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I.
Policy Tools 
Here the books looks at all the tools available to policymakers for fostering GDP growth.  These tools are:
	Type of Policy 
	Policy Tools

	Fiscal
	tax cuts and tax increases

	
	changes in government spending 

	Monetary
	Open-market operation

	
	Reserve requirements

	
	Discount rate

	Supply-Side
	Tax (capital) incentives for investment and saving 

	
	Deregulation

	
	Education and Training 

	
	Immigration Policy 

	
	Trade Policy


Fiscal Policy 

Fiscal policy is the use of government taxes and spending to alter macroeconomic outcomes.

	Fiscal Policy Tools
	Affect on AD/AS
	Affects on Price

	Tax Cut
	Shifts AD to the right
	Increase in relative prices

	Tax increase
	Shifts AD to the left
	Decreases in relative prices

	Increase in government spending 
	Shifts AD to the right
	Increase in relative prices

	Decrease in government spending 
	Shifts AD to the left
	Decreases in relative prices


Automatic Stabilizers 
Automatic stabilizers are federal expenditure or revenue items that respond counter-cyclical to changes in national income.  

Automatic stabilizers take place automatically and do not require Congressional or Presidential intervention. Automatic changes in taxes and spending do not reflect current fiscal-policy decisions: they reflect laws already on the books.

For example automatic stabilizers in an economic slow down leads to:

· Increase in government spending (unemployment benefit, welfare)

· Reduction in tax revenue.

· Widen budget deficits 

Discretionary Policy 

Discretionary Policy is a fiscal policy refers to deliberate change in tax or spending legislation. 
It requires Congressional and Presidential intervention.

Discretionary fiscal policy entails only new tax and spending decisions.

The yearly changes in the tax code and spending create the discretionary income and can create a larger surplus or deficits.

Fiscal year is the 12 month period used for accounting purposes.  The US government uses an October 1st to September 30th as the fiscal year.

Monetary policy
Monetary policy is the use of money and credit controls to influence macroeconomic activity
In general monetary policy increases or decreases money supply
Money supply is the currency held by the public, plus balances in transactions accounts.
Rules versus Discretion 

Fix rules to monetary policy would make the monetary policy more passive mechanism.

Discretionary monetary policy would allow the Federal Reserve to play an active role in adjusting the money supply to changing economic conditions.

	Monetary Policy Tools
	Affects on…

	
	Money Supply
	Interest 
	Aggregate Demand
	Prices

	Open-market operation - Buy bonds
	Increase
	Decrease
	Shifts to the right
	Increase

	Open-market operation - Sell Bonds
	Decrease
	Increase
	Shifts to the left
	Decreases

	Reserve requirements - decrease
	Increase
	Decrease
	Shifts to the right
	Increase

	Reserve requirements - increase
	Decrease
	Increase
	Shifts AD to the left
	Decreases

	Discount rate - increase
	Decrease
	Increase
	Shifts AD to the left
	Decreases

	Discount rate - decrease
	Increase
	Decrease
	Shifts to the right
	Increase


Supply-Side Policy 
The effects of the fiscal or monetary policy depend on the type of AS curve.

Supply-side policy is the use of tax rates, (de)regulation, and other mechanisms to increase the ability and willingness to produce goods and services.

Types of supply-side policy:
· Lower capital gains tax
· Lower the EPA standards for construction of nuclear facilities and refineries 

· Increase the minimum wage can increase shift the supply curve to the left.

· Increase in population will shift the LRAS curve

II.
Idealized Use

Recession 

GDP gap is the difference between full-employment output and the amount of output demanded at current prices

· Monetarist – buy bonds to increase money supply, which in turn lower interest rates and shift the AD to the right.
· Supply – side believe in changing the shape and position of the AS to the right by reducing regulation , lowering capital gains tax, or lower minimum wages...
· Keynesian – use fiscal policy to shift AD to the right.
· Classical – let the market self-adjust.

Inflation 

To combat inflation economist can take one of the following steps:

· Monetarist – would decrease the money supply shifting AD to the left. 
· Keynesian – increase taxes and reduce government spending shifting AD to the left.
· Supply – side would point out that inflation implies both too much money and not enough goods.
· Classical – let the market self-adjust.

Stagflation 

Stagflation is the simultaneous occurrence of substantial unemployment and inflation.
You can not fix both things at the same time.  You have to determine which negative outcome you want to resolve by increase in GDP or decrease in inflation.  

In general, we want to reduce inflation over reduction in unemployment (increase GDP) because lower inflation allows for long term economic growth.
Fine-tuning 

Fine-tuning is the adjustments in economic policy designed to counteract small changes in economic outcomes; continuous responses to changing economic conditions. 

III.
Why Things Don’t Always Work
We can distinguish four obstacles to policy success:

1. Goal conflict

By fixing one problem we may have created a large one.

2. Measurement problems

Since many of the macroeconomic variables are not easy to measure, this creates problems for the policy makers.

Forecast 
Policy makers depend on forecasting to generate economic policy.  Forecasting requires assumptions and economist may make the wrong assumptions when developing forecasting models.
Macroeconomic Models 

This implies the use of econometric and its numerous assumptions.  As with forecasting, the wrong assumptions lead economist to the wrong outcome.  

3. Design problems 

We determine the problem and can forecast with high precision, but the plan taken is a mess!!  

4. Implementation problems 

You could have a well design policy that does not work

Congressional Deliberation 
Even if the right policy is formulated to solve an emerging economic problem, there is no assurance that it will take effect at the right time. 
Politics vs. Economics 
Politicians use economics not the other way around. 
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