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  Lecture reading: DeLong and Olney, chapters 6, 
7... 

  Assigned section reading: CBO Long-Term 
Budget Outlook: http://www.cbo.gov/ftpdocs/
115xx/doc11579/06-30-LTBO.pdf 

  Next week’s readings: DeLong and Olney, 
chapters 13 and 14... 

  April 14 take-home assignment... 
  Due April 19 at start of class 

Logistics 



  Growth: production function 
  Growth: balanced growth path 
  Growth: forecasting 
  Depression: NIPA 
  Depression: income-expenditure 
  Depression: investment-savings 
  Depression: real interest rate movements 
  Inflation: quantity theory of money 
  Inflation: Phillips Curve 
  Inflation: MPRF 
  Inflation: Expectationally-consistent 

equilibrium 

Problems to Solve 
  Budget: sustainability 
  Budget: burden of debt 
  Budget: crowding out 
  Data: pace of long-term growth 
  Data: world real GDP 
  Data: spread of world GDP 
  Data: unemployment rate 
  Data: employment-to-population ratio 
  Data: inflation rate 
  Data: government spending 
  Data: government deficits 
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The “Full Employment” Model 

  Start with the assumption that the Federal 
Reserve has an unemployment rate target, 
chosen to set inflation where the Federal 
Reserve wants it. 

  Add the assumption that the Federal 
Reserve hits the unemployment rate 
target. 

  Given the price level, the Federal Reserve 
sets the money stock to get the level of 
real GDP and thus of unemployment it 
wants 

  If velocity varies, the Federal Reserve 
alters the money stock to offset the 
effects of the move in velocity 
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The “Full Employment” Model II 

  Combine these 
assumptions with our 
IS model 

  Substitute in what the 
Federal Reserve is 
doing on the left hand 
side 

  Look at what happens 
when government 
purchases change... 
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The “Full Employment” Model III 

  As long as the Federal 
Reserve is actively trying 
to and is successful at 
hitting its unemployment 
rate target to control 
inflation, fiscal policy 
has no effect on output. 

  What, then, does fiscal 
policy have an effect on? 
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The “Full Employment” Model IV 

  What, then, does 
fiscal policy have an 
effect on? 

  We can solve our 
equation for the 
change in r... 

  And then calculate 
the changes in I and 
GX 
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The “Full Employment” Model V 

  And you see, indeed, that 
expansionary fiscal 
policy has no effect 

  The changes in exports 
and in investment offset 
the boost to government 
purchases 

  And because investment 
is lower the rate of long-
term economic growth 
slows 
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How Can We Tell Whether This Is 
Going on? 

  This argument that expansionary 
fiscal policy is ineffective requires: 

  That increases in government 
purchases come accompanied by 
large enough increases in r to 
“crowd out” effects on output 

  That decreases in government 
purchases come accompanied by 
decreases in r to “crowd in” 
higher investment (and exports) 

  If not, then the argument fails... 
  And if not, then the Federal Reserve 

is unable to hit its inflation/
unemployment/GDP target... 
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Is This Is Going on Now? No. 



There Is a More Subtle Argument... 

  Suppose you have a natural rate of 
unemployment of 5%, a Phillips-Curve β 
parameter of ½, and an inflation target of 2%/
year... 

  And suppose people think: 
-  A 90% chance inflation will be 2%/year 
-  A 10% chance that public finances will collapse, the 

Federal Reserve will start printing money, and 
inflation will jump to 12%/year 

-  So inflation expectations are 3%/year 



There Is a More Subtle Argument 
II... 

  Then you have a natural rate of unemployment of 5%, a 
Phillips-Curve β parameter of ½, an inflation target of 
2%/year, and expected inflation of 4%/year... 

  So for the Federal Reserve to hit its inflation target 
means an unemployment rate of 6%... 

  Now suppose cutbacks in G/increases in tax rates 
eliminate the fear that the finances of the government 
will collapse and eliminates the possibility of a jump to 
12% inflation... 

  Then inflation expectations are 2%... 
  And then you can hit your inflation target with an 

unemployment rate of 5%—which, by Okun’s Law, 
means your real GDP is 2% higher 



There Is a More Subtle Argument 
III... 

  And then you can hit your inflation target with 
an unemployment rate of 5%—which, by 
Okun’s Law, means your real GDP is 2% higher 

  So cutting government purchases can be 
expansionary 
-  If the Federal Reserve is hitting its unemployment 

rate target in order to hit its inflation rate target 
-  If fiscal austerity makes households, firms, and 

investors more confident that inflation will not jump 
-  If the Federal Reserve notices and responds to 

this... 



Expansionary Fiscal Contraction in 
the Mid-1990s 



Expansionary Fiscal Contraction 
Today? 

  Lawrence Summers: I am too soon out of government to 
use a word like "nuts" [of the Brito-European austerity 
policy.] I find the idea of expansionary fiscal contraction 
in the context of the world in which we now live today to 
be every bit as oxymoronic as it sounds. I think the 
consequences are likely to be very serious for the 
countries involved. I think it is important to distinguish 
between countries that are not borrowing [and spending] 
because they cannot borrow, where there is a question 
as to how large a subsidy they should be given from the 
outside when they have worked themselves into a 
situation in which they are no longer able to borrow. That 
involves one set of issues. 



Translation 

  I am trying to be polite. 
  Yes, it is nuts. 
  Europe is likely to fall back into recession 
  It is one thing if a country’s finances are in such 

bad shape that investors, households, and 
businesses do indeed fear that the government 
is about to start funding itself by printing money 
and a burst of inflation—then the argument 
makes sense. 



Expansionary Fiscal Contraction 
Today II? 

  Lawrence Summers: A very different set of issues 
is raised by those with very little scope to expand 
monetary policy with the capacity to borrow who 
choose not to borrow based on the conclusion that 
improved fiscal hygiene will make everyone so 
much better that the economy will recover. This 
seems to me to be a very high-order gamble. It is 
not one I would be prepared to bet on. 

  Translation: If interest rates are zero, falling 
interest rates can’t crowd-in investment spending. 

  If there are no signs of expectations of rising 
inflation, you cannot reduce the fear that inflation 
might rise any more 



Expansionary Fiscal Contraction 
Today III? 

  Lawrence Summers: I have always been an empiricist, 
so I will be happy to say that if Britain enjoys a boom 
over the next two years coming from increased 
confidence, I will be required to quite radically rethink my 
view of how the macroeconomy operates, and to be 
quite contrite about the seriousness of the misjudgments 
that I am making. You can make a judgment, those of 
you who know me, how big a risk I would take of putting 
myself in such a position of contrition. And you might 
conclude that I am highly confident that the [Brito-
European] experiment is not going to work out well. 

  Translation: I might be wrong. If I am wrong I will be 
very embarrassed. You know how much I hate being 
embarrassed. So draw your own conclusions as to the 
likelihood right now of expansionary fiscal contraction 



But There Will Come a Time When 
the Economy Will Return to Normal 
  Unemployment will decline to normal levels 
  Output will return to its long-run growth trend 
  Interest rates on Treasury Bills will return to 

their normal values as well 
  And then the argument that, other things being 

equal, you want a low deficit—a government 
surplus—to crowd in investment is an argument 
that will have force. 



Call This Date 2015. What Will the 
World Look Like in 2015? “Baseline” 



Call This Date 2015. What Will the 
World Look Like in 2015? 

“Alternative” 



What Is the Difference Between 
“Baseline” and “Alternative”? 

  Alternative Minimum Tax: 15% 
-  Instituted to avoid those nasty headlines about millionaires 

paying no taxes 
-  Rest of tax code indexed to inflation; AMT not; every year a 

fix 
  R&D and other tax credits: 5% 
-  Now a fundraising tool 

  “Doc fix”: 5% 
-  Now a fundraising tool 

  Affordable Care Act Provisions 
-  The tax on “high cost” health plans: 35% 
-  The IPAB: 40% 



Medical Care Across Countries 



Components of U.S. Health Care 
Financing 

  Medicaid 
-  For the poor 
-  For the disabled 
-  For the old and newly poor 

  Medicare 
  Private employer-sponsored insurance 
  Private individual insurance 
  Out of pocket 



Components of U.S. Health Care 
Spending 

  Primary care physicians and nurses 
  Specialists 
  Pharmaceuticals 
  Hospitals 
  Administration 



Differences 

  Huge numbers of administrators 
  Much larger pharmaceutical profits 
  Higher doctors’ salaries 
  Specialists 



Dartmouth Health Atlas 

  Huge numbers of administrators 
  Much larger pharmaceutical profits 
  Higher doctors’ salaries 
  Specialists 



Medicare Spending by District 



What Are These Differences Buying 
Us? 


