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Methods of Financing Government Spending in General and Deficit Spending in Particular and Their Impact on Reserves, on the Monetary Base, and on the Money Supply





	When federal government expenditures are higher than its tax receipts, a budget deficit is created.  In the process of carrying out its debt finance and spending functions, the Treasury complicates the Central Bank's job of controlling the money supply.  There are five methods of financing government spending:





	1. Taxation.  Assume that the government decides to spend an additional some of money to build a job search center in every city and chooses to raise the money by levying taxes on every one who has a job.  





	Step 1. As the taxes are collected, they are initially deposited in the Treasury's accounts at commercial banks throughout the country, called the Treasury's Òtax and loan accounts.Ó  Thus demand deposits at commercial banks are transferred from private ownership to Treasury ownership.  The T accounts of the parties involved will look as follows:
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	As a result of this step alone, the money supply falls since government deposits are not counted in the money supply.





	Step 2. Before the Treasury spends the money, it usually shifts the funds from the commercial banks to the Central Bank.  The T accounts of the parties involved will look as follows:
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	This step reduces total bank reserves since Deposits at the Central Bank have decreased.  





	Step 3. When the government spends the money, the Treasury writes the checks on its demand deposit accounts at the Central Bank to pay for its suppliers.  The suppliers deposit the checks in commercial banks, and the banks send the checks to the Central Bank for collection.  The T accounts of the parties involved will look as follows:
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	This step increases the reserves because of the increase in deposits at the Central Bank and increases the money supply because of the increase in deposits of the public.  If we combine all the effects of the three steps together, then neither the money supply nor bank reserves will be altered.  However, if we take each process individually the fluctuation of the money supply and the reserves that takes place between the time of raising taxes and spending them contributes to interest rate volatility in the financial markets.





	2. Borrowing from the Non-Bank Public.  Suppose that a libertarian led protest was staged to oppose financing the project to build information centers for job seekers and that the protest succeeded in intimidating the government.  As a result, the government decided to finance the project by borrowing (i.e., deficit spending).  It does this by selling bonds to the non-bank public.  The T accounts of the parties involved will look as follows:





 � EMBED Word.Picture.6  ���





	As with taxation, this action reduces the money supply, transferring it from the public to the accounts of the Treasury.  As the Treasury shifts the funds to the Central Bank (see Step 2 above for T-accounts adjustments), bank reserves are also reduced, but as soon as the government spends the funds, the money supply and bank reserves bounce back to where they had been before borrowing took place (see Step 3 above for T-accounts adjustments).  





	3. Borrowing from the Commercial banking System.  If the government sells the bonds to the banks, the final net effects on the money supply and reserves would depend on whether the banks have zero excess reserves which means that they are fully loaned up at the beginning of the process or have a positive amount of excess reserves.  We shall discuss each case separately.





a. Banks have zero excess reserves:  If the banking system is fully loaned up, it has to dispose of other assets before buying any additional government bonds because buying government bonds would result in an increase in Treasury demand deposits at the banks, against which required reserves must be held.  In order to release sufficient reserves, private deposits have to be reduced by a corresponding amount.  Thus, banks sell some of their assets to the public.  Accordingly, the T-accounts of the parties involved will look as follows:
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	By selling other assets to the public, the banks can now buy government bonds from the Treasury and the T-accounts of the parties involved will look as follows:
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	The above two transactions of selling assets to the public and replacing them with new government bonds decrease the money supply because the public has fewer deposits.  Although the Treasury has gained deposits, they are not counted as part of the money supply.  As with taxation and borrowing from the non-bank public, when the treasury shifts its funds to its accounts at the Central Bank then spends them.  As the Treasury shifts the funds to the Central Bank (see Step 2 above for T-accounts adjustments), bank reserves are also reduced, but as soon as the government spends the funds, the money supply and bank reserves bounce back to where they had been before borrowing took place (see Step 3 above for T-accounts adjustments).  Therefore, the final effect is no change in either total bank reserves or the money supply.





b. Banks have a positive amount of excess reserves:  In this case banks do not have to dispose of other assets or call in there loans in order to release reserves for their new purchases of Treasury bonds.  The banks will buy the Treasury bonds and open up new deposits for the Treasury.  The T-accounts of the parties involved will look as follows:
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	This transaction will have no effect on reserves or on the money supply.  


But, when the Treasury shifts the funds to the Central Bank (see Step 2 above for T-accounts adjustments), bank reserves are also reduced, but as soon as the government spends the funds, the money supply and bank reserves bounce back to where they had been before borrowing took place (see Step 3 above for T-accounts adjustments).  Therefore, the final effect is no change in total bank reserves but a net increase in the money supply.  Note that since banks had excess reserves to begin with, the money supply could have increased without any treasury financing by issuing loans to the public.  The role played by the deficit is to induce the banks to lend out its excess reserves.





	4. Borrowing from the Federal Reserve System.  In this case the Treasury borrows the money from the Central Bank.  The T-accounts of the parties involved will look as follows:
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	Since the funds are already at the Central Bank, the Treasury does not have to shift its funds to the Central Bank.  This cancels Step 2 above.  Therefore, this method reduces neither reserves no the money supply.  The Treasury simply sells some bonds to the Central Bank and gets checking accounts for them.  When the Treasury spends the funds, the public ends up with more demand deposits and the banks with more reserves as the T-accounts for Step 3 above show.  Thus, borrowing from the Central Bank to finance a deficit has the same effects as printing money.  It increases both reserves and the money supply.











	5. Printing Money.  By permission of congress the Treasury could  print currency to finance its purchases.  It will deposit the funds with the Central Bank and then spend them.  The T-accounts for printing money will be:
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	The accounts are almost identical to borrowing from the Central Bank, except that the Treasury gives the Central Bank non-interest bearing currency instead of interest bearing bonds.  





	Ultimately, with the exception of the last extremely rare method, if the Central Bank refuses to buy Treasury bonds, there will be no new money created.  But since the Central Bank is concerned about keeping interest rates low, it will have to buy Treasury bonds, thus monetize the debt.
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