Part 2: Macroeconomics

The two biggest problems that destabilize the economy are unemployment and inflation. The unemployment is the percentage of the civilian labor force that is without jobs but that is actively looking for work. High unemployment is usually a sign that all is not well with the economy. Moreover, the waste of human resources that unemployment causes is an extremely serious problem. Unemployment can reduce living standards, disrupt families, and take from an individual his or her feeling of self-respect. As a result, maintaining a low unemployment rate is one of the major goals in stabilizing the economy. There are many types of unemployment. There is cyclical which happens when there are fluctuations up or down in the business cycle; for example it rises during recessions and depressions. Then there is structural that happens when the economy progresses technologically speaking; for example when machines replace man. There is seasonal unemployment which occurs by the changes of the seasons and may take the job of farm workers or constructions workers among others. Finally there is frictional which is when there is temporary unemployment between jobs because of firings, layoffs, voluntary searches for new jobs, or retraining. Most of the people who are in these unemployment categories are out of work because of forces beyond their control. The unemployment rate is only an estimate. Full employment would be achieved if government intervened. The unemployment rate does not include people who are out of work and have stopped looking fore work. Nor does it include people who work in family businesses without receiving pay. The rate does not include the underground economy which is the people who do not follow federal and state laws with respect to reporting earnings. For example, there are the tax avoiders, the gamblers and drug traffickers, and people working off the books. The second major problem that faces the nation is inflation. The unpredictable inflation is the one which destabilizes the economy. For example, during periods of unanticipated high inflation, consumers may borrow and spend more. They realize that the dollars they use to make loan payments will be worth less and less inflation rises. As a result, creditors eventually raise interest rates to maintain the level of profit they had before inflation began to rise rapidly. This, in turn, tends to have a slowing effect on the economy's growth. In the long run in a time of anticipated high inflation, consumers and business often borrow less because of the high interest rates. According to the theory of demand-pull inflation the price rises as the result of excessive business and consumer demand. If demand increases faster than total supply, the resulting shortage will lead to the bidding up of prices. The combination of inflation and low economic activity is sometimes called stagflation. According to some economists, stagflation is a result of cost-pus inflation at work in the economy. The theory of cost-push inflation states that the wage demands of labor unions and the excessive profit motive of large corporations push up prices. 

Taxes can be justified according to one of two major principles. Under the benefits-received principle, those who use a particular government service support it with taxes in proportion to the benefit they receive. Those who do not use a service do not pay taxes for it. For example, a gasoline tax to pay for highway construction and repair is based on the benefits-received principle. Those who use the highways often buy more gasoline and, therefore, pay more in gasoline taxes. Under the ability-to-pay principle, those with higher incomes pay more taxes than those with lower incomes, regardless of the number of government services they use. Progressive tax has been justified on the basis of the ability-to-pay principle. It takes a larger percentage of higher incomes than lower incomes. As an individual earns more income, a larger percentage of that income is taken for federal taxes. Those who make less than a certain minimum pay no federal tax. For example, there is a federal personal income tax. A regressive tax is one that falls hardest on those with the least amount of income. It takes a larger percentage of lower incomes than of higher incomes. For example, because low-income families spend a larger percentage of their income on food than middle - or high-income families, they also spend a larger portion of their income on taxes on food. An example is state sale tax on food. A proportional tax is a tax that takes the same percentage of all incomes. As income rises, the amount of tax paid also rises. The percentage of income represented by that tax, however, remains the same. An example is some state income taxes are the same rate for every taxpayer. Taxes are a way of directing the economic activity. Taxation is more than a way for government to raise money. It is also a way in which government can direct the use of resources by businesses and individuals and way to regulate economic activity. Taxes are commonly used to encourage certain activities by businesses and individuals. Often cities and states will temporarily reduce or exempt taxes for a company as a way of persuading it to locate in a particular area. Governments at all levels encourage investment in their bonds by offering tax-free interest. Taxes are also used to direct resources toward investments that are desirable but costly. Example many states encourage homeowners to insulate their homes by allowing the cost to be deducted from their income before computing their state income taxes. Taxes can also be used to discourage certain activities. Excise taxes that are supposed to discourage the use of such items as cigarettes and alcohol are sometimes known as sin taxes. Customs duties are supposed to reduce sales of imported goods. Other taxes are used as penalties for certain actions. For example, a person withdrawing money from an Individual Retirement Account (IRA) before age 59.5 must pay 10 percent of it as a federal tax penalty. Taxes also can be used to control the nature and growth of economic activity. The government does this by adjusting tax rates and the distribution of taxes to see who pays which taxes. Government officials, however, must keep in mind that individuals and businesses may react to these changes. For example, raising taxes for a state or city can actually decrease revenues if businesses and homeowners move away to escape high taxes. A city can also find itself short of funds if it grants too many tax reductions to try to attract business. 

Fiscal policy is the federal government’s use of taxation and spending policies to affect overall business activity. John Maynard Keynes and his followers believe that fiscal policy could help reduce unemployment. Keynes believed that the forces of supply and demand operated too slowly in a serious recession and that government should step in to stimulate aggregate demand. Fiscal-policy supporters also believe that inflation can be reduced by increasing taxes and/or reducing government spending. They argue that such actions will reduce the aggregate demand for goods and services. Then there is tax increase. Because people are paying higher taxes, they are taking home less spend-able income. They will, therefore, have to cut back on their purchases. As purchases decline, businesses will cut back on production. This reduction in demand will cause businesses to reconsider raising prices. Often, as inflation falls, unemployment rises slightly because of less business activity. Fiscal policy as a means of reducing inflation has not been used frequently. One example of its application, however, occurred in 1968. Government spending was increasing rapidly to finance both the Vietnam War and new social programs. President Johnson persuaded Congress to pass a tax increase to slow inflation. However, the increase did not have the desired effect. According to the Keynesian theory at the beginning of the Depression, government should have filled the gap created when businesses began limiting their investments. The government could have increased injection of government spending or cut taxes to reduce its own leakages. Either would have brought leakages and injections back into equilibrium. Government can also create new jobs. These new jobs reduced some unemployment and injected more wages into the economy. These were not enough, though, to make up for the large drop in consumer demand. It was not until World War II that the nation moved out of the Great Depression. After the war, the government cut back its spending. The economy was strong enough by then to continue operating without the extra government aid. Government employment programs reduce unemployment and stimulate the economy. Cuts in federal taxes are another way in which fiscal policy has been used in an attempt to speed up economic activity and fight unemployment. 

Monetary policy involves changing the rate of growth of the supply of money in circulation to affect the amount of credit and, therefore, business activity in the economy. The cost of credit is the interest that must be paid to obtain it. As the cost of credit increases, the quantity demanded decreases. In contrast, if the cost of borrowing drops, the quantity of credit demanded rises. There are two types of money policy the loose money policy and the tight money policy. In loose money policy the credit is inexpensive to borrow and is abundant. In case of tight money policy the credit is expensive to borrow and in short supply. Tight money policy control inflation. The goal of monetary policy is to strike a balance between the tight and loose money. The Fed cannot, however, let the money supply become so plentiful that rapid inflation results. Monetary policy regulates by discount rate which is the rate of interest the Fed charges as opposed to the prime rate which is the interest the bank charges to its best business consumers. The monetary base is the sum of coins, Federal Reserve notes, and banks’ reserves at the Fed. The Fed’s assets are gold and deposits in other central banks, US government securities, and loans to banks. The banking system is based on what is called fractional reserve banking. Since 1913 the Fed has set specific reserve requirements for many banks. They must hold a certain percentage of their total deposits either as cash in their own vaults or as deposits in their district Federal Reserve Bank. Currently most financial institutions must keep 10 percent of their checkable deposits in reserves with the Federal Reserve. The monetary system consists of the Federal Reserve and the banks and other institutions that accept deposits and that provide the services that enable people and businesses to make and receive payments. Three types of financial institutions accept the deposits that are pat of the nation’s money and they are: commercial banks, thrift institutions, and money market funds. A commercial bank accepts three broad type of deposits: checkable deposits, savings deposits, and time deposits. A bank pays a low interest rate (sometimes zero) on checkable deposits, and it pays the highest interest rate on time deposits. The goal of a commercial bank is to maximize its stockholders’ long-term wealth. To achieve this goal, a bank makes loans at a higher interest rate than the interest rate it pays on deposits. A bank’s cash assets consist of its reserves and funds that are due from other banks as payments for checks that are being cleared. A bank’s reserves consist of currency in its vaults plus the balance on its reserve account at a Federal Reserve Bank. The currency in a bank’s vaults is a reserve to meet its depositors’ withdrawals. The bank uses its reserve account at the Fed to receive and make payments to other banks and to obtain currency. The required reserve ratio is the minimum percentage of deposits a bank must hold. Excess reserves are the reserves that exceed those needed to meet the required reserve ratio. The federal funds market is when a bank whose has a shortage of reserves borrows from a bank with excess reserve this is done in the inter-bank loan market. There are many financial institutions. First there is the commercial bank whose main functions are to accept deposits; to lend money; and to transfer funds among banks, individuals, and businesses. A savings and loan association like a commercial bank accepts deposits and lends money. Savings banks are similar to S-&Ls in that most of their business come from savings accounts and home loans. A credit union is owned and operated by its members to provide savings accounts and low-interest loans only to its members. In general, credit union offer higher interest rates on savings and charge lower interest rates on loans than other financial institutions. A financial company takes over contracts for installment debts from stores and adds a fee for collecting the debt. The consumer pays the fee in the form of slightly higher interest than he or she would pay to the retailer. Retailers use this method to avoid the risks involved in lending money to consumers. Finance companies also make loans directly to consumers. The institutions of the monetary system earn their incomes by performing four economic functions that people are wiling to pay for. They are to create liquidity, lower the cost of lending and borrowing, pool risks (by lending to a large number of businesses and individuals, a bank lowers the average risk it faces), and make payments (bank deposits are money because they can be transferred from one person or business to another at low cost). 

How banks create money? The first step in creating money is creating a bank. The bank then goes through many steps to make money. They obtain a charter to operate a commercial bank. Then they raise financial capital to open the bank and put it into usage. They buy some equipment and computer programs to aid along the task on moving and making money. Then they start accepting consumer deposits. Next they establish a reserve account at a Federal Reserve Bank; the reserve ratio is the proportion of the bank’s total deposits held in reserves, the required reserve ratio is the ratio of reserve to deposits that banks are required by regulation to hold and the required reserves are equal to deposits times RRR. The next step is to start clearing checks (the quantity of money is unaffected by these transactions). Next to final is to buy government securities which are a safe asset that is easily converted back into reserves when necessary. And finally is starting to make loans. Loans are an asset to the bank because the borrower is committed to repaying the loan on an agreed-upon schedule. Example is the bank loans out $15,000 they place it in the checkable deposits accounts of the borrowers. So the bank’s checkable deposits increase by $15,000 to $115,000. The bank has now created some money. Checkable deposits have increase by the amount of the loans, so the quantity of money has increase by $15,000. The multiple creations of bank deposits involve many rounds and sequences. The running tall increases reserves, loans, and deposits. Deposits equal reserves and loans. To quickly get the amount of increased deposits there is a formula. The formula is (1 over 1 minus L) times initial increase in reserves. L is a fraction it is the percent of money lent out. The answer is the increase in deposits. This is why there is a limit in the creation of money. Then there is a deposits multiplier. It is the number by which an increase in bank reserves is multiplied to find the resulting increase in bank deposits. That is, change in deposits equals deposit multiplier times change in reserves. The deposit multiplier equals 1 over RRR. Then there is also a money multiplier. The money multiplier is the number by which a change in the monetary base in multiplied to find the resulting change in the quantity of money. The change in the quantity of money equals money multiplier times the change in monetary base. The quantity of money created is equal to (1 over 1-L) times open market purchase. The proportion L is equal to 1 minus C times 1 - R. The demand for money is the association between the quantity people want and the nominal interest rate. There are three influence of this the price level, the real GDP, and the financial technology. The supply of money is what is produced by producers. The long run refers to the economy at full employment or when we smooth out the effects of the business cycle. The quantity theory of money is the proposition that when real GDP equals potential GDP, an increase in the quantity of money brings an equal percentage increase in the price level. The velocity of circulation is the number of time each year that the dollar gets used to buy tangibles and intangibles. Velocity equals (P times Y) over M. P is the GDP deflator divided by 100. Y is the real GDP. M is the quantity of money. The equation of exchange is M times V equals P times Y. The quantity theory of prediction is P equals M times V over Y. Inflation rate is money growth plus velocity growth minus the real GDP growth. Inflation decreases potential GDP, slows economic growth, and consumes leisure time. The taxes are tax costs, shoe-leather costs, confusion costs, and uncertainty costs. Inflation is a tax on holding money. The inflation tax is bigger than the tax on money holding, and it interacts with the income tax to lower saving and investment. Subsequently then the aggregate expenditure is studied. The consumption function is the relationship between consumption expenditure and disposable income. The Marginal propensity to consume is a fraction of a change in disposable income spent on consumption. MPC is equal to change in consumption expenditure over change in disposable income.  
The US Congress created the Federal Reserve System in 1913 as the central banking organization in the United States. Its major purpose was to end the periodic financial panics that had occurred during the 1800s and the early 1900s. Over the years, many other responsibilities have been added to the Federal Reserve System, or the Fed, as it is called. The jobs of the Fed today, range from processing checks to serving as the government’s banker. Its most important function, however, involves control over the rate of growth of the money supply. The Fed does lots of things but mainly it has to keep the economy going by fighting inflation. That means keeping prices stable. Inflation is when prices go up. Inflation makes business and person decision hard. Monetary policy involves changing the rate of growth of the supply of money in circulation to affect the amount of credit and, therefore, business activity in the economy. Credit, like any good or service, is subject to the laws of supply and demand. If a country has a loose money policy, credit is inexpensive to borrow and abundant. If a country has tight money policy, credit is expensive to borrow and in short supply. The goal of monetary policy is to strike a balance between tight and loose money. It is the Fed’s responsibility to ensure that money and credit are plentiful enough to allow expansion of the economy. The Fed can’t, however, let the money supply become so plentiful that rapid inflation results. One of the Feds job is to make sure banks stay in business. Banks are in business to make a profit. So interest is charged on loans. Cash doesn’t play a big part in modern banking. In loans the bank adds money to your account and you can then write checks on that account. The banking system is based on what is called fractional reserve banking. Since 1913 the Fed has set specific reserve requirements for many banks. They must hold a certain percentage of their total deposits either as cash in their own vaults or as deposits in their district Federal Reserve Bank. The Federal Reserve System has to ensure a flow of cash throughout the economy. The Federal Reserve is sometimes called the banker’s bank because our bank has an on the Federal Reserve. 
The Federal Reserve System is the central bank of the United States. Central bank is a public authority that provides banking services to banks and regulates financial institutions and markets. Monetary policy is the adjusting quantity of money in the economy. The key elements in the structure of the Federal Reserve are three. They are the Board of Governors, the Regional Federal Reserve Banks, and third the Federal Open Market. The Board of Governors directs the operations of the Fed. It established policies regarding such things as reserve requirements and discount rates. The board also supervises the 12 district Federal Reserve banks and all other depository institutions. The Board of Governors can raise or lower the discount rate in relation to prevailing market rates. The discount rate is the interest rate at which the Fed stands ready to lend reserves to commercial banks. Federal Reserve Banks in the second element. Each of the 12 Federal Reserve district banks is set up as a corporation owned by its member banks. The systems include 25 Federal Reserve branch banks. The smaller banks act as branch offices and aid the district banks in carrying out their duties. Federal Open Market is the third element. Federal Open Market Committee meets approximately eight times a year to decide the course of action that the Fed should take to control the money supply. The Federal Reserve has many functions among them there are clearing checks, acting as the federal government’s fiscal agent, supervising member banks, holding and settling reserve requirements, supplying paper currency, and regulating the money supply. It is October 1982 the space Shuttle Colombia takes off to do an important mission it will release a satellite into permanent orbit. Inflation has taken a toll on the economy. Companies are borrowing less and investing in fewer new plants and existing plants are being shut down. When inflation went down we had the longest expansion and it made history. The Fed has control only of the monetary part of the equation. The President and Congress manage fiscal policy.


