Macroeconomics

Instructor: Mark Tomass

Review Questions H18
The Budget Deficit and the National Debt

 1.
Suppose a new law is passed that requires the federal government to run a surplus each year until the national debt has been paid off.  Explain why such a policy would be likely to destabilize the economy and contribute to recessions when the private components of aggregate demand decrease.  

2.
Suppose the federal government runs a chronic deficit of $200 billion per year and finances that deficit by selling new government securities directly to the Federal Reserve System.  Show how, other things being equal, either currency in circulation or bank reserves will increase as a result of this means of financing the deficit.  Why would the impact on the economy of this means of financing the deficit be the same as if the government merely printed money to pay its expenses?  Why would the impact on the economy be inflationary in the long run?

3.
Suppose the federal deficit is financed by borrowing funds from the general public.  Track the impact of such borrowing on interest rates, private saving, and private investment.  Under what circumstances will government borrowing reduce private investment?

4.
Suppose taxpayers increase the supply of savings as a direct result of the government deficit.  Show how, if the increase in the supply of savings is large enough, borrowing to finance the deficit will not affect interest rates and will not crowd out private investment.

5.
Why is financing government expenditures by borrowing more expansionary than tax financing?

6.
Suppose both the supply of savings and investment demand are completely unresponsive to changes in the market rate of interest.  What will be the impact of a federal budget deficit on consumption, investment, and aggregate demand?  What impact will the deficit have on the price level and real GDP if the economy is in a deep recession, so that the economy is operating in the flat portion of its aggregate supply curve?

7.
How can a large deficit prolong a nation’s international balance of trade deficit?

8.
Suppose that over the years the portion of the net federal debt owned by foreigners increases from 5 percent to 30 percent of the amount outstanding.  What is the implication of this change for the future burden of repaying the debt?

9.
Suppose all of the net federal debt is internal debt.  In what sense does repayment of such a debt involve a redistribution of income?  Is there a burden of the debt on future generations in this case?  In what ways can the burden of the debt on future generations be offset?

10.
What is the impact of inflation on the burden of repaying the debt and on taxpayers?
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