to determine interest rates.  Unfortunately, the stability of V decreased at the same time.  The expected volatility in interest rates was exacerbated by the instability in V.  Because of the interest rate instability, Volcker abandoned the experiment and reemphasized interest rates in 1982.  Monetarists maintain that the Fed's control over the money supply was too inconsistent, even during this period, to qualify as an actual test of monetarist economics.

The debate over the appropriate role for monetary policy is far from resolved.  Classical based economists (including Classical, Monetarist and New Classical economists) maintain that monetary policy should follow a strict, non-discretionary rule:  allow the money supply to increase at the same rate as full employment GDP.  In other words, money supply growth should be tied to the growth in the economy's productive capacity.  This view is based on three related beliefs:  the economy's inherent stability, the inadequacy of economic forecasting models and the lengthy lags before monetary policy affects macroeconomics performance.  Keynesians don't believe that the economy is inherently stable.  Thus, the federal government has a responsibility to conduct counter-cyclical macroeconomics stabilization policy.  Monetary policy is the most effective short run policy.  Thus, Keynesians believe that the Fed should conduct discretionary monetary policy, targeting interest rates with feedback from unemployment, inflation and GDP growth rates.  The Keynesian view is supported by the recent instability in the velocity of money.  Unfortunately, it has been impossible to validate either position empirically or in practice.  Sophisticated empirical analyses have been used to support both positions.  Furthermore, the results of the 1979 to 1982 U.S. "monetarist experiment," are dubious because the Fed's control over the money supply was inconsistent.

Supply-Side Economics

Economic policies designed to stimulate gross domestic product by increasing the nation's productive capacity.  Supply-side economists believe that increasing productive capacity expands the economy while reducing pressure on prices.  Supply side policies emphasize reducing marginal tax rates, including income taxes, capital gains taxes, and corporate profits taxes.  Reducing marginal tax rates presumably expands the supply of capital and human resources, increasing productive capacity.

Supply-side economics provides an alternative to traditional fiscal and monetary policy for stimulating Gross Domestic Product (GDP).  Supply side economics hypothesizes that actual GDP automatically adjusts to the economy's productive capacity, called potential GDP.  When the economy is producing at potential GDP, economic expansion must be supported by growth in economic capacity or it will increase prices rather than GDP.  Increasing the economic capacity accommodates growth while reducing the pressure on prices.

Supply Side Economics Versus Fiscal and Monetary Policy

Traditional fiscal and monetary policy are demand-side economic policies.  They stimulate GDP by increasing the aggregate demand for goods and services.  (See Fiscal Policy and Monetary Policy.)  Aggregate demand includes consumption, investment, government and net export demand (exports minus imports).  Fiscal policy involves government expenditures and tax policy.  Government expenditures directly influence government demand; tax policy (e.g., income taxes and preferential capital gains tax treatment) influence both consumption demand and investment demand.  Monetary policy manipulates the money supply to influence prices and the interest rate.  Changes in prices and  interest rates influence consumption, investment and net export demand and demand.

The criticism of demand side economics centers on the ease with which actual GDP adjusts to its productive capacity.  Potential GDP represents the economy's output when all resources are fully employed (including labor, capital and natural resources).  Supply side economics postulates that flexible resource prices will automatically move the economy to potential GDP.  If resource prices are flexible, they will adjust until all resources are fully employed.  For under-employed resources, prices will fall.  Production becomes more profitable, encouraging firms to expand output.  GDP will expand until under-employment is eliminated.  For over-employed resources, prices will increase, firms' profits will decrease, production will decrease and over-employment will be eliminated.

If market adjustments automatically eliminate resource over- and under-employment, traditional demand side economics is unnecessary and counterproductive.  In the supply side model, recessions are only temporary and automatically eliminated by resource prices adjustments.  If the adjustment is relatively quick, it is unnecessary to stimulate the economy by increasing aggregate demand.  Furthermore, increases in aggregate demand become counterproductive  over time.  Because the economy automatically returns to full employment, fiscal and monetary policy don't affect long run GDP.  Instead, they simply increase prices.

Supply Side Economic Policies

In the supply side model, the only way to increase long run GDP is to expand economic capacity.  Increasing economic capacity creates unemployment in the resource markets.  As the economy adjusts to full employment, GDP increases and prices decrease.  Economic growth can be sustained in the long run if supported by an increase in economic capacity.

Economic capacity is determined by the quantity of available resources (e.g., labor, capital and natural resources), resource quality (e.g., labor education, training and experience; the level of technology; etc.), and the institutional structure affecting the efficiency with which resources are used (e.g., industrial infrastructure, minimum wage rates, unemployment compensation, etc.).  Supply side economics focuses on increasing economic capacity by increasing resource quantity and quality, either directly or indirectly by adjusting institutional arrangements.

For example, consider the effect of income taxes on the labor supply.  The cost of leisure (forgone income) increases with the wage rate.  Thus, individuals will supply more labor (consume less leisure) as the wage rate increases.  Lowering income tax rates increases the effective wage rate.  This increases the labor supply.  People enter the labor force (particularly secondary income earners), work longer hours and retire later.  In addition, reducing income tax rates increases capital market efficiency by encouraging savings and discouraging unproductive tax shelter investments.  Using similar reasoning, reducing corporate profits and capital gains taxes and accelerating depreciation allowances encourages capital investment.  Thus, lowering tax rates will increase the labor supply and the capital stock, expanding economic capacity.

Supply Side Economics and The Federal Budget Deficit

Supply side economics emphasizes tax rate reductions to increase economic capacity.  In traditional economic models, this would increase the government budget deficit.  However, the supply side model suggests that lowering tax rates may increase the government's tax revenue.  Tax revenues are determined by both tax rates and the taxable income.  Tax revenues decrease with the tax rate if taxable income remains unchanged.  Tax revenues increase with taxable income if tax rates remain unchanged.  If reducing tax rates increases taxable income, the effect on tax revenues is ambiguous.  It may increase or decrease.

This possibility is illustrated by the Laffer curve (see Figure 4).  The Laffer curve shows the relationship between tax rates and tax revenues.  A zero tax rate maximizes the incentive to work but tax revenues are zero.  A one hundred percent tax rate eliminates all incentive to work, so tax revenues are again zero.  Thus, tax revenues must reach a maximum at some tax rate between zero and one hundred percent.  At low tax rates, tax revenues increase with the tax rate.  At high tax rates, tax revenues decrease as tax rates increase.
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Figure 4:  Laffer Curve

The Laffer curve's general proposition is irrefutable.  Debate over the Laffer curve centers on identifying the tax rate that maximizes tax revenues.  In the early 1960s, the highest marginal income tax rate was 91%.  By 1965, the highest marginal income tax rate had fallen to 70%.  By 1986, the highest marginal income tax rate had fallen further to 33%.  Unfortunately, it is impossible to determine whether tax revenues peaked with a 33%, 70% or 91% marginal tax rate.  Thus, the effect of supply side economic policy on federal tax revenues and budget deficits is unclear.

Supply Side Economics in the Short and Long Run

Both supply side economics and traditional fiscal policy suggest tax cuts to stimulate GDP.  Fiscal policy emphasizes the effect of tax cuts on aggregate demand.  Supply side economics emphasizes the effect of tax cuts on economic capacity.  In actuality, both viewpoints may be correct, but the effects may occur at different times.  Supply side economics is not designed to moderate the short run fluctuations in economic activity normally associated with business cycles.  Supply side policies need time to be effective.  Individuals need time to adjust their labor/leisure choices before changes in income tax rates will affect the labor supply.  In the short run, lower taxes will increase aggregate demand through the impact on household consumption demand.  Similarly,  accelerated depreciation and lower corporate profits and capital gains taxes will increase investment, but it takes time to translate investment into expanded production capacity.  In the short run, aggregate demand increases through the impact on investment demand.  Supply side economics focuses on the long run impacts of changes in tax rates; traditional demand side economics focuses on their short run impact (see Fiscal Policy).
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