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Outline of Text Material

I.
Introduction

A.
This chapter takes an in-depth look at monetary and fiscal policy.

B.
First the authors examine time lags in monetary and fiscal policy.

C.
They then look at problems specific to monetary policy and other problems associated with fiscal policy.

II.
Time Lags Regarding Monetary and Fiscal Policy

A.
Stabilization Policy

1.
A stabilization policy is any macroeconomic policy designed to smooth fluctuations in output and employment and to keep the price level as stable as possible.

2.
A stabilization policy can be either monetary or fiscal policy.


TEACHING TIP: Here’s an alternative definition: The goal of stabilization policy is to reduce the magnitude and duration of business cycles.
3.
One of the main problems economic policymakers face is time lags.

a.
A time lag is a delay in the economy’s response to stabilization policies.

b.
It’s useful to discuss three kinds of lags: recognition lags, implementation lags, and response lags.

B.
Stabilization: “The Fool in the Shower”

1.
Milton Friedman uses this analogy to describe how policies can go wrong.

2.
Someone in the shower finds the water is too cold. They turn the hot water all the way up. Shortly the shower is too hot, so they turn the hot water all the way down. The shower becomes too cold, so they turn the hot up again.

3.
Economic policymakers have to be careful not to do the same thing to the economy. Sometimes it’s better to take no action rather than starting a policy that will really hit the economy after the economy has already begun to correct itself (Fig. 15.2 [28.2]).

C.
Recognition Lags

1.
The recognition lag is the time it takes for policy makers to recognize the existence of a boom or a slump.

2.
National income data is available only once a quarter. In addition, there are three different estimates of each quarter’s economic performance.

a.
The preliminary estimate is released about one month after the end of the quarter.

b.
The revised estimate is released about two months after the end of the quarter.

c.
The (so-called) final estimate is released about three months after the end of the quarter.

d.
Even the final estimate is subject to future revisions as more data becomes available.
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TOPIC FOR CLASS DISCUSSION:
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Divide the class into teams of about five students each. Ask each team to find some data on the preliminary, revised, and final estimates of GDP for a recent quarter. Have the teams present their findings and discuss the implications of the revisions for stabilization policy.
D.
Implementation Lags

1.
The implementation lag is the time it takes for policy makers to put the desired policy into effect once economists and policy makers recognize that the economy is in a boom or a slump.


TEACHING TIP: Taken together the recognition lag and the implementation lag are sometimes called the inside lag.
2.
Fiscal policy takes some time to start. There are 435 members of the House of Representatives, 100 members of the Senate, and one president. A majority of each house plus the president must agree there is a problem and then agree on what should be done about it. Members of Congress and the president are usually not well trained in economics and finance so it will probably take some time to educate them.

3.
Monetary policy is decided by the 12 voting members of the Federal Open Market Committee. Since this group is well-trained and experienced in economics, banking, and finance, they will usually reach an agreement quickly. (It also helps that there are only 12 instead of 536.)

4.
For all these reasons, the implementation lag for monetary policy is generally much shorter than for fiscal policy.

E.
Response Lags

1.
The response lag is the time it takes for the economy to adjust to a change in macroeconomic policy.  The response lag is created by the structure of the economy itself.

TEACHING TIP: The response lag is sometimes called the outside lag.
2.
Response Lags for Fiscal Policy

a.
The easiest way to understand response lags for fiscal policy is to simply think about the multiplier process.

b.
The multiplier exists because one group’s spending is another group’s income. Increases in income are not spent immediately because the timing of income and spending are different.

c.
It takes about a year for a change in fiscal policy to have its full effect on the economy.

3.
Response Lags for Monetary Policy

a.
Changes in monetary policy change interest rates. The change in interest rates causes changes in planned investment and consumption spending.

b.
It takes quite a while for planned investment to respond to interest rate changes.


TEACHING TIP: Remind students that investment means putting up new buildings and buying machines to put in those buildings. Investment projects require a lot of planning and analysis. Even after the project is started it may last several years.
c.
It takes about two years for a change in monetary policy to have its full effect on the economy.


TEACHING TIP: The text discusses Milton Friedman’s “fool-in-the-shower analogy” to show how difficult it is to steer an economy when there are policy lags. Here’s another amusing analogy for policy lags, which also originates with Friedman, that may also be used in class (another driving scenario!). 


Suppose you are driving a car with a special problem: When you turn the steering wheel, there is a five-minute lag before the car responds. Suppose also that you know there is a lag, but don’t know how long it is. What is likely to happen when you start to drive? As the car veers to one side, you will start to turn the wheel the other way. When the car doesn’t respond, you will turn the wheel more. Finally, the car will begin to respond to your initial effort, but then it will also respond to your further efforts and turn too sharply. You will, of course, begin to turn the wheel in the other direction, repeating the process once more. 


We can all imagine how unstable and dangerous it would be to drive such a car, and such are the perils in trying to steer the economy with fiscal and monetary policies. Students may object that eventually an intelligent person would learn to drive such a car, and so too should policy makers learn how to steer the economy. This is a valid point, and progress in understanding the economy can indeed lead to more intelligent steering. But what if the lags themselves keep changing? There is ample evidence that the length of decision lags and response lags are unstable, which means that we may never be able to understand the economy well enough to steer it 
accurately.

TEACHING TIP: Here’s a useful example to which many students can relate that helps them understand the different lags. Suppose someone is driving and notices a ball bounce into the road. What steps does the driver then go through? The person may anticipate that a child will chase the ball; the time it takes to do so is recognition lag. The person may then move his or her foot onto the brake pedal (implementation lag). But even if the person hit the brakes hard, the car would not stop instantly (response lag). You can then discuss how changing conditions (i.e., darkness, rain) can affect the durations of the lags. (You might even mention that under some circumstances accelerating would be a better strategy than braking.) A similar example would be a person feeling a headache coming on and taking some medication for it.
III.
Monetary Policy

A.
This section adds two elements of realism to monetary policy.

1.
In practice, the Fed targets interest rates.

2.
The specific interest rate target the Fed sets depends on the current state of the economy.

B.
Controlling the Interest Rate

1.
When the Fed engages in an open market purchase, the money supply increases. This causes the interest rate to fall. The amount of decrease in the interest rate depends on the slope of the money demand curve.

2.
This means the Fed has to make a choice. They can either target the quantity of money in circulation or they can target the interest rate.

3.
Since the Fed usually targets the interest rate, they must accept whatever quantity of money is needed to keep the interest rate at their target.

4.
The Federal Open Market Committee meets every six weeks and sets the current interest rate target.
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TOPIC FOR CLASS DISCUSSION:
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There have been a few times when the Fed has deliberately targeted monetary aggregates instead of interest rates. The most recent was the Volcker era at the Fed. Ask the class to discuss when it might not be appropriate to target interest rates. By this time they’ve studied expectations so they should be able to understand.
C.
The Fed’s Response to the State of the Economy

1.
The FOMC meets eight times a year. What are they trying to accomplish at these meetings?


TEACHING TIP: There’s a wealth of information about the FOMC at http://www.federalreserve.gov/FOMC/. 
2.
The Fed is likely to increase the money supply during times of low output and low inflation. The opposite is true in times of high output and high inflation. In the situation of a stagflation, the Fed must weigh output relative to inflation.

3.
The Fed tries to “lean against the wind.”


TEACHING TIP: There are dozens of phrases used to describe the Fed’s job. For example, the Fed is supposed to “take the punchbowl away just when the party is going good.” Mention a couple of these to lighten up the class a bit.
D.
Monetary Policy Since 1990

1.
The 1990-1991 Recession

a.
When the economy went into a recession in the second half of 1990 inflation seemed to be in check and the Fed began an expansionary policy.

b.
This was a clear example of “leaning against the wind.”


TEACHING TIP: Table 15.1 [28.1] is very useful.  For example you can calculate the real interest rate for each year included in the table.  If you do this for the years 1989 through 1993 you’ll discover the cause of the recession.  The Fed “leaned against the wind” to bring the economy out of the recession, but monetary policy leaned the other direction in 1989-1990, driving real interest rates to very high levels and causing the recession to fight inflation.


This is the recession that cost George H.W. Bush the 1992 election.  According to persistent rumors, former president Bush still doesn’t think very highly of Alan Greenspan because of this incident.
2.
1993-1994

a.
Worries about future increases in inflation led the Fed to begin a contractionary policy.

b.
This was an example of leaning against the wind quite far in advance. 

3.
1995–1997

a.
This seemed like the best of all possible economic times.

b.
The United States experienced high economic growth, low unemployment, low inflation, and a balanced government budget.

4.
1998–2000

a.
Concerns about the Southeast Asian financial crises led the Fed to lower rates, but in the middle of 1999 it became concerned about inflation and began to raise rates.

b.
The delicate task of the Fed in the middle of 2000 was to prevent the economy from overheating without at the same time causing a stock market crash and bringing the economy into a recession.


TEACHING TIP: This is a good opportunity to emphasize how international concerns influence policy. For example, in the period 1998–2000 while the Fed may have wanted to raise interest rates due to domestic concerns about inflation, doing so would probably have attracted foreign investment. That might have been expansionary, exactly the wrong direction. Students may wonder why that would be of great concern, so ask them to consider all the ways in which serious economic downturns in other countries could have negative repercussions for the United States.
5.
2001-2005
a.
The recession of 2001 lasted from March to November. It was caused by various factors including overinvestment during the “dot-com” boom, the stock market collapse, and the terrorist attacks of September 11, 2001.

b.
The Fed responded to these events with a policy that was probably the most expansionary in its history. The T-bill rate fell from 6.0 percent in 2000:IV to 1.9 percent in 2001:IV.

c.
The Fed could use a very expansionary policy because inflation had not been a problem for many years.

d.
Beginning in 2004 the Fed gradually increased the interest rate target by 25 basis points at each FOMC meeting.  By the end of 2005 the Treasury bill rate was up to about 4 percent.  However growth remained strong through 2004 and 2005.

E.
Inflation Targeting means the central bank announces a specific target for the inflation rate, usually for the next year.  They also announce the range of acceptable inflation rates.
1.
Inflation targeting would shift the concerns of the Fed away from unemployment and toward the price level.
2.
Former Fed chairman Alan Greenspan opposed inflation targeting.  Current chairman Ben Bernanke has advocated inflation targeting in his academic publications.  Whether he will follow his own advice as Fed chairman remains to be seen.

IV.
Fiscal Policy: Deficit Targeting

A.
Many debates about fiscal policy focus on the size of the federal government’s surplus or deficit.

1.
The government ran a budget surplus from 1998-2001.

2.
Between the early 1980s and 1998 the government ran large budget deficits.

3.
Beginning in 2002 the budget swung back into deficit.


TEACHING TIP: Students are not always clear about the difference between the deficit and the debt. A useful analogy to use is a student taking out loans for each of four years of college; how much debt is accumulated by the end of the four years?
4.
The Gramm-Rudman-Hollings (GRH) Bill (1986) set a target for reducing the federal deficit by a specific number of dollars each year. 

a.
If Congress passed a budget that exceeded the target for the deficit for that year, all government spending programs were cut by the appropriate proportion.

b.
The Supreme Court declared GRH unconstitutional. Congress passed another version that tried to fix the problems.

5.
In reality the deficit never came close to the target for any year. Targets were revised, the target date for a balanced budget was shifted into the future, and, in time, GRH was simply ignored.


TEACHING TIP: To relate this discussion to current events, students will be surprised to find that there is disagreement about the size of the budget surplus or deficit. Have them find recent newspaper articles referring to the numbers and use them to point out that most involve forecasts, which are built on assumptions. In the presidential election year of 2000 a central point of the political debate was what to do with the surplus, which can add a normative or policy dimension to the discussion.
6.
When former president Clinton took office, his initial goals implied a large increase in government spending.

a.
Clinton listened to his economic advisers (notably Robert Rubin) and gave up on his plans, instead focusing on reducing the deficit.

b.
The Omnibus Budget Reconciliation Act of 1993 was projected to reduce the deficit by $504.8 billi0n by 1998.

c.
The budget actually began to run a surplus starting in 1998. The surplus quickly grew so large there was talk of the national debt being completely paid off.

B.
The Effects of Spending Cuts on the Deficit

1.
To estimate the response of the deficit to changes in government spending, we need to decide how much a $1 change in government spending will change GDP and then see what happens to the deficit when GDP changes. The deficit response index (DRI) is the net change in the Federal government budget when GDP changes by $1.
a.
The deficit does not fall dollar for dollar with a decrease in government spending; it will fall by less. The reason, of course, is that the reduction in G will cause income to fall, reducing tax revenue.

b.
A spending cut larger than the desired deficit reduction is needed to reduce the deficit by any given amount.

2.
Suppose we want to reduce the deficit by $20 billion.

a.
A $1 billion reduction in government spending will reduce income by about $1.40 billion (with a multiplier of 1.4).

b.
With a deficit response index of -0.22 (based on U.S. data) the deficit rises by $0.22 billion for every $1 billion decrease in GDP.

c.
Suppose we cut government spending by $20 billion. This will reduce GDP by $20 x 1.4 = $28 billion. With a DRI of -0.22, the deficit will increase by -$28 x -0.22 = $6.2 billion. The net change in the deficit will be $20 billion - $6.2 billion = $13.8 billion reduction.


TEACHING TIP: If we want to reduce the deficit by $20 billion, we need to work backwards.
-$20 = ΔG + DRI x ΔY and ΔY = multiplier x ΔG. Therefore 
-$20 = ΔG + DRI x (multiplier x ΔG) = ΔG (1 + DRI x multiplier) and 
ΔG = -$20/(1 + DRI x multiplier). Remembering that DRI is negative, ΔG = -$20/[1 + (-0.22)(1.4)] = -$28.9 billion.
3.
Monetary Policy to the Rescue?

a.
Was Congress so poorly informed about macroeconomics that it would pass legislation like GRH that could not possibly work?

b.
If the Fed were to offset the effects of a decrease in government spending by increasing the money supply, the interest rate would fall and planned investment would be stimulated, offsetting the impact of the decrease in G. At the time GRH was passed this would have required a huge change in interest rates. 

C.
Economic Stability and Deficit Reduction

1.
Lowering the deficit by any given amount is likely to require a cut in government spending larger than that amount.

2.
Deficit targeting can also adversely affect the way the economy responds to a variety of stimuli.

a.
If a negative demand shock occurred and the deficit is not allowed to rise, the contraction in the economy will be larger than it would have been without deficit targeting.

b.
Deficit targeting is an automatic destabilizer. 

3.
Summary: The GRH legislation, the balanced-budget amendment, and similar deficit-targeting measures have some undesirable macroeconomic consequences. 


TEACHING TIP: The following is an exercise about evaluating the size of the deficit and the debt. Deficit and debt numbers can be rather mind-boggling, especially to first-time economics students who are not used to working with such large dollar magnitudes. Politicians and media commentators sometimes prey on this vulnerability, trying to instill panic over the sheer size of the debt or how quickly it is growing. A digital national debt clock in midtown Manhattan used to show the debt in dollars in continuous time, and the last several digits move so quickly that they appear to be a blur. (Then the government started to repay the debt in 2000 and the numbers actually ran backwards. The clock was covered over in the summer of 2000, but it was not taken down!)


In 1992, Paul Tsongas and Warren Rudman launched the Concord Coalition, which was devoted to balancing the budget by 2002. They had their own mobile debt budget clock built to take on tour of the country. Not to be outdone politically, the Republican chairman of the House Budget Committee, John Kasich, presided over meetings with a digital debt clock whirring away behind him. The son of the builder of the Manhattan clock is planning to send a newly minted $5-trillion banknote—printed in an appropriate shade of red—to each member of Congress when the debt reaches that figure. (By the way, the Concord Coalition and Kasich “digital debt clocks” differ by about $130 billion or so.) Indeed, the numbers are quite frightening. But students need to realize that, large as the debt can be, we live in an even larger economy. The values of the debt and the deficit have meaning only relative to the values of GDP and our national wealth.


To underscore this point, write out the value of a yearly federal budget deficit, including all of the zeros. (In 1994, the deficit was roughly $159,000,000,000.) Then write out the national debt in the same way. (By the end of 1996, it was close to $5 trillion, or $5,000,000,000,000.) To increase the sense of panic, ask for complete silence while you time out 10 seconds on your watch. At the end of the 10 seconds, explain that the U.S. government would have just added another $65,000 to its debt and would continue to do so every 10 seconds, 24 hours a day, 365 days a year (based on a deficit of roughly $205 billion).


TEACHING TIP: (continued)


Now, having suitably alarmed your class, explain that although the sizes of the deficit and debt may be cause for concern, they are not cause for panic. In those same 10 seconds that the federal government borrowed $65,000, U.S. citizens would have produced $2,314,000 worth of goods and services and will continue to do so every 10 seconds, 24 hours a day, 365 days a year (based on a GDP of $7 trillion). Thus, we may have been borrowing a great deal, but we were also producing and earning much more than that.


Point out that relative to GDP, both the deficit and the debt appear quite manageable and not too far out of line with historical values. Reasonable people can and did disagree about the seriousness of the debt problem, but it is an exaggeration to say that U.S. government borrowing had gotten wildly out of control, as the media would sometimes have us believe.
V.
Policy Since 1990

A.
Tax policy has a lot to do with budget deficits and surpluses.

1.
The Reagan tax cuts caused deficits to increase.

2.
The Clinton tax increase caused deficits to decrease. Combined with the late 1990s boom, surpluses appeared for a few years.

3.
The Bush tax cuts caused deficits to return.

B.
Spending policy also affects deficits and surpluses.

1.
Federal consumption expenditures as a percentage of GDP fell until about 1998, then remained constant until 2002.

2.
Government consumption as a percentage of GDP began to rise starting in 2002.

3.
Government transfer payments followed nearly the same pattern.


TEACHING TIP: Although there are many, many different tax rates in the United States a good rule of thumb is that government tax revenue moves in the same direction as changes in the tax rate (at least in the short run, possibly longer).
V.
Looking Ahead

A.
This wraps up our discussion of macroeconomic policy.

B.
We now turn to analysis of several topics important to macroeconomics including the stock market, economic growth, and consumption theory.

Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: Interesting Pro- and Con-Deficit Arguments

The following arguments have been made in favor of and against deficits. You may want to present these in class. Alternatively, have students research and debate the issues using these arguments as a starting point. Another possibility would be to have students choose a side and write a paper in support of their position.

The Pro-Deficit Argument

A small (but growing) minority of economists, including Robert Heilbroner and Robert Eisner, believe that the U.S. budget deficit may be about the “right” size, or only slightly too large. This pro-deficit argument is based on an analogy with successful corporations in the United States. An analysis of these corporations’ balance sheets often shows a continually rising level of debt. This is responsible behavior because the corporation borrows to finance capital investment projects that will enhance future profits and thus increase the ability to pay interest on the debt. As the debt increases, so does the value of corporate assets. These corporations could pay off their debts by selling off their assets, but this would not be good business, as it is these very assets that enable firms to earn profits for their owners. Thus, it is often in the owners’ interest to allow the firms debts to grow and grow, continually issuing new debt to pay back the old. No one suggests that firms are irresponsible when they behave this way.

In many ways, the government is behaving in a similar fashion. True, the government’s debt is continually increasing. But some of this borrowing pays for government spending that enhances the productivity and incomes of U.S. citizens. Much of the expenditure on education, infrastructure, and research and development would fall into this category. With higher incomes, citizens can afford to pay higher taxes, from which the government pays interest on the debt. What about the ability to pay back the debt? The value of the federal government’s assets (federal buildings, real estate, national parks, and mineral reserves) far exceeds the national debt. If the “owners” of the federal government (we, the public) wanted the government to pay back the national debt by selling off all these government assets, it could be done. But this would not be “good business,” as these government assets provide useful services to us, in the same way that a firm’s assets provide profits to its owners.

This argument does not imply that current U.S. deficits are the right size, but rather that some level of deficit spending may be socially optimal, especially if it finances income-enhancing government programs. Reasonable people can disagree about whether the current level of deficit spending exceeds the socially optimal level.

The Anti-Deficit Arguments

To employ countercyclical fiscal policy efficiently, the government must be (and has been) given the right to run occasional budget deficits. But the evidence is that such freedom is abused. Anti-deficit proponents cite three abuses that arise with government discretion over the deficit, and these make for interesting lecture material.

First is the political business cycle. There is theoretical and empirical evidence to support the view that government officials can and do manipulate the economy to the benefit of the incumbent party. Deficit spending is one way that this is accomplished. An interesting discussion centers around the 3.2 percent rule. Since the days of Herbert Hoover, whenever disposable income has risen by more than 3.2 percent during the year preceding the election, the incumbent party has won the presidency; every time disposable income has risen by less than 3.2 percent, the incumbent party has lost. Of course, manipulating the economy to achieve high growth in disposable income during the election year might necessitate overstimulating the economy, or engineering a recession in the early years of an administration to ensure a recovery during election year. This is certainly an abuse of the freedom to run deficits.

A second form of abuse concerns bureaucratic inertia. Countercyclical fiscal policy requires changes in government spending and taxes. But any expansion of government spending involves the creation of new programs or an expansion of existing programs. Either way, the bureaucracy grows, and government bureaucrats will not want to give up their jobs when the need for fiscal stimulus has passed, neither will others who benefit from government programs want to give back their benefits. Thus, temporary increase in government spending (and deficits) can easily become permanent increases, leaving a bloated government and large deficits even after the economy recovers. A similar argument can be made about tax cuts—those who benefit from lower tax rates will lobby to maintain these benefits, and raising taxes again when the economy recovers will be politically difficult at best.

The last type of abuse concerns “cost shifting” by members of Congress. To help students understand this point, make the following analogy. Ask students to imagine what would happen if the entire class went out to dinner at __________ (substitute the most expensive restaurant in your town), and every student got a separate check. (Chances are, everyone would order very little.) Now, ask them how their behavior might change if everyone’s order were placed on a single check and everyone paid an equal share. (No doubt, everyone would order more.) Under which of the two assumptions—separate checks or equal payments—would they be better off? (Under separate checks, because under equal payments every student overorders, and everyone is worse off as a result.) Point out that the overordering comes about because each student is able to shift most of the cost of their own meal onto others in the group. If there are 50 students in the class, and you order another $50 worth of food, you will have to pay only an extra dollar. Of course, when everyone does this together then everyone must pay an additional $50, and everyone is worse off.

Now draw the analogy to Congress. If you are able to secure a federal project that benefits your district (say, a military base, a hydroelectric power plant, or a research facility), the benefits will accrue mostly to your constituents, but the costs will be shifted onto the taxpayers of all districts. This leads every member of Congress to “overorder,” and when the “bill” comes due, all citizens are worse off.

Now back to the restaurant example. Suppose everyone has overordered, and the bill arrives, and now the waiter offers you a choice: Pay the bill now, or else have your (as-yet unborn) grandchildren pay it later on. Such is the choice offered to members of the Congress. The result is bloated government budgets financed in part by deficits that are too large.

Application 2: The Problem with Simple Balanced-Budget Requirements (and a Better Solution)

Many ways for reducing the deficit have been discussed recently. One of the most talked-about ways of doing this is a balanced-budget amendment to the U.S. Constitution. In its most primitive form, such an amendment would simply make it illegal for the government to spend more than it receives in taxes. Although the balanced-budget amendment was defeated by one vote in the Senate in 1995, it is likely that some sort of balanced-budget restrictions will remain on the table for discussion.

To recognize the dangers inherent in balanced-budget restrictions, remember that net tax revenue (tax revenue minus transfer payments) varies positively with GDP. This is true for several reasons: (1) A rise in output causes household incomes to rise, so personal income tax and social security tax payments will rise as well; (2) higher output usually means greater corporate profits, so corporate tax revenues will rise; and (3) higher output usually implies a reduction in the number of persons unemployed, so that unemployment insurance and other transfer payments will generally decline.

Because government spending on goods and services responds very little to changes in output, and the deficit is defined as government spending (G) minus net tax revenues (T), the following will result: Increases in output cause the budget deficit to fall; decreases in output cause the budget deficit to rise.

In the diagram that follows, suppose the economy begins at full employment output (YFE), and that the budget is in balance (G = T). Then, investment spending (or consumption spending) declines, causing a downward shift in the aggregate expenditure line (from AE1 to AE2). As a result, equilibrium output decreases (from YFE to Y2), and tax revenue declines as well. Now the budget is in deficit. If a balanced-budget requirement is in place, the government must either decrease spending or increase taxes. But either of these policies will shift down the aggregate expenditure line once again (from AE2 to AE3), causing a further decline in income to Y3 and bringing the budget once again into deficit. In other words, a strict balanced-budget requirement is a policy that requires the government to “kick the economy when it’s down.” In the words of the text, it acts as an “automatic destabilizer.”
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This seems to suggest a dilemma: Either the government must be left free to run discretionary budget deficits—with the expectation that such freedom will be abused and deficits will be too large—or deficits must be outlawed entirely and policies must be pursued that exacerbate recessions and destabilize the economy.

But there is a third alternative, favored by many macroeconomists. To understand this third way, recognize that any budget deficit can be divided into two components. The cyclical deficit is the part that is caused by unusually low tax revenues in a recession; the structural deficit is the remaining part. The cyclical deficit, by definition, would become zero if the economy recovered and achieved full employment output. The structural deficit, however, would remain even at full employment output. The proposed guideline for the government can now be stated as follows: The government would not be allowed to run a structural deficit. Cyclical deficits, however, would be allowed.

Returning to the diagram, when the AE line shifts downward (from AE1 to AE2) and output declines (from YFE to Y2), the deficit that results is entirely cyclical—it is due to lower tax revenues at a lower level of output and income. The government would not be required to eliminate this deficit, so it would not have to increase taxes or decrease spending. Although the government’s inaction would not help the economy recover, neither would it hurt the economy and make things worse. Preventing the government from running a structural deficit thus has a cost: The lost ability to stimulate the economy with fiscal policy in times of recession. But at least some control is gained over irresponsibly large deficits without destabilizing the economy.
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