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Outline of Text Material

I.
Introduction

A.
There is much controversy over the appropriate role government should play in the economy. This controversy constantly shifts between positive and normative arguments.

1.
Keynesians believe that the macroeconomy is likely to fluctuate too much if left on its own

2.
Others (known by various names but whose antecedents are the classical school) claim that fiscal and monetary policies are incapable of stabilizing the economy and, even worse, may be destabilizing and harmful. 

3.
Most agree, however, that governments are important actors in the economies of virtually all countries, like it or not. 

B.
The government can affect the macroeconomy through fiscal policy (its spending and taxing behavior) and monetary policy (the behavior of the central bank regarding the nation’s money supply).  In the U.S. the central bank is the Federal Reserve.
1.
Fiscal policy includes changes in government purchases of goods and services (mainly labor services), taxes, and/or transfer payments to households with the objective of changing the economy’s growth.

2.
Monetary policy means changes in the quantity of money in circulation with the objective of changing the economy’s growth. Often monetary policy is set as an interest rate target.

3.
In the United States the central bank is not part of the government. Technically the U.S. government only has control of fiscal policy.

II.
Government in the Economy

A.
We need to distinguish between variables that the government controls directly and those that are a consequence of government decisions. Neither can be evaluated without taking the state of the economy into account.

1.
For example, the government controls tax rates, but tax revenues are also affected by the state of the economy. 

2.
Similarly, government spending also depends both on government decisions and on the state of the economy. When the economy moves into a recession and unemployment rises, government spends more on unemployment compensation.
3.
Discretionary fiscal policy refers to any changes in taxes or spending that are the result of deliberate changes in government policy.
B.
Government Purchases (G), Net Taxes (T), and Disposable Income (Yd)

1.
Definitions

a.
Net taxes (T) equals tax revenue less transfer payments.


TEACHING TIP: Students may be confused as to why transfer payments are deducted from tax revenue. The logic is simple. The government drains tax revenue from the household sector. Some of this tax revenue is returned to households in the form of transfer payments (welfare, social security, unemployment insurance, etc.). These transfer payments are funds taken from one household and given to another. It’s like the government never collected this revenue at all. Subtracting transfer payments from tax revenue gives the government’s net drain of income from households.
b.
Disposable personal income (Yd) is total income less net taxes.

c.
Aggregate planned expenditure now includes government purchases of goods and services (G).

d.
A budget deficit or surplus is the difference between what the government spends and what it collects in taxes. If G exceeds T, the government is running a budget deficit and must borrow from the public to finance the deficit. It does this by selling Treasury bonds and bills. If G is less than T, the government is running a surplus (a negative deficit). The surplus buys back a small part of the national debt from the public.

2.
Adding Taxes to the Consumption Function 

a.
Consumption spending now depends on disposable personal income rather than on personal (before-tax) income.

b.
The slope of the consumption function depends on both the MPC and the tax rate.

3.
Investment is affected by government tax policies, but for now we continue to assume that planned investment is fixed.

C.
Equilibrium Output: Y = C + I + G
1.
As was the case previously, equilibrium GDP is the level of income that makes actual output equal to planned spending.

2.
The Leakages/Injections Approach to Equilibrium

a.
Taxes are an added leakage and government spending is an added injection.

b.
S + T = I + G must always be true as long as I is actual investment.

c.
S + T = Ip + G will only be true in equilibrium (Ip is planned investment spending).


TEACHING TIP: Do the algebra on the board using the numbers in the text. 
C = 100 + 0.75(Y – T), T = 100, Ip = 100, G = 100. Show that Ye = 900. Then increase G by 20 so 
G = 120. Show that Ye rises to 980.

TEACHING TIP: As in the previous chapter, there is a simple (and very visual) way to show students the equivalence of the two equilibrium conditions Y = C + I + G and S + T = I + G.


Draw a rectangle representing some given level of output, and remind students that output and income are equal, so the next rectangle representing total income in the economy should be the same size. Ask: What happens to this income? With the government sector included, there are only three things households can do with their income: spend it, pay it out in taxes, or save it. Draw a third rectangle—smaller than the first or second—indicating the value of consumption spending. Above this rectangle, show saving and taxes as leakages and investment and government spending as injections. The last rectangle—aggregate expenditure or total spending—shows the net result of subtracting saving and taxes from income and adding investment and government spending.


[image: image2.wmf]I

G

Leakages

C

S

T

Injections

C

I

G

Income

Aggregate

expenditure

Output



Compare the first and fourth rectangles. The first indicates output; the fourth indicates aggregate expenditure. Equilibrium requires these two rectangles to be the same size. When will this occur? As can be seen in the diagram, only when total leakages equal total injections, or 
S + T = I + G.
III.
Fiscal Policy at Work: Multiplier Effects

A.
In this section we will review three multipliers:

1.
Government Spending Multiplier


TEACHING TIP: The same definition used in the previous chapter for the investment multiplier is used again in this chapter, but now the autonomous variable is government spending rather than planned investment.
2.
The Tax Multiplier 

3.
The Balanced-Budget Multiplier

4.
Throughout this section there is one question that is key:  How can the government use taxing and spending policy to increase the equilibrium level of national output?

B.
The Government Spending Multiplier

1.
Increased government spending will lead to increased output, which leads to increased income. More workers are employed, and they in turn act as consumers and spend their incomes. 

2.
Output will rise again and so will income, etc. This is the multiplier in action. The government spending multiplier is the same as the investment multiplier, 1/MPS.

C.
The Tax Multiplier

1.
To reduce unemployment without increasing government spending, taxes must be cut. This increases disposable income, which is likely to add to consumption, which will lead to an increase in output and employment, and hence income, etc. 

2.
The tax multiplier is not the same as the government spending multiplier. This is because government spending increases aggregate expenditures dollar for dollar, while a tax cut leads to increased dollars of disposable income and only part of those dollars are spent (the MPC). The rest is increased saving.

3.
The tax multiplier is the ratio of the change in equilibrium income to a change in taxes.  In an economy with only autonomous taxes the tax multiplier equals MPC/(1-MPC) = MPC/MPS.
D.
The Balanced Budget Multiplier

1.
What happens if taxes and spending are increased by the same amount? 

2.
The multiplier is equal to one because the positive effect of the increased government spending is greater than the negative effect of the increased taxes, and the difference is subject to the multiplier effect.


TEACHING TIP: Students are usually intrigued by the balanced budget multiplier. It’s also a source of confusion. A multiplier of one does not mean no multiplier effect. A change in any variable that had no impact on equilibrium GDP would have a multiplier of zero, not one.


TEACHING TIP: (continued)


The intuition for the balanced budget multiplier is pretty straightforward. When the government taxes the public and spends the money, it is taking income from people who would not have spent it all, and giving it to government agencies that will spend it all. The net increase in spending is the amount of the tax revenue households would have saved. And, of course, the MPS times the multiplier (1/MPS) is just 1.0.


If you decide to demonstrate the balanced budget multiplier with an example, make sure you only use autonomous taxes and a simple model of the economy. Otherwise you’ll probably take too much class time.
3.
A Warning

a.
The story about the multiplier is still incomplete and oversimplified.

b.
We are still assuming there are no assets markets or markets for factors of production. The practical effect of omitting these markets is to treat the price level and interest rate as constant. Correcting those two omissions reduces the size of the multiplier considerably.

c.
The other omitted factor that reduces the size of the multiplier , of course, is induced imports.

IV.
The Federal Budget

A.
The federal budget is the budget of the federal government.

1.
Fiscal policy is the manipulation of items in the federal budget with the goal of changing the future course of the economy.

2.
The budget is extremely complex and is really three different budgets.

a.
It is a political document.

b.
It is a reflection of goals the government wants to achieve.

c.
It may be an embodiment of beliefs about how the government should manage the macroeconomy.

3.
Macroeconomic aspects of the budget are only part of a more complicated story. While economists focus on the fiscal policy aspects of the budget, political considerations often overwhelm economics in Washington, DC.

B.
The Budget shows the total receipts of the government as well as its expenditures. Table 9.5 [22.5] shows a highly simplified version of the federal government budget for 2002.

C.
The Surplus or Deficit

1.
The federal surplus or deficit is the difference between the federal government’s receipts and its expenditures.

2.
The federal deficit was large from the early 1980s until 1997, when it became a surplus.

3.
The large deficits of the 1980s and early 1990s were caused by increased government expenditures (particularly on national defense), rising interest expense, and falling personal income tax rates.

D.
The Debt

1.
When the government runs a deficit it spends more than it collects in revenue. The government must finance a deficit by borrowing. To do this the government sells securities to the public.

2.
The federal debt is the total amount owed by the government. Privately held federal debt is the amount of government debt owned by non-governmental entities. One way to add up any government’s debt is by adding all deficits since the country was founded, then subtracting the sum of all the surpluses. For example, the U.S. government debt is the total of all accumulated deficits minus surpluses since 1776. (The starting year will be different for other countries.)


TEACHING TIP: Ask your students if any of them have ever spent more than their income during a month. Chances are excellent that most of them have. They financed the extra spending by borrowing. If they do this for several months, they will have accumulated debt. If they manage to spend less than their income, their debt will decrease. There are only two differences between the students and the federal government. (1) Since people have limited lifetimes we are subject to the lifetime budget constraint. The U.S. government will probably outlive most of us. (2) The government borrows so much they can call it “issuing debt.” Suggest to your students that the next time they spend more than their income, they simply say, “Oh, I had to issue some debt last month.” Sounds a lot better than, “Oops, I didn’t pay off my credit card balance last month.”

TEACHING TIP: Students are always captivated by the size of the government debt. Explain why the debt decreased in 1997 to 2000, then began to increase again starting in 2002 as shown in Fig. 9.5 [22.5].
V.
The Economy’s Influence on the Government Budget

A.
Tax Revenues Depend on the State of the Economy.

B.
Some Government Expenditures Depend on the State of the Economy.
C.
Automatic Stabilizers are revenue and expenditure items that change in response to changes in economic activity. This affects the size of a deficit or surplus.

D.
Fiscal Drag is an increase in average tax rates that occurs as people move into higher tax brackets when the economy is doing well. 


TEACHING TIP: This is a good opportunity to talk about the interaction between the budget and inflation. Before 1982, federal tax brackets were based on nominal incomes. When inflation was high, people found themselves paying higher taxes even though their real incomes had not changed. In 1982 federal tax brackets were indexed to inflation. In addition to being fairer to taxpayers, indexing the brackets also means the government doesn’t gain from inflation.
E.
The Full-Employment Budget is what the budget would be like if the economy were producing at the full-employment level of output.

1.
The full-employment budget is used as a benchmark to evaluate fiscal policy. Most economists use it to compare fiscal policy in different years.

2.
If the economy is at full employment but the government is running a budget deficit, the structure of tax and/or spending programs is out of alignment. This is called the structural deficit. 

3.
The deficit caused by the fact that the economy is in a recession is called the cyclical deficit.


TEACHING TIP: Explain to students that much of the budget surplus of the late 1990s was a “windfall” caused by the prosperous economy. Point out that with more people working more taxes are paid to and less transfers are received from the government.
VI.
Looking Ahead

In the next two chapters we analyze monetary policy.

Appendix A: Deriving the Fiscal Policy Multipliers

Y = [1/(1 – b)] x [a + I + G – bT]

Appendix B: The Case in Which Tax Revenues Depend on Income

Y = [1/(1 – b + bt)] x [a + I + G – bT]


TEACHING TIP: When you cover the material in the appendices, most students will relate to it better if you focus on numerical examples.
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: Fiscal Policy Choices

When it comes to numerical examples that show how multipliers are used, the more the better. The following classroom presentation not only reinforces the material on the various multipliers, but also adds some realistic constraints to fiscal choices.

Suppose the authorities wish to increase Y by $400 billion in an economy with an MPC of .75. The government spending multiplier is
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the tax multiplier is 
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, and the balanced-budget multiplier, as always, is 1. This suggests three choices for increasing Y by the required amount as shown in the following table:

	Policy Options
	Multiplier
	Required 

Change
	Impact on 

Deficit

	1.
Increase G
	4
	100
	+100

	2.
Decrease T
	–3
	–133
	+133

	3.
Increase G and T by equal amounts
	1
	400
	no change


Notice that all three policies increase output by the required $400 billion. But given the results in the table, it looks like the preferred choice should always be option 3 because it alone leaves the budget deficit unchanged. It is important to flag this result for students: Fiscal expansion does not require an increase in the budget deficit.

But the table presents only part of the story. Output changes are composed of changes in C, I, and G. The impact on C can be calculated as 
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 or, with lump sum taxes only, 
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. In this example, there is no change in I, so one needs to list only the impacts on C and G:

	Policy Options
	Impact on C
	Impact on G

	1.
Increase G
	+300
	+100

	2.
Decrease T
	+400
	0

	3.
Increase G and T by equal amounts
	0
	+400


Viewed from the perspective of the above table, these three policies look very different. Although all three raise output by $400 billion, options 1 and 2 do so mostly by increasing the output of consumption goods, whereas option 3 relies entirely on an increase in government sector output. And here is the problem: Real-world economies—unlike the economy of the simple mathematical model—have a productive infrastructure (factories, capital equipment, human capital, retail outlets, etc.) suited to a particular mix of output. To suddenly and radically change the actual mix of output can be dislocating to the economy, causing shortages in the expanding sector without alleviating unemployment in the depressed sectors. When the economy goes into recession, the decrease in output occurs in the private sector. Thus the least dislocating policies would rely heavily on an expansion of private-sector output. In this way, not only would the economy be restored to its previous output level, but also to its previous output mix.

Only options 1 and 2 rely on the expansion of private sector output, and both policies increase the deficit. Hence, although fiscal expansion does not require deficit spending, a smooth fiscal expansion might require a deficit.
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