Macroeconomics

Instructor: Mark Tomass

Answer Key to Homework 18

1. The surplus would be a contractionary influence on the economy that reduces aggregate demand putting downward pressure on real GDP and the price level.

2. The deposits the Fed creates for the government will be part of the monetary base.  As the government spends these funds to pay for its expenses, bank deposits or currency will increase by the amount of the increase in debt.  This is just like the government printing money to pay its expenses.

3. As the demand for credit increases as a result of the financing of the deficit, interest rates will rise.  The increase in interest rates will increase the quantity of funds supplied as savings and reduce the quantity of funds demanded for private investment.

4. The increase in the supply of savings could offset the increase in demand for funds by the government, putting downward pressure on interest rates to keep them at their initial levels.

5. Deficit financing directly increases aggregate demand as the federal government spends its borrowed funds and then indirectly increases aggregate demand as the monetary base and private credit extended increases.

6. Under such circumstances the deficit will increase real interest rates substantially but have no effect on private investment.  As a result there will be strong inflationary pressures for the economy.  If the aggregate supply curve were, instead, flat the impact of the deficit would be to increase real GDP without increasing the price level.

7. The government deficit could contribute to higher interest rates, which will increase the demand for the dollar putting upward pressure on its price.  This will discourage exports and encourage imports.

8. The implication is that more of the debt is external.  This implies that repayment of the debt can withdraw purchasing power from the nation.

9. When the debt is internal taxes on U.S. taxpayers are transferred to the holders of the federal debt as interest payments.  The burden of the debt is the reduction in well-being of future taxpayers and the possible reduction in private capital formation.  The burden of the debt can be offset by government capital formation that increases productivity of workers and possible increased saving by the private sector as a result of the deficit.

10. Inflation and higher interest rates reduce the burden of repaying the debt.

