Economics 104B - Lecture Notes - Professor Fazzari

Topic IX:  Saving and Government Deficits

(Final Version, April 29, 2011)
A. Composition of Aggregate Demand and Saving

1. If output is at the potential level, a key issue is composition of aggregate demand.  How much goes to investment to build capital for future use?

· Begin with the equation 

         Y* = C + I + G + Ex – Im

We have seen a similar equation before, but we should look at it differently this time.  This is not an equation to find Y* given C, I, G, Ex, and Im.  Rather, we should look at this equation and think “given Y*, we need to get the right side to add up to provide enough aggregate demand to reach Y*.  Following long-run supply-side theory, assume that the economy operates at Y*. (Most likely as a result of good short-run monetary policy that generates convergence of actual output to potential).  

· The key component of Y* is investment.  This not because it comprises the largest percentage (we know that is consumption), but because the amount of investment determines the capital stock.  A larger capital stock gives workers more tools and machines with which to work, and that is a major determinant of Y*.

· Given that we are at Y*, the question becomes “how much of the economy’s resources (ie: what percentage of Y*) is devoted to investment?”  

· Think of G, Ex, and Im as exogenous, that leaves part of Y* to be allocated between C and I.  All that is not consumed will be saved (by definition).  So, all remaining Y* that is not consumed will be allocated to investment.  Since higher I ultimately increases Y*, the more Y* that is allocated to I, the greater Y* will be in the future.  Higher I will lead to higher long-run growth for the following two reasons

· It will result in more physical capital (more resources)

· Higher investment will lead to faster technological improvement.  

2.  Saving as a source of funds for investment

· Increased saving leads to increased investment because higher saving reduces consumption, leaving more Y* available for investment.

· If you think of this point in financial terms, you can think of saving as providing the “financing” for investment.  The more saving households undertake, the greater the amount of funds available for business to finance it expenditure on capital goods and technological development.

· Don’t forget that this analysis assumes that monetary policy gets the economy to Y*, both before and after the increase in saving.  Thus, this is long-run analysis.  (In the short run, lower consumption can weaken the economy.  We’ll have more to say about this later.)

3. Loanable funds market graph

a) Derive upward sloping saving supply and downward sloping investment demand curves 

· When the interest rate increases, the reward for saving increases.  Therefore, saving and interest rates are positively related.  We can graph the positive relation between r and saving as an upward-sloping “saving supply” curve (SS)

· Because the interest rate (r) is part of the cost of capital, investment will increase when r decreases.  This results in an inverse relationship between r and I, giving the investment demand curve (ID)a negative slope.  The easiest way to think about this is to assume that all investment is financed by loans.  The graph therefore shows the supply of loans and the demand for loans
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· This is a standard supply and demand graph.  The “price variable” is the interest rate, r.  The quantity variables are saving and investment.  Saving and investment are measured in the same terms (both in units of real dollars), so we can measure them on the same axis.  Equilibrium is reached when saving equals investment, which occurs at r*.

· Think of this market as the place where funds are deposited and then loaned out.  Saving is the supply of funds into the market, investment is the demand of funds for loans to finance investment.  For this reason, we will call this graph the representation of the “loanable funds” market.

· Note that some households borrow rather than save.  We can think of the the saving supply curve as the net supply of funds coming from the household sector that is made available to the business sector.  Consumer loans cancel out against some of the household saving.  But, taken together, households save more than they borrow.  The SS curve reflects net supply of loanable funds coming from households made available for business investment

· You also might wonder how this model deals with the fact that much of firms’ investment is financed with the internal cash flow generated by the business.  While the model suggests that investment is financed with loans from the banking system.  For these purposes you can think of cash flow spent on investment first as “saving” by the households that own businesses and then as “loans” to the firm from its owners.  These implicit loans of cash flow are then used to finance investment expenditures.

b) Explain convergence to market equilibrium through interest rate adjustment

· The loanable funds market will adjust to equilibrium as follows.  
· If we start at a point above the equilibrium interest rate, rH, then there exists an excess supply of funds.  More funds flow into the financial market than are demanded.  Therefore, banks and other financial intermediaries will want to lend more money and they will lower the interest rate to r0.  
· If we start at a point below the equilibrium interest rate, rL, then more funds are demanded than there are available from savings.  Therefore, the interest rate will increase.
· The above graph suggests that the interest rate is determined by endogenous forces within the economy.  If this is the case, then how can the Fed determine interest rates?

· This is a short-run vs. long-run issue.  In the short run, the Fed determines the interest rate. In the long run, with output fixed at Y*, the interest rate is determined by the saving and investment forces summarized by this graph.

· Most economists would say that the Fed cannot affect the real interest rate in the long run when the economy operates at Y*.  

· Another way to look at this issue is to consider the conventional view that the Fed should pursue monetary policy that pushes aggregate demand to a level consistent with equilibrium at Y*.  (Think in terms of a Keynesian Cross diagram.)  Suppose AD is too low to justify production of Y*.  Then the Fed needs to lower the interest rate to stimulate demand.  How much should the Fed lower the interest rate?  Enough to raise demand sufficiently so that production equals Y*.  You can think of this “target” interest rate as the r* that gives equilibrium in the loanable funds market.  This is the interest rate the Fed must shoot for to make sure output reaches Y* and the economy operates at full employment.  This special interest rate that equates the level of saving when income is at Y* with the level of investment at Y* is the equilibrium interest rate in the loanable funds graph. 
· In this context, the r* that equates saving forthcoming at full employment with investment demand is sometimes called the “natural” rate of interest.

· In the aftermath of the Great Recession, more economists are concerned about another issue.  Is there any guarantee that the natural rate of interest is positive?  The answer is no.  It could be that the interest rate that equates full-employment saving with investment is negative.  In this case, the Fed will be constrained by the “zero bound” on the federal funds rate and may not be able to get the economy to full employment.  This is an important practical problem, but let us continue the discussion under the assumption that r* from the loanable funds market is positive, which seems to be the case in normal times.
B.  Effects of Changes in Saving

1. Show impact of shifts in saving supply on interest rates, saving, and capital investment

· An increase in the desire of people to save will lead to a lower interest rate.  This will lead to more investment by firms, thus increasing the economy’s capital stock.
· The graph below explains how this occurs.  To interpret this graph, assume that the saving of households finances the investment of firms.  If the saving of households increases from S0S to S1S, for any interest rate, this leads to a greater supply of funds in the economy.  The equilibrium interest rate falls from r0 to r1.  As a result of the lower interest rate, equilibrium investment increases from I0 to I1 and equilibrium saving increases by the same amount.
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2. Explain long-run effects on the capital stock and potential output of saving changes

· Higher investment raises the physical capital stock.  A higher capital stock will raise Y*.  So, according to this model, an increase in saving raises long-run potential output.

· A higher capital stock also raises labor productivity, increasing living standards, as we have discussed before.

· This is the macroeconomic reason why saving is good.  In this analysis, we abstract from whether it’s more “responsible” for households to save rather than consume.  Rather, saving is good for an economy as a whole because it leads to a larger capital stock and higher potential output.

a)  Link analysis to current concerns about the demands on social  security in the future when the “baby boom” generation retires

· People in the United States pay a portion of their income to social security throughout their working years.  After they reach a certain age, they receive social security transfer payments.  The viability of this system depends on a favorable ratio between the working population and the retired population.  This favorable ratio existed when social security was put into place.

· However, over the coming years the baby boom generation will become eligible for Social Security.  This means that the ratio or workers to retirees will decline.  This presents a problem because there may not be enough social security taxes to fund the social security transfer payments (assuming benefits and tax rates are unchanged).  The result would be either lower benefits for retirees, higher social security taxes for workers, or more borrowing by the federal government.

· Compounding this problem is the fact that life expectancy is higher than it used to be, so people will receive social security benefits longer than they used to.

· Baby boomers now may recognize the problem that will occur when they hit retirement age.  In expectation of lower social security benefits, they may save more of their own income to use for personal consumption when they retire.

· Individual households see their additional saving as a solution to the problem.  But it is not a direct solution at the aggregate level.  Future retirees want to consume the production of the future economy.  Saving today does not directly affect future retirees consumption unless they literally store goods now for consumption later (bury cans of beans in the backyard).  

· However, if the baby-boom generation as a whole saves more of their income, then an indirect channel will raise future production (Y*) and national income.  

· Higher saving today lowers r*, raises investment, and increases the future capital stock.

· A higher capital stock will increase future Y*.

· Thus, if baby boomers save more during their working years, there will be more output, that is, a bigger economy, in the future to fund their retirement benefits.
· Also, if baby boomers save more now and create more capital, they can sell the additional capital to future workers when they retire to help finance their retirement spending.

· Higher investment and a greater capital stock is the economy’s “best response” to a desire by some individuals to consume less in the present and more in the future.

3. Long run vs. short run: aggregate demand concerns and conflicting policy objectives

a) Higher S ( higher I ( higher capital in long run if economy remains at potential output

· The analysis presented above shows how higher saving could raise potential output through higher investment and a higher capital stock.

· Remember, however, that this effect requires the economy to operate at potential output.  To obtain this result we need monetary policy (or some other factor) to assure that aggregate demand remains at potential output even when saving rises.

· This is the reason that the benefits of saving are realized only in the long run, after monetary policy has done its work to assure the economy returns to potential output.

b)  But higher S ( lower AD ( lower actual output and employment in the short run unless policy or some other mechanism offsets lower AD to restore potential output
· According to the Keynesian “demand-side” theory we studied earlier, increased saving could hurt the economy because it reduces consumption and therefore reduces aggregate demand.  The result is lower business sales, lower production, and lower employment.
(1) Lower short-run output could reduce investment, not increase it

· If policy encourages saving and saving actually increases, then this means that consumption falls.  Since lowered consumption will cause Y to fall, this would lead to weaker sales and lower cash flow for firms.  These factors might actually reduce investment.  (Remember the “accelerator” and cash flow effects on investment from our discussion of investment theory earlier in the semester.)

c)  Dilemma for policy

· This result suggests that policies that encourage saving for the purpose of increasing Y* could actually lead to less investment by firms, thus lowering the economy’s capital stock, thus lowering Y*!!

· The mainstream perspective in economics is that any negative effects due to higher saving are temporary.  Again, good monetary policy should be sufficient to get the economy back to potential output in a year or two, even with higher saving and lower consumption.  If the economy gets back to Y* and consumption is lower (higher saving) a larger share of output can be allocated to investment and capital accumulation, as discussed previously.

· Consider again the relationship between the long-run equilibrium interest rate in the loanable funds market and the interest rate targeted by monetary policy.

· Suppose we start at Y* and r0, then saving rises (see the diagram above).  This shock pushes the long-run loanable funds equilibrium interest rate down to r1.

· But the higher saving reduces consumption and AD.  Thus, for Keynesian demand-side reasons, the economy may weaken and actual output might fall below Y*.

· What should the Fed do?  Cut interest rates.  How much? Until AD reaches Y* again.  The loanable funds market shows that this will be achieved when the interest rate reaches r1.  (Remember, the loanable fund market shows the equilibrium interest rate when the economy has reached Y*.)

· This discussion suggests that higher saving may need to be accommodated by a monetary policy that allows interest rates to decline.

· There are some reasons to doubt the mainstream view, however, that monetary policy or other factors will guarantee a reasonably quick return to Y* when saving is higher.
· The U.S. economy performed relatively well through the 1980s and the 1990s.  There were recessions in 1990-91 and in 2001, but relative to the rest of the world, U.S. economic performance has been strong.  However, the U.S. is a very high consumption society.  Monetary policy seemed quite effective at restoring AD to a level close to Y* during this period.

· Although we should recognize that with each decline in the interest rate engineered by monetary policy, Americans seemed to take on more household debt, that became a problem after 2007.

· Japan, however, is a very high saving society.  The Japanese economy has been weak since the early 1990s.  According to mainstream theory, Japan’s economy should do very well in the long run.  But it seems that Japan has been stock at the monetary policy “zero bound” for an extended period.  Perhaps monetary policy cannot cure all the problems caused by low consumption and high saving in a reasonable period of time.  
· In the aftermath of the Great Recession, the U.S. also is facing a dilemma created by household saving.  The U.S. saving rate (personal saving divided by disposable income) had a declining trend from the mid-1980s through 2007 (see the diagram below).  In the Great Recession, the saving rate jumped considerably.  
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· According to conventional supply-side thinking, the falling saving rate in the U.S. would hurt Y* over a two-decade “long run.”  But the U.S. economy actually did rather well during this period.  (It certainly outperformed high-saving Japan.)  There is a good case that the high consumption demand growth created by lower U.S. saving rates provided demand stimulus to the economy, even over a long period.  So, the demand side effects of consumption and saving may not have been confined to the typical short run of a few years or less.

· The rise in the saving rate during the Great Recession, corresponds to a decline in consumption.  Most economists believe that the lower level of consumption created a downward shift in AD that was a major cause of the recession (along with the huge decline in residential construction).  So far, one could interpret the demand effects from this shift as a “short run” problem.  It is also possible that, in the long run, this higher rate of saving will lead to more business investment and higher future Y*, as the supply-side model predicts.
· But how does the economy get from the short-run weak demand problem to the long-run benefits of higher saving?  The conventional answer is accommodating monetary policy.  The Fed would cut short-term interest rates to stimulate demand, restoring the economy to Y*, so that the lower consumption (higher saving) ultimately leads to higher business investment, eliminating any gap between AD and Y*.

· So far (spring 2011), however, the Fed has not been able to really accomplish this goal.  One obvious problem is the “zero bound” on the federal funds interest rate.  Conventional monetary policy cannot do much more than it has already to stimulate demand, even though the economy seems far from full employment.  The Fed has tried aggressive alternatives like “quantitative easing,” but results so far (spring 2011) have been disappointing in terms of a rather weak recovery, especially in the labor market.

· Business investment, although it has recovered a bit since the official recovery began after the Great Recesion, remains quite low.  The chart below shows real business investment (equipment, software and structures) as a share of real GDP.
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· Perhaps solving the demand problem is more difficult than is often asserted by mainstream macroeconomic theory.  Demand effects may be much more persistent than usually assumed, as discussed in an earlier section of the class notes.
C.  Government Budget Deficits

1. Modes of Government Finance

a) Taxes, money creation, borrowing

There are three ways the government can finance its activities:

· Taxes:  taxation raises money for the government by compelling the public to give part of its income to the government.  Therefore, the control of resources represented by tax revenue is transferred from the private sector to the government.  
· Borrow Money:  The government also gets control of current resources when it borrows money from the public.  In this case, however, people voluntarily give up control over resources in exchange for future interest and principal payments.  People who lend money to the government through government bonds are still giving up resources now, but they get future benefits as part of their voluntary exchange.
· Print more money: this method is typically not used by the U.S. government to fund its expenditures.  The government does create money on a regular basis, but in the U.S. and other developed countries, money creation is not typically for the direct purpose of financing government expenditure.
· When governments finance their direct expenditure with money in other countries (possibly because they cannot collect taxes or borrow), it can lead to high inflation (hyperinflation in some cases).  

· The government must decide how much of its spending will be financed by taxes or by borrowing.  This is a key fiscal decision, and the source of much political controversy.

b) Distinction between the government debt and the government budget deficit

· Deficit: this is a year-by-year amount that equals total government spending minus tax revenues (G-T).   It reflects the period-by-period decision the government makes on how much of its current spending it will fund through taxation or through borrowing.  

· Debt:  the government debt is how much total the government owes as a result of previous deficits.  

· Debt is measured at a point in time (called a “stock” in economic jargon).  Deficits are measured over a given period, usually a year (variables measured over a period of time are called “flows”).
· The U.S. government was running a surplus (a negative deficit) for a few years at the end of the Clinton administration and the beginning of the Bush administration.  The surplus meant that some of the outstanding debt was being paid off.  But even though the debt declined, it never came close to zero.

c) A brief history of U.S. budget deficits

[image: image3.emf]
· The graph above plots the U.S. federal budget deficit as a share of GDP, going back to 1929.

· The U.S. government was relatively small before World War II.  There was not much of a deficit each year.  During the war the government ran massive deficits.  As a percent of annual GDP, the deficits during WWII are by far the highest in U.S. history (the graph above shows that the deficit briefly exceeded 25% of GDP).  Thus, during this period, the U.S. accumulated a lot of debt.  

· From the late 1940s to the mid 1960s the government usually ran small deficits (although there were a few surplus years).  Because the deficits were small and the economy was growing quickly most of the time, the debt-to-GDP ratio fell over this period.   

· 1970 – 1997:  a period of persistent deficits

· During the 1970s, the government was running a deficit, but it is likely that debt as a percent of nominal GDP was still shrinking due to high inflation.  

· In the early 1980s, the government started running even larger deficits.  These continued into the early 1990s.  

· 1997 – 2001:  The government ran a surplus that was used to pay off some of the government debt.  Almost all politicians agree that paying off the debt is a good idea, but there are some disputes as to how fast the debt should be paid off.  The Clinton administration wanted to maintain the tax rates that prevailed in the 1990s to pay off the debt quickly.  This is the policy Al Gore said that he would have continued had he become president after the disputed election of 2000.

· The George W. Bush administration pushed through a tax cut not long after Bush took office in early 2001.  At the time, the administration was still predicting a surplus that would be used to pay off government debt, it was just planning to pay off the debt over a longer period.  The 2001 recession (which erodes tax revenue growth because income growth slows), higher government spending due to the wars in Afghanistan and Iraq, and further tax cuts in 2003, however, quickly eliminated the surplus.  By 2004, the nominal deficit far exceed the level during the 1990-91 recession.  
· The deficit rose sharply in the Great Recession.  It reached roughly 10% of GDP.  This figure is the highest since World War 2, by a large margin.  The primary causes of the rising deficit were a big decline in tax revenue due to the slow economy, and an increase in entitlement spending on unemployment compensation and Medicaid.  (More people become eligible for Medicaid in a recession when they lose their jobs and their incomes decline.)  The “stimulus bill” passed in early 2009 also raised the deficit, but this policy alone accounts for between 10 and 20 percent of the 2009 and 2010 deficits.
· As a percentage of GDP, however, the deficits in the Great Recession were much lower than the percentage reached during World War 2. These observations suggest that recent deficits are very large, but they are not unprecedented.

2. Shift of demand for funds in the capital market due to government borrowing

a) Effect on interest rates

· Most politicians consider deficits bad for the economy.  What is the economic logic of this concern?  

· When the government runs a deficit, this means that it is borrowing.  Thus, firms are no longer the only units borrowing from the household sector.  This results in an increase in the demand for loanable funds, meaning that the ID curve shifts out.  Refer to graph below in following this discussion:
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· The demand curve shifts out due to increased demand for borrowed funds caused by the government deficit.  The curve shifts out horizontally by an amount equal to the deficit.

· The intersection of the ID + Deficit curve (the total demand for loanable funds) with the SS curve results in an equilibrium interest rate r1 that is higher than r0.  

b) Identify magnitude of investment crowding out

· At this new interest rate, r1, saving does increase to S1.  

· However, relationship between r and I has not changed.  When deciding how much to invest, firms use the ID curve (not the ID + Deficit curve).  Therefore, at r1, firms invest at a level of I1, not at a level equal to S1.  The difference between equilibrium S1 and I1 exactly equals the amount of the deficit, government borrowing.  Now saving finances both the borrowing of firms and the borrowing of the government.

· Because of the government deficit, the interest rate has increased, the cost of capital has risen, and the level of investment in the economy has decreased from I0 to I1.  The distance between I1 and I0 is called “crowding out”.   Government borrowing is said to “crowd out” private investment by pushing up the interest rate and the cost of capital.

3.  Long-run impact of investment crowding out on capital and potential output

· According to this analysis, one consequence of the deficit is that it reduces business investment.  Lower investment reduces the capital stock in the economy, which ultimately lowers Y*.  This crowding out effect is the main macroeconomic reason why macroeconomists criticize government deficits.

4. Crowding out as a burden on future generations

· Politicians often consider it obvious that deficits create a burden on future taxpayers.  Even if the debt is not paid off, the government must pay interest on the debt, and the interest has to come from taxes.  This perspective follows from the simple household debt analogy usually used by politicians.

· But when looking at the country as a whole, one must consider the effect of debt payments more deeply.

· A deficit today does set up interest payments in the future.

· But these interest payments go to someone.  They are transfer payments from taxpayers to the holders of government bonds.

· If one considers the country as a whole, there is no net burden on future generations from debt payments.  Rather, the debt payments are a re-distribution of future incomes.

· It is therefore not obvious from the simple household analogy that today’s deficits great a burden on the future generations of taxpayers, taken as an entire group.

· There are some additional factors one must consider, however.

· Even though today’s deficits do not generate a net burden on future generations, we may care about the future redistribution that occurs.  In particular, it seems likely that government bond holders as a group are wealthier than taxpayers as a group.  Thus, deficits today may cause a regressive transfer in the future from middle-income taxpayers to high-income bondholders.  For this reason, some critics of government deficit financing consider it a kind of hidden regressive taxation.

· While someone must receive the future transfer payments, that “someone” need not be an American.  If foreigners buy U.S. bonds to finance the current government deficit, future taxes for debt service will be transfer payments outside of U.S. borders.

· While there may be concerns about regressive and international distributional consequences of government deficits.  Most economists identify the key burden on future generations created by deficits with crowding out.

· If deficits raise interest rates and lower investment, capital and future Y*, the associated reduction in future living standards will be a true burden on future generations.

· This argument does not require that future generations are literally worse off than current generations.  

· It is enough to say that future Y* is lower than it would have been without the deficit.

· Can we observe any impact of past deficits on Y*.

· Two big periods of government deficits were World War 2 and the years after the Reagan tax cuts (about 1982 to 1992).  

· In both cases, it seemed that subsequent economic performance was quite good.  Perhaps this evidence means the worries about deficits and crowding out are exaggerated.

· Remember, however, that we can’t really run the counter-factual experiments.  It’s possible that post World War 2 and 1990s economic performance would have been even better if these periods had not been preceded by massive deficits.

· The deficits that emerged during the George W. Bush administration and the Great Recession period (in which deficits were a larger share of U.S. GDP than at any time since World War 2)  provide further experiments to test the crowding out concerns.
· Investment was indeed low in the aftermath of the Great Recession.  But this problem seems more likely to be the result of the weak economy reducing the incentive to invest rather than a problem with government deficits and high interest rates.
· Indeed, interest rates from 2008 through 2010 were quite low, despite the big government deficits.

5. Policy dilemma: temporary deficits help economy reach potential output, but long-run deficits damage potential output and growth

· The deficit debate leads to a set of macroeconomic issues very similar to the saving debate.  Policies that create the deficit, tax cuts and higher government spending, stimulate aggregate demand.  Therefore, according to the Keynesian Cross model, these policies can be beneficial in pushing the economy toward potential output.

· It is very likely that the Bush tax cuts in recent years helped the economy recover from the 2001 recession.

· One could certainly make the same point about the Reagan tax cuts in the early 1980s and the robust recovery of the mid 1980s.

· Higher government spending during World War 2 clearly led to a dramatic expansion of output and may have been the key factor to pull the economy out of the Great Depression.

· Thus, deficits can be good, not so much in themselves, but because deficits are a necessary side effect of stimulative fiscal policies that raise aggregate demand.  How can this view be reconciled with concerns about crowding out and lower future living standards?

· Most economists believe that the demand effects of deficits operate in the short run, when the economy can operate away from Y*.  In the long run, however, when good monetary and possibly fiscal policy gets the economy to Y*, persistently large deficits lead to crowding out.  Deficits may not be needed to maintain demand in the long run if other factors assure that demand is adequate to purchase potential output.  (Remember, according to “new consensus” macro theory, monetary policy is the key mechanism that assures adequate demand to purchase Y*.)  If this is the case, the long-run effect of deficits is higher interest rates and crowding out.

· This argument provides another reason why mainstream macroeconomics prefers monetary policy to stimulate a weak economy rather than fiscal policy.  Both policy measures may get the economy back to Y*, but the legacy of stimulative fiscal policy can be deficits that crowd out investment in the long run.

6. Assessment of recent fiscal policy

· From this perspective, some tax cuts during the first G.W. Bush term may have been justified to help the economy recover from the weak period of 2001 and 2002.  However, these tax cuts should have been temporary so that the government would quickly return to a balanced budget (even a small surplus) when the economy again approached Y*.

· The Bush tax cuts actually have higher future costs than current costs.  Thus, they may have more of an impact on the deficit a few years down the road when the economy would presumably have recovered to Y*.

a. Some critics considered this kind of policy irresponsible.  The Bush tax cuts reduce tax revenue and raise deficits at a time when the Social Security and Medicare needs of the baby boom generation will be more significant.

· There is an even stronger case that deficits were an important tool to raise aggregate demand during and after the Great Recession.  Why?  Monetary policy was constrained by the zero lower bound on the federal funds interest rate.  Despite various quantitative easing policies, monetary policy has not been able to generate a robust recovery in aggregate demand (as of early 2011).  In this situation, fiscal stimulus is even more important as a tool to raise aggregate demand.  And any stimulative fiscal policy (higher government spending and/or lower taxes) will lead to government deficits.

a. A deficit is never an objective of fiscal policy, but it may be a necessary side effect if fiscal stimulus is needed to raise aggregate demand.

b. Even if the economy needs a large deficit to recover from the Great Recession, however, the long-term fiscal challenge of the entitlement programs for the aging baby-boom generation remains.  Even if the economy returns to Y*, there is likely not going to be enough tax revenue with current tax rates to finance current entitlement promises to future generations.  Thus, there is a strong case for some tax increases or benefit (spending) cuts, at least in the future.

c. Nonetheless, the current state of the economy make it a very difficult time to implement policies that could reduce aggregate demand.

