MONETARY POLICY, FISCAL POLICY
AND THE ECONOMY:
WHAT ARE POLICY GOALS AND HOW DOES POLICY WORK
I
GOALS OF POLICY

This presentation will focus on monetary and fiscal policy, which are
actions by the government to impact the performance of the economy. We will
discuss how these policies relate to financial intermediaries which are firms
such as banks, thrifts, and other financial institutions, how they relate to
the economy in its totality, and how they relate to each other. We'll start
by describing the monetary policy role of the Federal Reserve. First, we're
going to examine some ideas about goals for monetary policy--what are the
monetary policy efforts the Fed can and should be trying to accomplish. Next
we'll show you how policy actually works by reviewing in part II the way
money gets created in our economy and demonstrating in part III how the Fed
is able to more or less control the amount of money created and the rate at
which it is created. Finally, part IV will describe fiscal policy, how it
relates to monetary policy and our discussion will conclude by looking at
some current policy issues.
First let's define "monetary policy," which is one of four major
governmental policy areas assigned by Congress to the Federal Reserve; the
others include regulatory policy (bank supervision), payments system policy
(check clearing, electronic payments, etc.) and the lender of the last resort
function (lending to financial institutions in emergency situations). Let's
focus on monetary policy. It is:
MONETARY POLICY is (1) a deliberate strategy and a continuing plan of
actions to carry out that strategy (2) taken by government authorities (3) to
control the pace of money and credit creation in the economy (4) aimed in
general at improving the performance of the economy.
The simple idea is that if money grows too fast, or at the other
extreme too slowly, then the economy will not perform up to its potential.
Moreover, the process by which money is created in our economy has a built-in
tendency to create too much (or too little) money at times. Thus, money will

not manage itself. Therefore, the hand of government is needed to impose a
discipline on the process. In this case, the "hand" of government is the
Federal Reserve.
Let's consider for a moment what it is that monetary policy aims to
achieve. What are the goals for monetary policy? Or, to set up my next
point, what should they be? There are different, and sometimes conflicting,
views about what in fact can be accomplished. Broadly speaking, there are
two main candidates:
(1) Some say, the goal should be to maintain a stable general price
level.

(2) Others say, the goal should be to promote consistent and stable

economic growth, that is, to help minimize the swings in the business cycle
that seem to characterize our economy's performance.
These are not fundamentally conflicting objectives, though as often
interpreted, they can be associated with two contending schools in economics:
Monetarists who argue that the Federal Reserve's sole focus should be on
preventing inflation, and the Policy Activists (Keynesians) who say that
monetary policy should be used to engineer low unemployment and high growth.
For the next few moments we will emphasize the two extremes in viewpoint,
even though most economists and policymakers may fall somewhere in between.
As a framework for discussing alternative policy goals we'll use a
simple connection between activity on the monetary side of economy and
activity on the "real" side, that is, total production or sales in the
economy, as follows (Slide 1-1):
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What's on the left hand is the total dollar amount of spending in the economy
during the year by people who buy its goods and services. The total of
dollars people have times the number of times each dollar, on average, is
spent in a given year equals total spending in that year. What's on the
right hand side is the total dollar amount of payments received by the
sellers of goods and services in the economy.

The equation is simply telling us that dollars spent by buyers must
equal total dollars received by sellers. Spending = Income.
Correct. True simply by definition. On the right hand side total
payments received by sellers are shown divided into two parts: the average
price of goods and services sold, and the total quantity of goods and
services sold. The product of the two is total receipts. For the economy as
a whole, the average price should be thought of in terms of an index of the
general price level which we arbitrarily choose to equal 100 for some year,
and the total quantity of output as an index of the total output of the
economy, in other words an index of real GNP.
That simple identity will provide our framework for looking at
alternative views about policy goals. Since our main interest will be to see
what happens in the economy in response to a policy action to change the rate
of growth of the money supply--to increase the money growth rate, for
example--we will make use of that equation in a slightly different form, as
follows (Slide 1-2):
Rate of
growth
of money
supply

x

Rate of
change in
turnover
of money

Inflation
rate

+

Rate of
growth of
output

In this version, which follows as an approximation from the previous
one (as can be shown by simple algebra or even simpler geometry), everything
is expressed in terms of growth rates. The first term on the left is what we
wanted: the rate of growth of the nation's money supply. We start with the
observation that the equation has to be (approximately) true at any point in
time. Average U.S. postwar experience is shown by numbers on the overlay:
4.3% + 3.2% = 4.2% + 3.3%. Velocity: 2% in 1945, 7% in 1984 (Slide 1-3).
The question we ask is, suppose the current money growth rate is 4.3
percent, and a monetary policy action can increase that growth rate to 8.3
percent per year: what effect will that increase in money growth have on the
real side of the economy? The equation as it stands will shed no light on
that issue. But if we have some idea about the way any two of the other
three variables will respond to an increase in money growth rate, then we
have a bit of a theory about how changes in money growth rates will affect

the fourth variable. Each of the two policy views I've referred to has its
own theory, which I'll interpret for you using this equation. First:
Monetarist theory.
(1) MONETARIST VIEW. The Monetarist interprets the equation in a
longer term perspective, looking for the response to increased money growth
as it would ultimately settle out. Their story might go something like this.
First, the rate of turnover of the money supply is determined by people's
ability to economize on their holdings of cash which is related to growing
efficiency in the payments system technology: sweep accounts, lockboxes,
etc., fewer dollars of cash holdings are needed to conduct the same volume of
business as efficiency increases. That technology goes on improving over
time for the same basic reasons that other technology improves and does so at
its own pace, one that is not directly and closely responsive to increased
money supply growth.
The key factor according to this Monetarist scenario is the following:
the rate of growth in output is determined by underlying fundamentals in the
economy. Four fundamental factors are:

(1) the rate of labor force growth.

(2) the rate of addition to the nation's stock of physical capital through
investment, (3) the rate of growth of the nation's human capital through
education and training, and finally (4) the rate at which technology advances
(which in turn is related to research and development spending). None of
these factors can be expected to change in any significant way simply because
money supply growth has been stimulated. So the bottom line to the
Monetarist is that, since neither the rate of change in money turnover nor
the rate of change in the economy's real growth will show any lasting change
to an increased money growth rate, then the only thing you'll derive from
such an action, ultimately, is a higher inflation rate. And according to our
equation the resulting increase in the inflation rate will come close to
matching one-for-one, the increase in the money growth rate that caused it.
The evidence on that score is clear. The longer term connection
between money growth rates and inflation is quite strong and it is consistent
with the quantitative conclusion we just reached. Let me show you two types
of evidence about national experience. The first is this chart (Slide 1-4)
showing the experience of 16 Latin American countries relating average money
growth rate in each country over a 20-year period to the average inflation
rate in that country over the same 20-year period. The chart covers a range

from 0 percent per year to 50 percent per year, showing each country's
experience as one dot. The farther to the right a dot is, the larger the
rate of money growth; the higher up the dot is, the larger the country's
inflation rate. It's clear that countries with higher money growth rates
also have higher inflation rates--and almost in direct proportion.
The other evidence is on this chart (Slide 1-5(A)) of U.S. quarterly
data over the period 1960 to 1983. By comparing time series data for our
money supply growth rate with our experienced inflation rate we can get a
better feel for timing of the relationship--how long does it take before the
Monetarists' "longer-term" outcome actually shows up? And how significant
are the short-term discrepancies? On this chart money supply growth plotted
for each quarter to show growth at annual rates, is the green line. The
inflation at annual rates during that same quarter is plotted as the black
line. You can see that while the two line criss-cross, the broad trends hit
similar values, rising from around zero in 1960 to between 5 and 10 percent
in the mid-1970s, and remaining on average in that zone through the early
1980s.
But monetarists generally argue that it usually takes from a year and a
half to two years before the full effect on inflation is seen.
If we change the overlay on this chart to one that plots the money
growth rate numbers 18 months later than they actually occurred, then the
plotted money growth rates will line up more nearly with the inflation rates
that in some loose sense they cause. With that done, as on this chart (Slide
1-5(B)), I think you'll agree, even the shorter, 3- to 5-year swings appear
to match up better. Discrepancies in the short run (year to year, and
sometimes over 2- or 3-year periods) can be fairly large.
The second theory we'll review is that of the Policy Activists.
(2) POLICY ACTIVIST VIEW. Now let me give you another view--the Policy
Activist view--that looks at our same basic identity and says the following.
We'll buy into the idea that money turnover rates may jump around a lot in
very short periods of time but they'll tend to return to their customary
range roughly independent of a policy action to change money growth rates.
However, on the right-hand side it's not output that's fixed in the short
run, but price levels, particularly when the economy is running under
capacity--when unemployment is high and a lot of production capacity is idle.
And, too, prices and wages are sticky (often, for example, fixed by

contracts). Therefore, the Policy Activist concludes, in situations where
some resources stand idle, if we step up money growth rates, money turnover
(also called money "velocity") will not significantly change to offset that
growth in quantity of money, so spending will increase. Moreover,
theoretically, prices shouldn't change very fast or very much. So Policy
Activists say the effect of increased money spending will be that the
quantity of goods and services sold in the economy overall will necessarily
go up, and with more sales, production and employment will expand
(Slide 1-2).
You recognize, of course, that the two views are not necessarily
contradictory as to facts. The Policy Activist view is looking to a shorter
horizon for results--unemployment looks a little high right now, or the
economy seems to be losing momentum, so it's time for the Fed to give things
a nudge. You'll see that view expressed quite often.
Critics of the Activist view of monetary policy point to the record of
our policy experience during the 1960s and 1970s as a case example that the
attempt to stimulate the economy to produce more real output is not likely to
be successful in the long term and definitely not an appropriate goal for
monetary policy. During the '60s and '70s, the Activist view dominated our
national economic policies and was supported by monetary actions of the Fed.
The results of that experience, evidenced by the mid-1970s, shows that
critics are right; that the Activist policy view is flawed. In the very
short run you are likely indeed to see some real gains from the action.
However, inevitably--within a few years as we've seen--the increased money
growth rate will show up in a higher inflation rate. When it does, assuming
money turnover doesn't significantly alter its path, output growth must drop
to its former rate, implying that unemployment will go back up. Another dose
of still higher money growth would only escalate the situation so that we
could end up, as we did in the 1970s, with both high unemployment rates and
high inflation rates. That condition was dubbed "stagflation."
What's more, repeated dosages of Activist stimulus not only bring
higher inflation levels, escalate inflation levels, but they come quicker as
well. People begin to see it coming. They begin to change their
expectations about inflation at the time they see higher rates of money
growth occur. So, not to be caught short, they change their pricing, wage

bargaining, and contracting behavior in a way that shortens the lag between
monetary stimulus and inflation. In other words, when they see increases in
the money supply, they know higher prices are coming, so they demand higher
wages or increase prices. Thus, the hoped-for benefit of monetary stimulus
on real output growth tend to be largely squeezed out, even in the short
term, and you end up with inflation only.
The Fed began to realize by the mid 1970s that the gains to such policy
were temporary, and the costs to the economy of a high-inflation environment
ultimately outweigh the gains from activist monetary stimulus. So the Fed
changed its policy stance in 1975 and a public speech by then-chairman Arthur
Burns, emphasized that the Fed's primary goal would be to eliminate inflation
and that it would lay out annual objectives to steadily reduce the rate of
growth of the nation's money supply. It took until 1979 before the Fed got
itself in gear on that task, but from then through 1982 the Fed did succeed
in significantly reducing the rate of money growth, which is one key reason
our inflation rate dropped from nearly 10 percent in 1981 to under 4 percent
by 1983.
That era, incidentally, is a good object lesson in the costs of
inflation, costs that we are still playing today. A high inflation
environment has at least two bad effects: it increases uncertainty about
future prices and government policies which makes investment decisions more
difficult and it creates incentives to shift investment strategy to make
"defensive" investments into less productive holdings like gold, land, and
collectibles that are expected to increase in value as the dollar
deteriorates in value. This means that business planning horizons become
greatly shortened and longer term commitments get short changed. But long
commitments of funds are precisely the kind of investments needed if we are
to fuel an advancing technology and a deepening of both physical and human
capital, the things that we need for future job-creating economic growth for
our nation. Furthermore, in an inflationary environment a lot of resources
and our best talent shifts into "defensive" activities--financial, legal, and
investment gymnastics aimed at offsetting the anticipated effects of
inflation. And those "gymnastics," while counted as part of our GNP, add
nothing to the output of the economy that consumers would really desire in
the absence of inflation. In fact, some of these defense activities, like
buying and storing gold in safe-deposit boxes, really crowd out some of the

investments that could improve output of goods and services consumers would
prefer. And, as a final example, the farm problem of the 1980s, which will
remain a serious concern for many years to come, was in no small part the
result of the inflation in farm land prices caused by the expectation of
higher and higher future land prices, partly the result of increased demand
for farm land (along with other real estate) as a hedge against inflation.
Let me sum up this discussion of the goals of monetary policy by saying
that the Federal Reserve's primary and legitimate goal for policy should be
to maintain a generally noninflationary environment. The best way for the
Fed to contribute to proper performance of the economy is to ensure that it
makes possible enough money growth to support the economy's real levels of
activity and its potential for future real growth consistent with a fairly
stable general price level.
So that's what Federal Reserve monetary policy tries to do. Now let's
see how money creation works, and in particular, what is it about the process
of money creation in our economy that tells us we need to have the Federal
Reserve take an active policy role in order to control how much money there
is and how fast it grows.

II
THE MECHANICS OF MONEY CREATION

We turn now to the first of two closely related topics:

(1) money

creation and (2) monetary control. A point we'll emphasize about money
creation is that in our economy money creation is a process that takes place
largely in the private banking sector and at private initiative. Monetary
control on the other hand is a governmental function-- the operating side of
the monetary policy responsibilities of the Federal Reserve.
Our presentation is really a very basic primer. We'll dramatize the
process of money creation by going through some exercises where I will play
the role of a novice banker. When I say "bank," consider the short-hand for
commercial bank, savings and loan, or credit union--any firm with the power
to issue checking accounts. We'll act out some basic transactions and then
illustrate the effect of those transactions on bank balance sheets because
that's precisely where the act of money creation occurs.
Here are the accounts for my hypothetical bank (Slide 2-1 (A)): first,
my bank's assets. You can see it's very simplified-- it has two types of
earning assets: loans and securities. There is one nonearning asset,
reserves, which we'll think of as currency in the vault. Reserves, in fact
can take the form of reserve account balances at the Fed as well as currency
in the vault. In our opening example we'll consider reserves to consist of
currency in the vault.

(The account are thousands.)

Here's the liability side of the bank's balance sheet (Slide 2-1 (B)):
only two types of deposits, demand, or checking deposits and time deposits.
The important matter for our purposes is that demand deposits are money in
the ordinary, everyday sense of (1) being directly spendable (through the
medium of written checks or other forms of transfer on demand) and (2) being
broadly acceptable in payment for purchases or settlement of a debt. Thus,
checkable deposits, which I'll often refer to as deposit money, is one of the
two components that make up our total money supply. Ml. The other component
is currency. Time deposits are "savings accounts" and not money in that
ordinary, everyday sense, even though they are sometimes classified as "near
money" because they can be easily converted to "money" under normal economic
conditions.

The first thing we want to illustrate is how a bank can create new
money out of thin air. It does this simply by making a loan to someone or
buying a security from someone.
Quite at the heart of processes we're talking about--both money
creation and the apparatus for controlling money expansion--is a governmentimposed legal reserve requirement (Slide 2-1 (C)). The rule specifies a
minimum reserve-to-deposit ratio and has the effect of setting the outside
size to which demand deposits can grow for any given amount of cash reserves.
Here, for example, are the accounts of Bank A last week. The rule tells me
as a banker: checkable deposits shall not exceed five times the amount of my
cash reserves. We've chosen five as our reserve-to-deposit multiplier for
convenience in our graphics. The actual overall reserve multiplier for the
U.S. banking system currently is closer to ten. Bank A had $40,000 in
reserves, so applying the multiple 5, the rule says that Bank A's demand
deposits shall not exceed $200,000. As you can see, Bank A is right out to
its limit in deposit size for the amount of reserves it holds.
Suppose, however, Bank A is not up to the limit in deposit size under
the legal rule. Here's the balance sheet for Bank A this morning as I opened
for business (Slide 2-2 (A)). I've got $50,000 in cash reserves and $220,000
in demand deposits. According to the reserve requirement rule, my $50,000 in
reserves can support five times that amount, or $250,000 in checking deposits
(Slide 2-2 (B)). In other words, my reserves can support $30,000 more in
deposits than I actually have. I haven't been a banker very long, but the
broker who sold me this bank said this is the opportunity I should look for
to expand my earnings. I need someone who wants a loan. Say, this may be a
potential customer coming through the front door now.
(Scene 1)
H:

Hello there. I'm Customer A.

N:

Pleased to meet you, I'm Banker A, the new owner of Bank A.

H:

Not to beat around the bush, I'm out scouting around for a loan of
$30,000.

N:

How much did you say?

H:

$30,000.

N:

(Boy, are we in luck.)

H:

Did you say something?

N:

Oh ... yes ... I'll need a bit of information. Federal Reserve
regulations require me to ask these things. How long have you lived
here?

H:

"Oh, a long time."

N:

Did you intend to repay this loan?

H:

Oh, sure.

N:

Okay. That's it. Sign here on this note for $30,000 due in six months
plus interest at 10 percent. Now, I'll give you the $30,000 as a
demand deposit account in your name (Customer A, is that right?) which
I am now entering in this ledger as a credit to your account. Here's
your checkbook.

H:

I really like doing business here, [starts to go] You cut through all
the red tape!

N:

By the way, what do you plan to do with that loan?

H:

Well, I'm going to drill for oil on my farm in Duluth.

N:

Hey, I wish you luck. Gee, I didn't know being a banker was so easy.
Let's step back and interpret that episode through the balance
sheet of Bank A (Slide 2-2 (C)). On the asset side, we've added a note
for $30,000 to our loan portfolio. On the liability side, we've added
$30,000 demand deposits. No cash holdings at this bank or anywhere
have been reduced in the process of making the loan. We have created
new money. By this simple act between two parties, you have just
observed the nation's money supply increased by $30,000. All it took
was simple exchange of paper and bookkeeping entries.
Well, there it is. You've witnessed it live on our stage. The
quantum unit from which the whole of our money structure is built. The
elemental act of creation, out of thin air, of this stuff we call
money. Just a minute, let's find out what this stranger wants...
(Scene 2)

H:

Hi. I'm Banker B, the CEO of Bank B up at Duluth. You're Banker A, I
presume? I'm here to clear.

N:

That's right, I am Banker A, but I just bought this bank last week. So
if you've here to clear, you better tell me what that means.

H:

That means I trade the checks I've got drawn on your bank for checks
you've got drawn on my bank and figure the amount you owe me less the
amount I owe you--that's the net clearing amount.

N:

Swell. But I don't have any checks drawn on you.

H:

That makes it real simple. I've got one drawn on you for $30,000. You
see, one of my customers, Customer B, a drilling contractor, got a
$30,000 check drawn on your bank in payment for drilling a couple of
dry holes on the farm of your Customer A. My Customer B deposited the
check in his account in my bank. That means the net clearing amount is
$30,000, I'm here to collect it.

N:

What do you mean, collect it?

H:

That's easy. I give you this check and you give me $30,000 in cash
reserves that I take back to Bank B to match the $30,000 addition to
Customer B's checking account.

N:

Let me see that check. Signature looks right. Balance is big enough.
Okay, I guess I have no choice. Here's your new cash reserves, $10,000
... $20,000 ... $30,000. [writes account to zero]

H:

Have a nice day. [leaves]
Let's illustrate that transaction on the books (Slide 2-2 (D)).
First, Bank A's cash reserves have been cut by $30,000 corresponding to
the reduction in Customer A's checking account balance. In terms of
the legal requirement, the new level of reserves ($20,000) will support
only $100,000 in demand deposits (Slide 2-2 (E)). Let's see, I've got
$220,000 in demand deposits.
(Scene 3)

N:
H:
N:
H:

Oh, Oh, ... am I in deep trouble.
You bet you are!
The examiners!
Sorry to disappoint your worst fears, but I'm not a bank examiner. I'm
Professor H., freelance inventor and world-renown authority on
fractional reserve banking. I've been watching you from the back of
the room since you opened your bank and it's obvious you need help.
Most of the people here in the audience could tell you what you did
wrong. However, with the aid of my invention, the Reserve-O-meter, I

think I can make that clear. But, first of all, let's just erase your
mistake. You can put your accounts back to where they were before
Customer A showed up.
N:

Clean 'em up ... like this?

(Slide 2-3 (A).)

H:

Yes, we're going to give you novices one free turn.

N:

I appreciate it. Now that gadget ... did you call it a Reserve-Ometer?

H:

Reserve-Ometer (Figure 2-4 (A) through (E)). What it is is an analog
computer by which you can study the leverage or reserve-to-deposit
multiplier for any bank. Let me show you. There are three scales on
this device. The bottom horizontal one is used to set the required
reserve-to-deposit ratio--over here it's 3 percent, here it's 10
percent, and here it's 20 percent, which is the one that applies to
Bank A. The left-hand vertical scale represents reserve levels and the
right-hand vertical scale represents the associated deposit levels. We
can read this device in two directions. The first is from left to
right which is what you did: set the arm to read the reserves you
actually have ($50,000) on the left-hand scale, which is the amount of
reserves you had before you made the loan to Customer A. Then on the
right-hand scale you can read the maximum amount of deposits legally
supportable by that amount of reserves. The answer is $250,000, just
as you had calculated. But reading it in that direction won't tell you
how much money you can lend. To learn that, you need to read it from
right to left.
First, you set the pointer on the right-hand scale at the actual
amount of checking deposits you have--"$220,000." Then you read off the
left scale the amount of your legal minimum required reserves-"$44,000." That's what is legally required to support your existing
level of deposits. Now, everything in your actual reserves above that
amount is excess reserves. That's the amount you can use to create
additional demand deposits in exchange for a loan note or an investment
security. The message is: you can safely loan out the amount of your
excess reserves --but not more!

N:

Okay, I think I get it now (Slide 2-3 (B)). My required reserves on
$220,000 in deposits figures out to be $44,000. I've actually got
$50,000 in reserves, which means there are $6,000 in excess reserves
(Slide 2-3 (C)). I can create as much as $6,000 in new deposits by
making $6,000 in loans. And I can loan that much because even if my loan

n customer writes a check that transfers out a whole $6,000 in cash reserves,
I still have $44,000 remaining (remove slide overlay
2-3 (C))--enough to support my other deposit liabilities. Gee, now
that I know how far I can safely expand my deposits by lending on my
existing reserve base, it's too bad I don't have Customer A wanting a
loan.
H:

Well, that brings me to the second reason I came up here to see you. I
just happen to be looking for a loan of $6,000. I need that for legal
fees to finish up my patent work on the Reserve-Ometer. You see
there's a big potential market for these analog computers--not just the
14,000 older commercial banks, but now there are 5,000 savings and
loans and even 20,000 credit unions which are now part of the deposit
banking system.

N:

That sure sounds good to me, Professor H., the loan is a deal. Sign
this note for $6,000 as I enter $6,000 to your account in the official
Bank A ledger. Here's your checkbook. Keep in touch. Let me know
when you start marketing.

H:

Well, I'll just pack up the Reserve-Ometer and be on my way.

N:

Oh no you don't. You'll leave that as collateral. I'm catching on to
this banking business. I wasn't born yesterday.

H:

[to audience] He doesn't know it, but I just did my marketing. What do
you think it costs me to make these cheap gadgets? About ten bucks.
That's the third one this week I've unloaded on a banker for $6,000.

N:

What? Never mind, let's do the bookkeeping (Slide 2-3 (D)). Step one:
enter the $6,000 loan and the corresponding $6,000 demand deposit
credit to Professor H. Of course you recognize we've just created a
$6,000 addition to the nation's money supply here on the books of Bank
A. Next we want to trace what happens when this $6,000 in newly
created deposits get transferred by check along with an equal amount of
reserves to another bank. That step will point us toward an important
basic principle.

H:

You're right, we are on the trail of an important basic principle about
the banking system and its money creating ability. And we will
illustrate that by bringing into the picture a couple more banks and
their balance sheets. That way we can show how the interaction among a
bunch of banks gets results that no one bank can accomplish by itself.

So here on the board are two bank balance sheets: the first one I'll
call Bank X, and this is the bank where the patent attorney has her
accounts. Professor H. gave his $6,000 check drawn on Bank A to the
patent attorney. She deposits the check in Bank X. When that check
gets collected from you, Banker A, what happens to your books?
N:

That's easy (Slide 2-3 (E))! I lose $6,000 in reserves to Bank X and I
reduce Professor H.'s demand account by $6,000.

H:

Now let's see the results of that transfer at Bank X. In this scenario
we'll simplify our accounting by showing just the changes to the
accounts, [demonstrate (Figure 2-5 (A))] Reserves go up by $6,000 and
deposits go up by $6,000. But only $1,200 of the $6,000 in newly
transferred reserves are required reserves for the $6,000 in newly
transferred deposits. Bank X therefore has gained $4,800 in excess
reserves (Figure 2-5 (B)). So let me divide that $6,000 of reserves
into two chunks: $1,200 required and $4,800 excess. Additions to my
excess reserves, now, opens the door to a second round of money
creation. You now know the process: Bank X adds a $4,800 loan note
and gives its customer a new deposit money balance of $4,800
(Figure 2-5 (C)).

N:

Hey, wait a minute. The books of Bank X now show a total of $10,800
added to the money supply. That's made up of the $6,000 I initially
created at Bank A plus the $4,800 you just created at Bank X. I'm
puzzled, because total reserves in the banking system have not changed,
they just got shuffled around: your Bank X gained $6,000 in reserves,
but my Bank A lost that $6,000. Yet somehow, between us we've created
more than $10,000 in new deposit money--all of that feeding off my
original $6,000 in excess reserves. But when they were at Bank A, I
used them all up at the time I created that $6,000 of new deposit money
in Professor H.'s account.

H:

Ah, but that's the chemistry when two or more banks interact and it
happens because equal amounts of deposits and reserves are transferredbut required reserves are only a fraction of the transferred reserves!
Thus, new "excess reserves" appear automatically whenever an equal
amount of reserves and deposits are transferred from the books of one
bank to those of another bank. That is because required reserves need
be only a fraction of deposits. Let's carry that one more step.

Suppose my borrower at Bank X writes a check for $4,800 which is then
deposited in Bank (Y) . [demonstrate (Figure 2-5 (D))] That means $4,800
in reserves along with $4,800 in deposits are transferred to Bank (Y) .
What has happened to Bank Y's excess reserves?

(Answer: up 80% of

$4,800 or $3,840.) (Figure 2-5 (E)) Notice that the amount of new
excess reserves shrinks a little at each step, [writes on boards:
$6,000 + $4,800 + $3,840 + ... = $30,000 (Figure 2-6)] Therefore, you
imagine the process carried on until the last cent in excess reserves
is loaned, the arithmetic of a 20 percent reserve ratio will show you
that a total of $30,000 in new deposit money can be created by the
banking system on the basis of an initial $6,000 addition to reserves
of the banking system.
N:

In other words the banking system as a whole can do what I
unsuccessfully tried to do in my first transaction as Banker A--in the
case where the reserve-to-deposit multiplier is five, the banking
system can turn $6,000 in new reserves into $30,000 in new deposit
money.

H:

Exactly. That is the basic principle: the banking system as a whole
can do what the individual by bank itself cannot: namely it can extend
the creation of new deposit money to the full multiple of reserves
permitted by the legal required reserve ratio.

N:

And that's the story of the mechanics of money creation.

Ill
HOW THE FEDERAL RESERVE ACCOMPLISHES
MONETARY CONTROL
N:

Well, at this point we've made an important transition. We've moved
from examining individual bank behavior to considering the banking
system as a whole. Suppose you add up all the checking account
balances, add up all the reserves held by depository institutions, and
write those numbers down on a single aggregate balance sheet. Then
what we'll be looking at is total cash reserves of the banking system,
total deposit money balances held by the public and so on. Those
aggregate numbers will be our focus from now on.
Monetary control is the task of attaining or inducing some chosen
level or path for the total amount of money balances in the economy.
Monetary control is thus the operating or tactical side of monetary
policymaking. Monetary policymaking has to start with a clear
understanding of the goals to be achieved as well as conditions in the
economy--what conditions are today and where they're headed. Then
policymakers decide what money supply growth is called for. Review the
"actors" involved in making monetary policy for us, please.

H:

Here's a capsule picture of how the Federal Reserve handles the (Slide
3-1) job: (1) First, remember that the Federal Reserve is a "federal"
system and decisions are the result of input from the 12 regional
Reserve Banks and the Board of Governors in Washington. The key
policymaking group is the Federal Open Market Committee, or FOMC,
comprised of the seven members of the Board of Governors and five of
the twelve Reserve Bank presidents. The president of the New York
Reserve Bank always serves and is the vice chairman of the FOMC. The
other Reserve Bank presidents rotate serving in the remaining four FOMC
slots.
The FOMC, mindful of the basic "goals" of monetary policy (which
we reviewed earlier), sets targets for monetary growth for the year on
the premise that given levels of monetary growth can be generally
correlated with certain price performance and growth levels in the
economy (Slide 3-2). This monetary growth plan is called the
"intermediate target" for monetary growth and is reported to Congress.

Subsequently, the FOMC meets roughly every 6-8 weeks to reassess
conditions in the economy and to reappraise the progress toward the
intermediate target (they also meet to conduct a mid-year reassessment
of the one-year target itself). At the conclusion of their meetings
they prepare and vote upon a "directive" that comprises a general
blueprint for monetary growth for the interim 6-8 week period until the
next FOMC meeting. The directive, containing guidelines about easing
or firming reserve positions, is "directed" to the open market trading
desk of the New York Federal Reserve Bank which implements the
directive in the interim period. A recent "directive" is depicted in
this visual (Slide 3-3). Note the references to reserve positions.
Given a target path for money chosen by the FOMC. the practical
question for monetary control is how do you get there? How do you
influence the overall amount of money and financial asset creation that
goes on at all these thousands of individual banks in order to reach
the chosen targets? Well, the procedure for getting there--that is,
the mechanics of monetary control--is in essence the mechanics of the
Reserve-O-meter. You can think of Professor H.'s gadget as a model of
reserve-to-deposit relationships for the banking system as a whole as
well as that of an individual bank. Just read the scales in billions
of dollars. On the basis of the connections in that model consider the
following procedure: first, fix the required reserve ratio; second,
fix the amount of total reserves the banking system has available. If
you can accomplish those two things, you would then have determined the
maximum amount of deposit money the banking system could create. It
might create less, but it couldn't (without running into violations of
the law) create more.
Fact 1: Required reserve ratios are fixed by law. They now
average about 10 percent. And, Fact 2: The Federal Reserve can,
within fairly close limits, determine the amount of reserves the
banking system has on its books.
How does the Fed control total bank reserves? It does that by
buying or selling government securities in the securities markets, as
we will show you, and payment for these securities directly changes
total reserves of the banking system. Federal Reserve actions to buy
and sell government securities are called "open market operations" and

through them the Federal Reserve can adjust the amount of reserves in
the banking system roughly to the levels it wants. Earlier you
witnessed money being created at a bank. Now you're about to see how
"open market operations" can create bank reserves.
N:

You are now in the Securities Trading Room on the eighth floor of the
Federal Reserve Bank of New York and I am one of ten Security Traders
who handle the actual buying and selling. You are looking at a
moderate size room full of desks with sophisticated direct telephone
hookups with 36 major securities dealers, most in the New York area.
These dealers have business arrangements with other banks, dealers,
investors across the country and overseas as well. From the windows in
this room we look out on the Wall Street district. This is the center
of the nation's financial markets.
It's 11:30 a.m. in New York. We of the staff of the Open Market
Trading Room met earlier to decide on a game plan for the day. Our
plan is based on the policy directive issued to us by the Federal Open
Market Committee. We've decided the banking system needs about
$2 billion added to its reserves to support the money growth needed
over the next four weeks.
Today, we're going to ask the 36 dealers for prices on sales of
securities to the Fed. Our game plan is to purchase about $1 billion
in securities and thereby add about $1 billion in reserves to the
banking system, or about half the total we feel will be needed over the
next four weeks.
For my part in rounding up quotes, I've been assigned three
securities brokers for today's call and one of them is that eminent
firm of Hammill-Sacks, Ltd. I will now press a button on my desk to
connect me with their chief trader.

H:

Hello, Hammill-Sacks, Ltd., Low-Bid Hammill speaking.

N:

Hello, Low-Bid Hammill. This is the Fed calling and we want some
figures from you today on 6-month Treasury bills. How much will you
sell. and at what price?

H:

Well, I'll tell you what, the way I read this market, we'll sell $100
million at--just a minute (aside: Let's see, earlier this morning I
sold those six month T-bills for 96 3/4. But the supply of those
securities in the market is getting lower and if the Fed is buying it

will become more costly for me to replace inventory in my firm. Thus,
I'll probably have to bid a higher price to replace that inventory.
Therefore, I'm going to sell to the Fed only if I can get a higher
price for the securities I have now--)--hello, Fed? We'll sell you
$100 million--at a price of 97!
N:

Are those firm quotes?

H:

You bet, Fed man.

N:

Okay. I'll get back to you. [hangs up the phone] We have judged in
advance that we want to buy a total of about 1 billion in 6-month
T-bills today. Now the process begins of analyzing all the offerings
from dealers that have been assembled by all the Fed traders during
past half hour or so. We systematically go through the offerings to
sort them in order, from the lowest asking price to the highest,
entering them on a large speadsheet. The lowest selling price today is
96. That means they're asking $96,000 for a Treasury bill that can be
redeemed for $100,000 when it comes due October 15. Offerings will be
accepted starting with the lowest price and continuing until the total
of $1 billion has been awarded. That procedure ensures that the Fed
will pay the least amount to achieve its plan.
It turns out today that the highest price we need to accept is
97. So, the offering from Hammill-Sacks just qualifies at the high end
of the range of those we'll accept. I'll call Low-Bid Hammill now to
tell him the news.
Okay, Low-Bid Hammill, we'll buy the $100 million at 97. Just
deliver them to our Securities Department and we'll have a check
waiting for you ($97 million).

H:

Very good. I'll see you shortly.

N:

Thank you. We'll see you. While he's on his way over, I'll just write
out this check for $97 million for him.

H:

Hi there Fed man--Here's that $100 million in 6-month bills you just
bought.

N:

You sure got here quick. Someone must have left the back door open.
Here's your check for $97 million. I'll take the Treasury bills. That
does it from the Desk, so thank you and good-bye.

H:

I want you folks to notice that when the Fed writes a check that's
different from you or me or a bank writing a check. When the Fed
writes a check it actually creates new bank reserves, as well as an

equal amount of deposit money. Watch how it works. I take this check
I just got from the Fed and deposit it in the Hammill-Sacks account
here at Bank X. My deposit balance goes up by $97 million, and when
Bank X sends this check to the Fed, Bank X gets a credit for $97
million to its reserve account on the books of the Fed and new excess
reserves have just been added to the banking system.
But that's part of what we set out to show you--when the Fed writes a
check to buy a security, it adds to the total reserves of the banking
system. At the moment all of that $97 million is at Bank X
(Figure 3-5). But those reserves are quickly spread throughout the
financial system.
That's right. Hammill-Sacks replaces its security inventory by buying
securities from sellers who have accounts at other banks, or pays its
customers in other towns who have supplied part of the securities that
were sold. That'll spread our $97 million around pretty quickly and
raises the level of reserves for banks generally.
And when the Fed sells securities out of its portfolio exactly the
reverse happens. Say that the Fed had sold $150 million in securities
to Hammill-Sacks.
In that case we write a check on our Hammill-Sacks account at Bank X
[demonstrate (Figure 3-6)] and give it to the New York Fed. When the
Fed collects it from Bank X it simply reduces the Bank X reserve
account by $150 million.
So that's the bottom line: Through open market operations, the Federal
Reserve can increase or reduce the level of reserves in the banking
system, pretty much at its discretion. Okay, now that you know how
open market operations work, let's go back to the mechanics of ReserveO-meter and sum up the procedures for monetary control in four steps.
This is the general idea, omitting some technical details
(Figure 3-4 (F)).
(1) At FOMC: The policymakers choose a target range for
money--call that a strategic target. Suppose the target midpoint for
the money supply four weeks from now is $700 billion (Figure 3-7).
(2) At the Open Market Trading Desk: That target level for money
is translated into a computed level of reserves--the amount of reserves
that would be needed to support the demand deposit component of the

target money supply. That means we have to estimate how much of that
money stock amount the public will want to hold in the form of
currency. Suppose that to be $180 billion. Our target level for
deposit money then would be $520 billion. So, as we can read off the
Reserve-O-meter (Figure 3-4 (B)), with a 10 percent reserve-to-deposit
ratio, the amount of reserves that would be needed is $52 billion. To
that we have to add a few percent to allow for normal margins of excess
reserve holdings by bankers. If we expect bankers to hold $1 billion
in excess reserves, then our target for reserves will be $53 billion.
Some small amount of those needed reserves will be supplied in the form
of bank borrowing from the Fed's Discount Window. And that amount,
assume it to be $3 billion will need to be taken into account in
setting open market operations, which implies a "nonborrowed" reserve
target of $50 billion.
(3) The $50 billion level of nonborrowed reserves thus projected
to be needed four weeks from now is, in effect, an operating target or
operating guide for the Open Market Trading Desk (Slide 3-8). Under
that guideline, for example, if the actual amount of nonborrowed
reserves reported on the aggregate balance sheet for the banking system
during a week were to fall short of the target path, that occurrence
will signal to the N.Y. Desk that it should step up its buying of
securities in the open market.
(4) The final step after the Desk has bought or sold securities
is for the banking system to adjust to the changes in reserves the Fed
has engineered. That adjustment proceeds via banks and their customers
either creating new deposit money balances if the Fed has pumped in new
reserves, or extinguishing old deposit money if the Fed has pulled out
some reserves. The real action, of course, takes place at the
individual bank level, driven by the profit incentives and using the
money creation process we described earlier. If all these steps work
properly, the actual level of total money supply will adjust itself in
the direction of the target level.
In practice, monetary control has many more wrinkles to it than
we've described. But that will give you a basic idea of the way
monetary control is handled by the Fed.

H:

Now, let's note the interest rate effects of monetary control actions,
a topic we've pretty much avoided to this point. In fact, the interest
rate story is the one that gets most attention by the press whenever
the FOMC meets (Slide 3-9). Open market actions in any significant
volume will influence market interest rates. We hinted at that in our
scenario with Hammill- Sacks. Rates of return (i.e.. rates of interest)
on these securities move in the opposite direction to the price the
security sells for in the market. When during the course of the day I
raised my price from 96 3/4 to 97 on those securities, I was acting in
a way consistent with a decline in market interest rates.

N:

And that's what we would tend to expect--action by the Fed to add
reserves to the banking system goes hand-in-hand with the occurrence of
lower interest rates, both are part of what we think of as "easing
monetary conditions."
That doesn't mean, though, that the Fed can produce arbitrarily
lower levels of market interest rates as a policy goal. It's true that
lower market rates are the likely direct, short-term result of action
by the Fed to pump reserves into the banking system. But there's
another channel at work in forming interest rates, namely, changing
expectations about inflation. In other words, when people note the
Fed's expansionary reserve-supplying policy, they begin to worry about
the resulting increased potential for inflation and, in response, the
market tends to build an inflation premium on top of the more
fundamental real market interest rate. With changes in inflationary
expectations brought into the picture, the nominal rate we see in the
market is likely to move upward, not downward in response to Federal
Reserve expansionary policy. If you look at the postwar record, you'll
find that when money growth accelerates for a period of 2 to 3 years or
more, market interest rates do not decline, but generally mover higher
(Chart/
Slide 3-10). Careful studies in fact do not detect downward rate
responses even in very short run periods of time (e.g., money market
reactions to money supply announcements).

H:

An example of the inflationary expectations, or more accurately, the
easing of inflationary expectations, is noted as explaining, in large
part, the phenomenon of a "flat yield curve" which we saw a few years

ago, where short-term rates and long-term rates are essentially the
same. It's explained this way: the Fed adopts a firm policy stance
which plays out in firming (higher) short-term rates. Actors in the
credit markets, noting the Fed's inflation-fighting resolve, are less
concerned about future inflation and thus willing to accept a lower
long-term rate of return on their investments. The result is generally
lower long-term market interest rates, and ultimately, receding rates
for all maturities.
So, there you have a review of: the goals of monetary policy and who
is involved in setting goals; the mechanics of money creation and how
banks are involved in the process; and finally, how the monetary
authority, the Federal Reserve, goes about influencing the money
creation process in order to achieve the overall goals set for monetary
policy.

IV
THE MACROECONOMY: HOW IT WORKS AND HOW IT IS
AFFECTED BY FISCAL POLICY

H:

Fiscal policy is one of the two major macroeconomic policy tools
available to the federal government, the other being monetary policy,
to influence the general spending behavior of the private sectors of
the economy. The Federal Reserve controls monetary policy which works
through the money supply and interest rates; Congress and the President
control fiscal policy which works through the Federal budget, taxes,
and government spending. Either macropolicy can be used to encourage
or discourage the level of the private spending. But to really grasp
how fiscal policy plays out, we need to better understand what makes up
the macroeconomy. Macroeconomists define four components of our
economy called "sectors." Taken together these four sectors reflect
all activity in our overall or macroeconomy. Clarence will now
describe these sectors and how they together portray the broad workings
of the U.S. economy.

N:

As background to discuss fiscal policy, we'll take a few minutes to
introduce the National Income and Product Accounts and a simple
aggregate model of the macroeconomy. The guiding idea in the National
Income Accounts and in macroeconomic models, as well, is to group
everything into a small number of economic sectors and to account for
all the production, income, and spending among the various sectors or
groups in the economy. This slide shows the official set of accounts
for recent years and quarters. The data is prepared and published by
the U.S. Department of Commerce, updated each quarter. A copy of this
table is included in your class materials as Exhibit 1-1. The top
portion of this table identifies the aggregate sectors into which the
economy is grouped and shows how many dollars each sector spends on the
output of the economy.

(1) First is the household sector. Its total

spending appears on line 2, labelled Personal Consumption Expenditures.
Consumption spending amounted to $3,743 billion in 1990.

H writes sector totals on board.
(2) Second is the business sector, whose spending on line 6 is called
Gross Private Domestic Investment, which amounted to 803 billion in
1990.

(3) Third is the Government sector: government purchases of

goods and services are shown on line 17: 1,043 billion in 1990. (4)
Final sector is the foreign sector: line 15 shows exports, the dollar
amount foreigners purchased from the U.S. business sector (550 billion
in 1990) and line 16 shows what we buy from them, namely our imports
(625 billion in 1990) for a net trade balance of minus 75 billion.
H: Adds up spending, subtracts imports, show how you get GDP at 5,514
billion. O.K., add these up--what is this? Total output of our
economy: $5,514 billion--$5.5 billion--Gross Domestic Product!
N:

Detailed breakdowns of these spending amounts are available and
published by the Department of Commerce. But the four sets of figures
we've just cited give us a complete measure of the total output or
product of the U.S. economy as we just explained,

o

The bottom portion of the table focuses on the income side of these
macro sector accounts. For example, compensation of employees (line
31) was 3,290 billion in 1990, and as such comprises the major share of
household sector income. Household sector income also includes
royalties, interest, and business profits, since the Household sector
under National Income Accounting owns the business sector.

H:

All the dollar spending and income flows of these sectors is
interconnected. That's because any one sector's spending is another
sector's income. This macro economic model is simply a way of defining
how the flows are interconnected. This slide pictures one such model
connecting the four sector and showing how they interrelate:

N:

o Look first at the household sectors --most of its income comes as
payments from the business sector in the form of wages, dividends and
profits, etc. (the lower blue flow), but some of it comes from the
government sector in the form of transfer payments--social security,
unemployment compensation, welfare payments, etc.--and in the form of
interest on government debt held by the household sector (the lighter
green flow). On the spending side, the amount of money that households
have left over after paying taxes and other fees to government is
called "disposable income" in the accounts (the upper blue flow). Most

of this disposable income is paid out to the business sector as
"personal consumption spending." Any of the household sector income in
a particular year or quarter not spent is called "personal saving" in
the NIPA. The width of the flows in this diagram is proportional to
actual 1990 dollar figures.
o The business sector produces all of the consumption goods households
buy and all of the other domestic output of product and services. The
business sector's total revenues, called "final sales," is more or less
the same thing as GDP.
[By the way, GDP accounts include only newly produced goods, nothing
used or second hand that may be bought. Buying a new car counts,
buying used does not.]
In addition to what the business sector sells to households, it sells
some of its product to government, some to foreigners as exports, and
some to itself. The latter is shown as the blue loop of dollar flows
on the left. What business sells to itself in the NIPA is capital
goods, and the amount of such purchases is called "gross private
domestic investment."

Business sell many more dollars worth of stuff

to one another but most of that is goods in process--for example the
beef or hamburger that Burger King buys. So to avoid double counting,
only the value of the final product sold to the consuming sector is
counted--for example the Whopper when it's served in its wrapper on a
tray. Capital goods are a kind of final product from the point of view
of the business sector.
Business of course pays out some of its income as taxes and other fees
to government (this darker green flow) and pays out the remainder
ultimately to households as profits, wages, rents, interest (the lower
blue flow), which brings us around to where we began with the consumer
sector.
o Government sector gets its income as taxes and fees (the darker green
line flowing from the business and household sectors). Government
sector's dollar outflows (the lighter green lines) go to the business
sector for purchases of goods and services or to the household sector
as transfer payments we described earlier, and as net interest payments
on its debt outstanding.

o The foreign sector receives dollars in the amounts of our imports
(the lighter orange line) and returns some or all of these dollars to
us by buying our exports (the darker orange line).
H:

The household sector "always" spends less than it receives as personal
income, so it "always" has some flow of personal savings that can be
loaned or invested in other sectors who come up short of dollars,
o One such sector is the business sector, which "always" spends more in
total than it takes in in the form of revenue from its sales.
o The government sector and the foreign sector can be either a net user
or a net supplier of dollar funds and they have historically shifted
from being dollar deficit to being dollar surplus sectors. In recent
years, however, as I'll describe later, the U. S. government has
regularly run a deficit that has forced it to borrow dollars every
year, while the foreign sector has been accumulating dollars every year
because our trade account in goods and services has regularly run a
deficit, which means that we buy more from abroad than we sell, so they
end up with dollar balances which they can use to buy U.S. assets or
loan back to us.

N:

At this point we'd like to run through some accounting for these four
sectors using the 1990 data we referred to in the NIPA tables earlier,
o In this overlay are the spending amounts we looked at: consumption
spending, gross investment spending by businesses, government purchases
and foreign sector spending on U.S.-produced goods and services, and a
recap of the fact if you add up these sector spending amounts and
subtract out the amount of imports, you get total U.S. GDP for 1990,
the 5,514 billion GDP figure.

H:

Don't these numbers give us some indication of importance of the
sectors in our economy?
N:
In a sense, yes. The household sector spends twice as much on final
product as the business and government sector combined--why ours is
often referred to as a "consumer economy" or "consumer driven." The
foreign sector is still relatively small, though has been growing much
more important in recent decades than in the early postwar years.
Next we will show another way these four sectors tie together by figuring out
the net budget balance for each sector--subtract spending from
receipts.

o Accounting for the household sector financial net balance is fairly
simple as shown by this step: 4,680 billion personal income in 1990
less 621 billion in tax and fee payments to government left 4,059
billion in disposable income. That amount is greater than consumption
spending by 206 billion, which is by definition, the amount of personal
savings by the household sector for 1990.
o Business sector balance, shown by this next overlay, starts with
gross revenues of 5,514 billion from final sales. Deducting 4,538
billion in cost of production (which includes wages, depreciation,
rent, and interest payments) left 1,129 in pre-tax profits. After
taxes, a net profit of 67 billion was left. That 67 billion was the
amount of earned funds available to pay for capital spending, and since
depreciation has already been deducted in coming up with that figure,
the 67 billion available cash needs to be compared with net private
investment, not the 803 billion gross private investment shown in the
top line. To get net private investment, we subtract depreciation of
595 billion from gross investment and that step gives us a figure of
208 billion (the amount of new physical capital the economy has added
over and above replacing what wore out). The bottom line here is that
business had only 67 billion dollars available from its 1990 earnings
to pay for the 208 billion in capital expansion it undertook in 1990,
so the business sector fell 141 billion short of its need for cash,
o The government sector as a whole took in 1,697 billion in 1990 from
its power to tax and regulate. It paid out 685 billion in transfer
payments and another 109 billion in other payments (mostly interest
payments), leaving it with 903 billion in cash to cover its 1,043
billion in purchases of goods and services from the business sector.
In other words government ran a budget deficit of 140 billion,
o Finally, accounting for the foreign sector is simple: in 1990 it got
625 billion dollars for what it sold us and spent 550 billion dollars
on what it bought from us, leaving a net addition to its dollar
holdings of 75 billion--the amount of our trade deficit.
Notice something about the amounts of these two surplus and two deficit
financial balances? Answer: They add up algebraically to zero.
[+206 HH/ -141 Bus./ -140 Govt./ +75 For.] That's where the financial
sector (of which you folks are a part) comes in. You help channel

dollars from the net savers (household and foreign sectors) to the net
borrowers (business and government sectors). Key function: channel
savings to highest and best use, as reflected by interest rates.
N:

With that model of the macro economy in mind let's briefly describe
fiscal policy and how it is supposed to work; then look at some recent
history. We'll start by defining the concepts of fiscal stimulus and
fiscal drag. We measure this in terms of the Federal budget deficit:
Budget deficit = G - T
[Jim writes on blackboard] where G is federal government spending and T
is federal tax and other revenue. That quantity can be positive, zero,
or negative. If it's zero, the budget is in balance and government
debt is neither increased or decreased. If the budget deficit is
positive, meaning the federal government is spending more than it is
taking in in taxes, that is a condition of fiscal stimulus. A negative
deficit means, of course, the government is running a budget surplus.
That situation is one of fiscal drag, in which the government siphons
off dollars from that circulating flow.

Now let's define fiscal policy. Fiscal policy is the deliberate engineering
of a fiscal stimulus to stimulate a lagging economy, or of fiscal drag
to slow down an overheated economy.
H:

Congress and the Administration could achieve greater fiscal stimulus,
for example, by reducing taxes with no change in spending, or by
increasing spending with no change in taxes, or by a combination of
both tax and spending changes. I'll give you some historical examples
later, but first, Clarence, tell us how fiscal policy is supposed to
work.

N:

How is fiscal policy supposed to work? Suppose the economy represented
by our macro model is in a deep slump with lots of idle resources.
These payment flows are still going on but at a lower than desired
level. If the federal government were to increase G and not change T,
then the business sector will experience an increase in orders, begin
some hiring and production overall will increase.
There's an effect called the multiplier effect through which the
initial amount of tax cut or spending increase could theoretically end
up causing an increase in GDP and personal income several times that
amount. The reason is that the initial increase in sales by businesses

directly resulting from the fiscal stimulus will cause them to hire
more workers to expand production to rebuild inventories which
increases income received by households.
o Households, in turn, finding that their disposable income has
increased, will save some fraction of the increase, but will spend,
characteristically, 80 to 90 percent of the increase. You can consider
that step-up in household spending as a "second-round" addition to the
original increase in government spending. In turn, the "second-round"
increase theoretically will lead to a somewhat smaller "third-round"
increase in the circulating flow of spending and income, and so on, as
the economy experiences a diminishing series of additional rounds. The
reason this effect diminishes is that at each round some share of the
increased household income get siphoned off as savings--there's a
mathematical similarity here to the reserve-to-deposit multiplier
process we discussed earlier. Theoretically, when all the rounds have
been played out, total final sales of the business sector could be
several times the original fiscal stimulus amount: 100 billion in
government spending increase might get you 600 or 700 billion increase
in the economy's total output--through the multiplier effect. So
that's how fiscal policy, on the stimulus side, is ideally supposed to
work.
Now we're going to describe two conditions that would substantially interfere
with such a text-book Keynesian result. The first condition is
"overheating." Consider what would be the effect of increased fiscal
stimulus if there were not a lot of idle resources lying around, not a
lot of unemployed workers and not a bunch of unused plant and
equipment?
Answer: the increased demand for final product might result in
significant prices increases. In the extreme prices could increase so
much that the increased flow of dollar payments could be absorbed
entirely by price, with no effective increase in physical quantity of
sales, or production. And similarly on the labor market side where
increased payments could be absorbed by wage rate increases, with
little or no additions to hiring. That's exactly the situation we
talked about first thing this morning when we discussed goals of
monetary policy: total spending can be analyzed as the product of an

average price and a quantity of output: if it's the price component
that shows most of the action in response to fiscal stimulus, then
"real output" or quantity response can be small. So the bottom line
here is that fiscal policy stimulus can only be applied successfully in
limited circumstances,
second potential impediment to successful application of a deliberate
policy of fiscal stimulus falls under the heading of "crowding out."
To understand this situation we merely have to look back at the dollar
flows in our simple macro model, and ask the question: "what happens to
the balance of flows when the federal government creates a fiscal
stimulus by increasing its budget deficit?"
Answer: when the government increases its budget deficit it has to
borrow dollars to make up the G - T gap. Its net financial flows must
balance at zero. So government has to increase the amount of bonds or
other debt outstanding. That implies, if you recall what Hammill-Sacks
told us, that the market effect of expanding the supply of securities
will be a general decline in the price of securities-- in other words,
higher interest rates. That means higher interest rates to all
borrowers, not just the government. We know, or have reason to
believe, that the government is nowhere near as "sensitive" to interest
rate levels as is the business sector. So, if we are in a period when
business is seeking actively to borrow in the bond or other debt
markets to finance major capital spending plans, many potential private
expansion projects would be dropped or postponed when (real) interest
rates rise significantly. In short, private investment gets "crowded
out" and the fiscal stimulus effect of the government's policy may be
more than offset by loss of private sector expansion.

V. History of Fiscal Policy

H:

In recent years especially, the continuing large federal deficits,
hence fiscal stimulus, has in general not been the result of deliberate
choice of fiscal policy to stimulate the economy. But as you are aware
from recent political news, the Clinton budget program does
specifically include overt fiscal policy measures--a short-term fiscal
stimulus package intended to speed up the slow recovery from the
recession, followed by a longer term policy program of shrinking
federal deficits. The short-term program, as you know, ran into some
difficulty in Congress and the long-term deficit-reduction program
seems headed for modification. Earlier in the post World War II
period, when the Federal budget routinely swung from deficit to surplus
in response to business cycle swings from recession to boom, it was
easier to identify and distinguish the deliberate use of fiscal
stimulus or fiscal drag to influence the performance of the
macroeconomy--in other words, fiscal policy in the textbook sense.
We'd like to review postwar budget experience for the U.S.,
carrying it up to some current issues.

First let's review the record. The net budget surplus or deficit is shown
here on this slide. The zero line represents a balanced budget. When
the plotted line goes above zero, it reflects a budget surplus. When
the line goes below zero we have a budget deficit. As you can see, for
the period 1950 to 1952, the budget was in surplus. Between 1952 and
1955 deficits were incurred, which were largely the result of
escalating government spending associated with the Korean War. For the
next couple of years the budget surplus resumed until 1958 when the
depressive effects of a recession and a major steel strike hit the
budget from two sides:

(1) it reduced government tax revenues because

household and business income was dropping, and (2) it increased
government outlays because larger expenditures were required on "income
maintenance" programs such as unemployment compensation and welfare
payments.

Those episodes of surplus followed by deficit weren't so much a deliberate
policy action to restrain or stimulate the economy, as they were the
result of swings in business cycles. But they illustrate that the
federal fiscal system with progressive income tax rates and with
programs that tend to maintain levels of household income will work to
smooth the business cycle--they act as so-called "automatic
stabilizers."

For example, the fact that recessions such as the one in

1958 causes tax revenues to drop and also causes some government
program expenditures to rise, helps to ease the downward spiral effect
of recessions on consumer spending.
Deliberate stimulative fiscal policy, however, would push beyond the effect
of
built-in automatic stabilizers. A good example occurred in 1962 when a
conscious decision was made by President Kennedy at the urging of his
advisor, economist Walter Heller, that taxes be cut in order to
encourage more spending by consumers with the expectation this would
help move the economy out of recession. Congress agreed and
implemented what has come to be regarded as a classic example of
fiscal-policy-generated stimulus for the macroeconomy. The results
were largely favorable, not only bringing the economy out of recession,
but also bringing the budget back to balance, on average, through 1966.
In that year, however, the beginning effects of the Vietnam War were
materializing. The initial fiscal policy response was, in effect, to
endorse deficits when President Johnson proposed, and Congress
accepted, a "guns and butter" budget to cover both the war and the
Great Society programs. In 1968, deepening deficits and growing
inflation worries prompted a fiscal policy response in the form of a
tax increase (accomplished as an income tax surtax) that brought the
U.S. budget into surplus from 1969 to 1970. As the U.S. entered the
1970s, however, the burgeoning costs of the Vietnam War plus growing
costs of Great Society programs resulted in a deepening deficit. A
winding down of the war and attendant government spending in 1973 and
1974 brought the deficit back toward zero.
By 1975, though, the oil price shock of 1973-74 had triggered a recession and
drove the federal deficit dramatically deeper as you can see from this
chart. Over the next few years, recovery from recession reduced the

deficit in a pattern similar to previous experiences even though the
absolute size of the numbers was greater.
The 1980s, however, heralded a new and unprecedented era of deficit spending
that was the product of a cut in federal tax rates and a step up in defense
spending by the Reagan administration. That action was not announced as an
intentional stimulative fiscal policy in the classic sense of the earlier
episodes we described. Rather, the plan was undertaken to address conditions
of high inflation and low productivity besetting our economy. The plan was a
follows:
o Tax rates were to be lowered, thus enhancing business opportunities,
o This, in turn, would attract lots of investments and savings,
o Non-defense spending was to be curtailed sharply,
o Defense spending was to increase.
o The enhanced savings would offset declines in tax revenues and thus
the rate of private investment would not diminish.
Those opposing the plan offered warnings:
o Non-defense government spending reductions of any significance would
be hard to achieve.
o Lowered tax revenues plus new defense spending plus continued
domestic programs spending mean big federal budget deficits,
o Big deficits mean likely "crowding out" of private sector borrowers
because of government borrowing: thus, private investment will be
curtailed.
o "Crowding out" likely means high "real" interest rates spreading
across the total economy.
o The ultimate result of the tax cut will be no higher levels of
investment but, instead, higher levels of consumption and higher
interest rates. Thus, lower taxes will be offset by higher interest
rates.
So what happened and what has been long-term effect on the economy? Clearly,
the deficit has increased dramatically (return to chart). But what happened
to investment? Did new investment improve our ability to repay debt in
future years, or will this large accumulation of debt be a burden on future
generations? To answer these questions, economists at the Federal Reserve
Bank of San Francisco developed a macroeconocomic simulation to measure the

effect of the Reagan fiscal policy. The program simulates the economy
excluding the effect of the Reagan fiscal strategy and comparing the
differences between the simulated performance of the economy and what
actually played out.
In the simulation, federal tax rates were held constant at 1980 values and
federal government spending was allowed to grow only as fast as estimated
growth in the economy's productive capacity. Monetary policy was held
constant.
Results of the simulation suggest that although taxes declined, real interest
rates increased as much as two percentage points for much of the 1980s
(chart 1).
The rates went up because of much higher levels of federal government
borrowing. The higher rates acted to reduce residential investment including
owner-occupied and rental housing. Investment in consumer durables declined
for the same reason. On the other hand, the change in tax rates for business
fixed investment (a decline from 13% to 1%) stimulated business investment
slightly, thus overcoming the effect of higher rates for that particular
sector. The net result of the impact on these three components was that the
total U.S. capital stock declined by $20 billion from 1981-1988. That
outcome could have been significantly worse except for the capital flow from
foreign investors to help finance our federal deficits and also maintain our
level of domestic investment as well as we did (chart 2). However, without
the hoped-for dramatic increase in capital investment, there was little
expansion in the ability of our economy to generate improved future
productivity to repay expanded debt burdens. Moreover, the burden of high
real interest rates continued into the early 1990s, adversely impacting
investment decisions (chart--real interest rates (bills)).
More specifically, what has happened to the savings rate and to the level of
investment in the United States?

In this chart (Net National Saving) we can see that with but a slight wiggle
upward in 1984-1985, the long-term trend in net private savings measured as a
percent of net national product) has been down. The same can be said of
state and local government savings, and of course, the federal government's
rate of negative saving has been accelerating in recent years.
With respect to net private investment, not only did the Reagan fiscal policy
fail to deliver significant new levels investment but, indeed, after a
cyclical surge in 1983-1984, the rate of investment has deteriorated to a
level significantly below the 1980-1981 level when the Reagan program was
launched (Net National Investment chart). Admittedly, part of the decline in
net private domestic investment is related to the cyclical downturn of the
U.S. economy since 1990. However, with the decline in net private domestic
investment, the reliance upon foreign capital inflows to finance our debt
plus investment has declined. From 1984 through 1988, $100 to $150 billion a
year flowed to our shores from abroad. The rate declined from 1989 to 1991
when net foreign investment turned positive for two quarters before resuming
the negative pattern of recent years.
Here is the key issue: what happened to long-term bond rates during the
period 1981-1982 when federal government saving plummeted (which is the same
as saying the deficit accelerated dramatically)?
This chart reflects real bond rates. Note how they accelerated in the U.S.
in the early 1980s, outstripping real long-term rates of other nations. The
conclusion is clear. With low domestic savings rates, in order to maintain
levels of private domestic investment while at the same time finance a
burgeoning federal deficit, interest rates increased, thereby attracting
foreign capital. Subsequently, in the period 1986-1990, domestic investment
declined markedly; with less demand pressure for U.S. investment, real bond
rates declined to the levels of rates in other countries and the deficit was
still financed. But at what price in terms of performance of the economy?
Was some of the decline in domestic investment the result of high real
interest rates in the period 1981-1985? I need not remind this audience that
investment decisions are difficult to make in high real interest rate
environment. To the extent investment decisions were canceled or postponed

because of rate considerations--those potential investments were "crowded
out" by the Reagan policy.
Finally, a word about current policy challenges. Federal deficits are
projected to increase or at best remain constant even with major deficitreduction action proposed by President Clinton. Moreover, as the economy
slowly emerges from the recession of 1991-1992, the cyclical-related need for
increased net private investment in this country will resurface, reflecting
new demands on the pool of domestic savings. A pool, incidentally, that has
not expanded, but declined in relative terms in the past decade. What's the
likely result? It could be a repeat of the early 1980s, including a reliance
on net foreign investment to finance the U.S. deficit and private investment
needs or a "crowding out" of private investments, or both. The apparent
unwillingness of 30-year government bond yields to decline in concert with
short-term rates, with the deflator, and with coincident economic indicators,
suggests a market apprehension about future crowding out, or inflation, or
both (Chart X).
Mr. Clinton's urgency in addressing the deficit is well placed; the deficit
is likely to pose increasingly difficult dilemmas for policymakers over the
next few years.
A final footnote. We hope the evidence persuades you of the value of
economic policies that are reasoned and long-term in their application.
Moreover, a disposition to coordinate monetary and fiscal policies can render
both more effective. The absence of such coordination can cripple the
ability of one or both policy tools to address full impact to the U.S.
economy. In the current environment, the monetary policy options are
severely constrained by the dominant presence of the deficits of past fiscal
policy decisions. For the future, if you don't deal with^deficit, you invite
high interest rates, low investment rates, and slow growth for the U.S.
economy.

