2301SKELETON CLASS NOTES

SECTION 3

PART A

FISCAL POLICY

THE FEDERAL DEFICIT AND DEBT

Fiscal Policy:    The deliberate manipulation of laws authorizing government spending (G) and laws governing taxes (T) to achieve national economic goals. (“fixing” the economy).

Most of our discussion will deal with Discretionary Fiscal Policy – The “deliberate manipulation”
Why Fiscal Policy is so important:

Since Keynes’ view of the economy believed that aggregate demand was the most important factor in economic stability, it was a logical step to conclude that if private sector spending could not lift the economy to full employment equilibrium, that government (primarily Federal, but state and local also) spending could provide the required stimulus.

The Federal Budget

The annual fiscal budget includes:

· Funds coming in: tax revenues (T)

· Funds going out: government spending (G)

Types of Federal Budgets

· A budget Surplus: G – T < 0

· A Balanced Budget: G – T = 0

· A budget Deficit: G – T > 0

Deficit spending is the usual case.

Understand difference between the Federal Budget and the Federal Debt

Federal Budget – the government’s annual spending and revenue. 

Public Debt –       the total amount owed by the Federal government on all of its borrowing due to accumulated annual deficits.
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IN BILLIONS OF INFLATION-ADJUSTED 2013 DOLLARS

Fiscal Mandatory Discretionary ~ Net Total Total  Surplus/
Year Spending  Spending Interest Spending Revenue Deficit
1993 1011 813 299 2123 1739 -384
1994 1,058 79 299 215 1856 -300
1995 1067 787 335 2189 1953 -237
19% 1115 755 342 2211 2,059 -152
1997 1127 761 339 2228 2197 -30
1998 1181 758 331 2270 2366 9%
1999 1220 776 312 2308 2478 170
2000 1265 817 29 2379 2693 314
2001 1309 843 268 2420 2587 167
2002 1413 938 218 2570 2368 -202
2003 1481 1,032 192 2705 2232 -473
2004 1512 1,093 1% 2801 2297 -504
2005 1561 1,146 218 2924 2508 377
2006 1615 1,163 259 3038 2754 -284
2007 1611 1157 263 3032 2854 -179
2008 1732 1,233 274 3239 2,741 -498
2009 2,244 1327 200 3772] 2257 1515
2010 2031 1,430 208 3670 22%  -1374
2011 2,106 1,401 239 3746 2395 -1351
2012 2073 1313 225 3611] 2501 -1110
2013 2020 1,213 23 455 2,813 ‘642
* Estimate. D Highest spending level 1 First year of Budget Control Act

Source: Office of Management and Budget, Historical Tales: Budget o the U.S. Government,
FY 2014, Tables 81and 11, April 2013, httpy//mww.whitehouse gov/omb/budget/
Historicals (accessed May 1, 2013); and Congressional Budget Office, Updated Budget
Projections: iscal Years 2013 to 2023, May 2013, Teble 1-1

http://vwvww.cbo gov/publication/44172 (accessed May 15, 2013),

Federal Spending by the Numbers 2013 B heritage.org




Fiscal Policy to Stabilize the Aggregate Economy

· Government manipulates changes in G and in T to shift AD.

· Move the economy toward full-employment.

· Close the “gap”.

· This is done by the Congress and the President agreeing to changes in laws affecting G and T.

Closing a Recessionary Gap (Underperforming Economy - Recession) 

· Expansionary Fiscal Policy

· Increase G, or

· Decrease T.

· The multiplier effect finishes the job.

· fighting a recession will make the deficit bigger.

· It takes a larger decrease in taxes than increase in spending to result in the same increase in aggregate demand.
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Closing an Inflationary Gap (Overheated Economy) 

· Contraction Fiscal Policy

· Decrease G, or

· Increase T.

· The multiplier effect finishes the job.

· fighting inflation will make the deficit smaller.

· It takes a larger increase in taxes than decrease in spending to result in the same decline in aggregate demand.
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Fiscal Policy Affects the Deficit

· Expansion policy: deficit increases

· Contraction policy: deficit decreases

Possible Limitations Complications involving Fiscal Policy

The Crowding Out Effect

Circumstance in which expansionary fiscal policy leads to a reduction in planned investment or consumption as a result of government borrowing raising the market interest rate.

How the “crowding out” takes place.

· Government borrows money in the credit market like any other entity.

· This removes funds from the credit market. 

· These funds would have been borrowed by consumers and businesses.

· Their economic activity is reduced.
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Direct Expenditure Offsets

Situations in which the effects of government fiscal actions are reduced due to actions taken by business or households in the private sector. (expanded government spending is offset by reduced private sector spending).

The Supply Side Effects of Tax Changes

Business and households are not static in their reactions to increases or decreases in tax rates.  There is not always a direct relationship between the tax rate and tax revenue.  This idea is expressed in the Laffer Curve
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The realization that tax revenue may not result from higher tax rates, makes implementing Keynesian Fiscal policy and controlling the Federal Budget more complex.

The Time Lags of Fiscal Policy

With any discretionary spending or taxing action taken by government, there are three points at which time lags can affect the implementation and success of the action.

· Recognition Time Lag - The time it takes policy makers to collect and

 review data and recognize there is a problem.

· Action Time Lag -           The time it takes policy makers to formulate
and implement a policy to correct the problem. This can be a long time since the legislative and executive branches must debate, devise and agree to a “fix”.

· Effect Time Lag -           The time that elapses between policy 
implementation and when the effects are felt in the economy. The time it takes for the process to work.

Potential problem resulting from the various time lags

Usually, by the time the “fix” goes into full effect the private sector of the economy has adjusted to the situation and has effectively “fixed” the problem.

Automatic Stabliziers - fiscal policies written in such a way that tax and spending levels react automatically to changes in the level of economic activity.  These type fiscal policies do not require discretionary action by policy makers. (Non-discretionary fiscal policy)

Automatic Stabilizers are present in the following Federal programs:

1. The progressive income tax system

2. Unemployment compensation system

3. Federal transfer payment program

Automatic stabilizers

· Existing laws go into effect immediately to counteract the GDP trend  and offset the fluctuations of business cycle.  

During periods of economic contraction:

· Unemployment compensation and Federal transfer payments increase, raising government expenditures. 

· Federal income tax revenue declines.

· Stabilizers act to increase the Federal budget deficit.

During periods of economic expansion:

· Unemployment compensation and Federal transfer payments decrease, lowering government expenditures. 

· Federal income tax revenue increases.

· Stabilizers act to decrease the Federal budget deficit.

Potential Hazards of relying on Government Spending to Stabilize the Economy.

1) Transfer payments shift purchasing power from taxpayers (income earners) to groups currently favored by government:

· Welfare receivers

· Subsidy receivers

· Special-interest groups

2) Governments produce no wealth or income.

3) Taxation shifts income (purchasing power) from the private sector to the public sector.

4) Opportunity Cost of Taxes

· The income a person uses to pay taxes has alternative uses that must be foregone.

· Whatever the taxpayer would have chosen to do with the income that is taxed away is the opportunity cost of taxation.

5) The Politics of Fiscal Policy
· Congress and the President change tax laws and government spending appropriations for reasons other than “jumpstarting” the economy.

· ANY change in G or T, for whatever reason, will affect AD and the economy. 

· Using economic policy for Political Philosophy .

· “Small” government officials want to decrease spending and/or decrease taxes. They believe government programs are too large, too costly, and too inefficient and that the private sector can solve problems better.

· “Big” government officials want to increase spending and/or increase taxes. They believe more and larger government programs are needed to solve problems

The Effects of the Public Debt on the Economy

The increasing level of the U.S. Public Debt may have significant effects on our economy in the future.

Higher Interest payments
· Mandatory interest payments will take a larger share of the overall Federal budget, and of GDP.

A Burden on Future Generations

· The taxes to pay current Federal borrowing will have to be paid by a future population.

· Using the current deficit on current consumption rather than capital investment is likely to lead to a slower rate of growth in future GDP.

· If interest rates rise due to increased Federal borrowing, the private investment & consumption could be “crowded out.”

Who Receives the Interest Payment on the Debt
· When the debt is held by foreign holders, the interest payments are in fact a transfer payment of U.S. funds to others outside of our economy. On the debt that is held by U.S. citizens/entities the interest payments stay within the U.S. economy. There is a transfer of wealth from one group (tax payers) to another (debt holders).

Government’s Share of the Economy

· The larger the Debt the larger share of economic activity which shifts from the Private sector to the public sector.

A Positive Statement Regarding the Federal Debt
The various negative effects of the Debt are reduced to the extent that: 

· The Federal Deficits are used to make investments in capital assets and infrastructure which could lead to an increase in the future rate of GDP growth which exceeds the costs of the higher Debt.

Can the Deficit be reduced?
To reduce the Deficit, spending must be reduced and/or tax revenue must be increased.

Tax Increases

Tax increases are politically difficult to enact.  Raising the tax rate might not lead to the increase in revenue expected as individual adapt their actions to avoid the higher tax rates.  Taxing the rich alone is not likely to raise sufficient funds .

Reducing Expenditures

Politically difficult to cut entitlement programs (Social Security, Medicare, Medicaid).  These are the largest component of the Federal budget. 

PART B

Money, Banking, and the Federal Reserve

Money: Anything widely accepted for purposes of exchange and to repay debts
· Functions of Money:

· medium of exchange – an item which sellers will accept as payment
money replaced barter

· Barter – exchange one good for another

requires finding someone who wants what you have and has what you want
(must be a double coincidence of wants.)
· Money – exchange your work for money; then
 exchange your money for goods

makes daily transactions faster and 
easier 

· unit of accounting – a measure in which the relative value of goods and services 
can be compared. 
· store of value – ability to hold value over time.
What Gives Money Value?
· Acceptability- people are willing to use the item to serve the functions of money.

Money is desirable to hold as a wealth asset and use as a medium of exchange because it has liquidity.

Liquidity – Asset can be acquired or disposed of without danger of much loss to its nominal value and with minimal transaction cost.  Money is the most liquid asset.
· Purchasing power – Money retains predictability in its value over time subject to 
rate of inflation
Money Supply (MS)

· M1 – most liquid form

· Currency

· Checking accounts (banks, savings & loans, credit unions)

· Traveler’s checks
· M2 – less liquid form

· M1 plus

· Savings Accounts 

1. Savings Deposits – interest drawing accounts which can be withdrawn at anytime.

2. Time Deposits – (certificates of deposit) interest drawing accounts which must be left for agreed period, and are subect to penalty if withdrawn early.

3. Money Market Mutual Funds -  Mutual funds that invest in only short-term credit instruments.
Size of M1 and M2  (2013)
M1:
Currency and Coins
47.6%

Demand Deposits

52.3%


Traveler’s Checks

0.1%



Total: $2.318 Trillion

M2:
M1



22.5%


Savings Deposits

64.0%


Small Time Deposits
7.3%

Money Market Mutual


Funds



6.2%



Total: 10.3 Trillion

M1 & M2 are 

· Money in the hands of the people.

· Controlled by the Fed

What is not Money

· Credit Cards: not money but they substitute for money to make transactions.

· It is debt; use a credit card and you owe the credit card company. 

· Debit Cards: act exactly like money

· Amount is deducted directly from your checking account, just like a check.

Which is more closely watched? M1 or M2?
More individuals and companies are now placing a larger percentage of their funds in “sweep” accounts at non banking institutions in lieu of demand deposit accounts at banks.  These “sweep” accounts are not included in the measure of M1 but are included in M2.  As a result, the Fed now watches M2 more than M1 to determine what is happening to the money supply.
Money Demand (MD)

· Money Demand (MD) is the amount of money the public WANTS to hold as M1.

· Money Supply (MS) is the amount the public HAS to hold as M1.

The Federal Reserve has absolute control over the size and growth of the Money Supply.

Money Demand (MD)

· Why do we want to hold M1?

· Transactions demand – Holding money as a medium of exchange. 
Transactions demand varies directly with nominal GDP.
· Precautionary demand – Holding money to meet unplanned expenditures and 

emergencies

· Asset demand – Holding money as a store of value

There is a costs to holding money (M1 &the interest rate)
· The opportunity cost (interest you could have earned in a savings account)

· The price to borrow money is the interest rate.

· At high interest rates, the opportunity cost of holding M1 is high, so the quantity of M1 we want to hold is low.

· At low interest rates, the opportunity cost of holding M1 is low, so the quantity of M1 we want to hold is high.

The Money Demand Curve

· Because of the costs involved in holding money, Money Demand is a downward sloping curve.
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FINANCIAL  INTERMEDIATION

Financial intermediaries are in business to provide the service of transferring funds from “savers” to “borrowers” / investors.

Savers are willing to place their funds with financial intermediaries since they should shelter savers from direct exposure to the following risks inherent in lending funds:

· Adverse Selection – the likelihood that borrows are seeking to use others’ funds
·  for high-risk purposes

· Moral hazard – the possibility that  borrowers will engage in riskier behavior that expected once they obtain access to funds.
Federal Deposit Insurance

The Great Depression created a breakdown in the connection between savers and those wishing to borrow.

· There was a rash of  bank failures.

· When a bank failed all of its depositors’ accounts were wiped out.

· Even the rumor of a problem at a bank would lead to a “run on the bank” by depositors demanding immediate redemption of their acccounts.  This could drive even solvent banks to close.

·  Individuals preferred to keep cash in hand (in a materess, or buried mason jar) rather than in deposits in fininacial institutions.  
· No lending was taking place due to lack of funds available and fear by banks about their need for reserves to meet depositor withdrawls.

One of the first acts of the FDR administration was the establishment of the Federal Deposit Insurance Administration (FDIC).  The FDIC guarranteed that depositor accounts upto a maximum value would be secure if the financial institution were to fail.  

The Federal Reserve System (aka THE FED) the U.S’s Central Bank)
· Duties of the Fed:

1. Supplies the economy with currency.

2. Regulate the banking system.

3. Provide check clearing services.
4. Acts as the Federal government’s fiscal agent. (it is the government’s banker)

5. Holds reserves for member banks.

6. Financial industry’s “lender of last resort.”

7. Control the size and growth of the money supply.

8. Intervenes in foreign currency markets.

9. Conduct monetary policy, mainly through its Federal Open Market Committee.

The Fed’s Structure & Organization

· Established by the Federal Reserve Act: Dec 23, 1913

· Chair: (4-year term)

· There are 12 districts. Each district has its own regional Fed bank.  Regional Fed bank presidents are selected by the member banks in that region.
· Fed Board members

· 14-year terms

· staggered terms
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The Fed was constructed in such a way in an effort to appease the rural regions of the country which feared a centralization of financial power in the large urban city banks.
Money Creation, Demand for Money, Monetary Policy

Banks are critical to the creation of “money” in our economy.  Remember that demand deposits are included in the definition of M1.
One of the basic foundations of any banking system is the observation that in the usual course of daily activity not all of the bank’s depositors will withdraw their entire account balance at the same time.  The bank will have to keep only a portion of its deposits in hand at any time.

This observation means that financial institutions can operate on a Fractional Reserve basis.

Fractional Reserve Banking – A system in which depository institutions hold reserves that are less than the amount of total deposits.
Fractional Reserve Banking

· The Fed controls the size and growth of the money supply.

· It uses Fractional Reserve Banking to regulate the loan making process.

· All bank deposits are called reserves.

· Each bank is required to set aside a fraction of each deposit as required reserves.

How Fractional Reserve Banking affect the money supply
· Required Reserves - The value of a bank’s transaction deposits which the Fed

requires the bank to hold in either fault cash or on deposit with the Fed. 
· Required Reserve Ratio (RRR) - The percentage of a bank’s total transaction

 deposits which must be held as required reserves.  Also referred to as the “Reserve Ration”.
· Excess Reserves – The amount of reserves which banks hold above their required 

reserves.

· Excess reserves may be loaned out by the bank.

· Each new loan increases the money supply (a loan is made by creating a demand deposit – by definition part of the money supply).
How the Banks Create/Destroy Money

“Creating/Destroying” Money

· When a bank makes a loan:

· The money supply is increased. 

· Money is “created”.

· Before the loan:

· The public has access to a certain amount of money in MS.

· After making the loan:

· The borrower’s checking account is increased, and the public has access to more money. 

· MS is increased.

· Pay back the loan:

· MS is decreased.

· Money is “destroyed”.
Illustration of how banks “create” money

Initial Bank Balance Sheet

Reserve Ratio = 10%
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Transactions deposits increase by $100,000, bringing the total to $1.1 million
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1) Total Reserves increase $100,000

2) Required Reserves increase by $10,000 to $110,000

3) Excess Reserves increase by $900,000

Bank lends the $90,000 excess reserves by creating a demand deposit
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1) Total Reserves falls to the level of Required Reserves at $110,000

2) Loans increase to $990,000

How the Federal Reserve Adjusts the Money Supply

The Fed adjusts the money supply through its Open Market Operations.

Open Market Operations – The Fed’s purchase and sale of existing U.S. government bonds in the private open market.

Open Market Operations are the Fed’s primary tool for regulating the money supply.

Note:  

The principle way the money supply is increased is when additional new reserves and deposits are created in the banking system by the Fed. Conversely, the money supply is decreased when the Fed withdraws reserves from the banking system.
How The Fed’s Open Market Operations work
A bank’s original position before the Fed’s purchase of a $100,000 U.S. government bond.
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The Fed purchases a $100,000 U.S. Government from an individual or corporation.  The Fed transfers $100,000 to the seller’s bank, increasing the money supply by the same amount.  The bank has excess reserves of $90,000.
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The bank  expands its loans by $90,000
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This process is reversed if the Fed elects to sell Treasury notes to either private entities or to banks directly.  Either way Total/Excess reserves are withdrawn from the banking system.  The money supply decreases.
The affects on the money supply does not stop with the bank which received the initial injection of funds, The demand deposit account which the customer receives when the loan is created, is soon used by the customer to make payments for goods or services.  These payments are deposited by the recipients into their banks, resulting in an increase in reserves for that bank.  New loans are made, the process continues.

The Money Multiplier
This mechanism of reserve creation/destruction working thru the entire banking system can be measured by the Money Multiplier.

Money Multiplier – The number that when multiplied by the initial change in bank reserves yields the resulting change in the money supply.

The Money Multiplier is the reciprocal of the required reserve ratio (RRR) or (1 / RRR)

How the Money Multiplier Works
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Required Reserve Ratio: 10%

Money Multiplier: 10

Initial Injection: $100,000

Total Increase in the Money Supply: $1,000,000

In the actuality the money multiplier is affected by the following factors, and can be smaller than 1/RRR

Factors Affecting the Money Multiplier
1. Currency drains.  The amount of money the public holds outside of the banking system
2. Excess Reserves. Individual banks may elect to hold excess reserves rather than create new loans.

Other Monetary Tools of the Federal Reserve
· The Discount Rate – The interest rate that the Fed charges for reserves that it lends to depository institutions.  When banks fall short of the level of required reserves they must maintain, they can borrow the amount they are short from the Fed (referred to as borrowing at the “discount window”).  Banks avoid borrowing from the Fed it possible. This is a last resort option.

· Required Reserve Requirement Changes. It is within the Fed’s mandate that it could elect to make changes in the required reserve requirement.  However even a very minor change in the reserve ratio would make a major disruption in the money supply. It is not a policy option which the Fed elects to use.  Fed relies on its Open Market Operations to control the money supply.  

In Oct 2008 Congress granted the Fed the authority to pay interest on both required and excess reserves.
An analogy on the tools of the Fed:
· Changing the Required Reserve Ratio is like using a meat cleaver to remove a splinter.

· Using the Open Market Operation is like using tweezers. 
While not specifically a “tool” of the Fed, there is a market interest rate which the Fed tries to influence:

· Federal Funds Rate – The interest rate that banks charge each other to borrow reserves in Federal Funds Market (the interbank funds market).  Banks prefer to borrow in the Federal Funds Market since there is less stigma and regulation than when they borrow from the Fed.  The Fed looks to changes in the Federal Funds Rate to get a picture of the effectiveness of their monetary policy.  The Fed’s usual practice at this time is to keep the discount rate at an established level above the Federal Funds Rate.

Review of Fed Policy Options

To Increase the Money Supply

· Lower the RRR

· increases the amount of excess reserves

· Lower the discount rate

· increases the desire of banks to borrow reserves (to make more loans) from the Fed

· Fed buys government securities in the Open Market

· injects new money into the seller’s bank account

To Decrease the Money Supply

· Raise the RRR

· decreases the amount of excess reserves

· Raise the discount rate

· decreases the desire of banks to borrow reserves (to make more loans) from the Fed

· Fed sells government securities in the Open Market

· removes money from the buyer’s bank account

How the Fed Influences Market Interest Rates
Important Note:

The market price of existing bonds (and all fixed-income assets) is inversely related to the market interest rate.

The Fed uses its Open Market Operations to adjust the money supply and thereby influence market interest rates.
If the Fed wants to pursue higher interest rates

· Fed sells bonds (decreasing the money supply)
· Supply of bonds increases

· Bond prices fall
· Falling bond prices leads to higher interest rates
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If the Fed wants to pursue lower interest rates

· Fed buys bonds  (increasing the money supply)
· Supply of bonds falls

· Bond prices rise

· Rising bond prices leads to lower interest rates
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Additional Discussions on Monetary Policy

How would the Fed eliminate a recessionary gap?

Expansionary Monetary Policy 

· Increase the Money Supply/Decrease interest rates
· Fed buys bonds from the public

· Fed pays for the bonds

· Checking account deposits rise

· More loans are made; 
· Result?

· Shift AD to  right

· Increase spending

· Increase borrowing
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How would the Fed reduce inflationary gap?
Contractionary Monetary Policy

· Decrease Money Supply/increase interest rates

· Fed sells bonds to the public

· Public pays for the bonds

· Checking account deposits fall

· Fewer loans are made; 

· Result?

· AD shifts left
· Decrease in spending

· Decrease in lending
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The Interest Rate-Based Money Transmission Mechanism
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How Monetary Policy Affects Aggregate Demand
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· Increase in the money supply lowers the market interest rate

· At lower rates, a larger quantity of money will be demanded

· The decrease in the interest rate stimulates investment

· The increase in investment shifts the AD curve to the right

Monetary Policy and Inflation

Over time, increases in the money supply will result in inflation.  This relationship can be shown thru the Equation of Exchange.

Equation of Exchange

· M x V = P x Q, where:

· M is the money supply, M1

· V is velocity (how many times each $ in MS is spent)

· P is price level, CPI

· Q is Real GDP

Note: P x Q is Nominal GDP

M x V = P x Q, an identity:

· Left side is number of $ spent to buy all products

· Right side is number of $ needed to buy all products

· Velocity
· literally, the number of times each dollar is spent in a period of time

· represents our behavior toward the use of money

· changes when new ways of handling money come about

· in the short-run, can be considered as a constant

Quantity Theory of Money and Prices
· M x V = P x Q

· Money supply is directly related to inflation:

· Let both V and Q be constant (true in a very short-run).

· Then a M increase forces an increase in P.

Other theories hold that the Quantity Theory holds only in the very short run. Over time both P and Q can change when M is increased.

· Three possibilities:

· Overheated? P increase only 

· Underperforming? Q increase only

· Near full employment? Some of each.

Part C
International Trade

Comparative Advantage & the Open Economy

International Trade: Trade between people and businesses who operate in different countries.

International Trade exists because countries can make themselves better off through trade.

      The Correlation Between World Trade & World Real GDP
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· Exports – goods produced here and sold to people/firms in other countries

· Imports – goods produced in foreign countries and sold to people/firms here

· Terms of trade: The rate at which units of one product can be exchanged for units of another product.  (How much of one thing is given up for how much of something else.)

Growth in U.S. Imports, Exports & Trade Deficit
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International Trade

· Trade deficit – imports exceed exports.

· Outcome:

· we end up with more satisfying goods than they do

· they end up with unspent dollars

· What do they do with those dollars?

· they save them in banks

· banks then loan them to borrowers who want to buy assets priced in dollars

· Trade surplus – exports exceed imports.

· International trade brings foreign-made goods to the US and generates foreign investment in US assets

Important to remember:

Although now a smaller percentage of total world trade, than in the half century following WWII, the U.S. still accounts for the largest volume of international trade (both imports & exports) as measured in dollars.

Why Individuals/Countries engage in International Trade

Specialization and Trade

· Country A has the comparative advantage over Country B if:

· Country A can produce a good at a lower opportunity cost than country B can.

· Country A should specialize in that good and country B should become country A’s customer.

· Country A should buy things it wants from other countries which have the comparative advantage on those items.

· Terms of Trade for country A are how much of the product it makes are required to obtain the products it wants from other countries. 

· Countries learn they have a comparative advantage by the basic economic activity of individual producers in the country trying to earn profits and buying low and selling high in the process.

· When trading countries follow the idea of comparative advantage in their production/trading practices they all benefit from an increase in total production and higher living standard.

Example of How Comparative Advantage
Production Possibility Curves for 

            U.S.                                                       Japan
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Specialization and Trade

· U.S. has a comparative advantage in producing food. 

· Japan has a comparative advantage in producing clothing.

· Terms of trade for U.S. is how much food it must sell to obtain clothing.

· Terms of trade for Japan is how much clothing it must sell to obtain food.

            Result of Pursuing Comparative Advantage
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Following the Principle of Comparative Advantage:

· U.S. produces 90 units of food and no clothing.

· Japan produces 15 units of clothing and no food.

· U.S. has gained 10 additional units of food

· Japan has gained 10 additional units of food

Benefits of Specialization and Trade

· People in countries that specialize and trade have:

· expertise in production

· efficiency in resource use

· a wider choice of goods

· goods at lower prices

· a higher standard of living
What is the Outcome of Free International Trade?

Free international trade and investment will increase the living standard of all trading countries.

· In each country, high cost, internationally noncompetitive firms lose sales.

· cut back on production or go out of business

· lay off workers; destroy jobs

· In each country, low cost, internationally competitive firms gain sales.

· expand production

· hire more workers; create jobs

· Increased international trade requires expansion of the transportation industry.

· create jobs in transportation

· In each country, consumers are better off:

· they pay less for goods

· they have a wider variety to choose from

· their income can buy more goods

· their standard of living goes up

· In each country, resources are more efficiently used by specialists

· more is produced from the same consumption of resources
Arguments Against Free Trade

· National defense argument:

To protect its military assets countries must maintain a supply of industrial producers.  Countries must also regulate/restrict transfer of military sensitive technologies.

· Infant industry argument:

New industries need to be protected from foreign competition so they can grow and become strong enough to compete.

· Antidumping argument:

Protect domestic producers’ market share from unfair dumping by foreign competitors. (Dumping – selling a good or service abroad below the price charged in the home market, or below the cost of production).
· Foreign subsidy argument:

Protect domestic producers’ market share from foreign producers who are receiving unfair financial support from their home governments 

(Subsidy – payments by govern based upon production)

· Low wages argument:

Protect domestic producers’ market share from foreign producers who benefit from unfair low wages in their home country.  This also protects the wage rate of the domestic workers.

· Saving domestic jobs argument:

National economic health requires that we maintain current jobs in domestic industries being pressed by foreign competition, and to maintain current wage levels in those industries

The bottom line reason that Domestic high cost, noncompetitive industries seek protection from government from foreign competition.

· They are afraid of:

· Loss of jobs

· Loss of sales

· Going out of business

Protectionist Government Policies

· Government imposes tariffs or quotas in imported goods.

· Tariff – a tax on each imported good
· quota – a restriction on the number of goods that can be imported
Results of Protection Policy

In both countries:

· High cost, inefficient firms win.

· Low cost, inefficient firms lose.

· Consumers lose due to higher prices, less alternatives.

· Export firms lose sales.

· There is a net job loss.

· In both countries, standard of living falls.

Important to remember

tariffs and quotas benefit the producers in protected industries and their employees at the expense of consumers.

Movement Toward Free World Trade
The Great Depreciation was worsened to worldwide tariffs enacted in the mistaken belief that a tariff would protect a counties domestic production and employment.  The U.S. participated in this with the Smoot-Hawley Tariff Act of 1930.

After WWII, the U.S. tool the lead in moving the world economy toward more open economic trade.
History of U.S. Tariff Charges
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1947 – GATT – General Agreement on Tariffs and Trade (23 countries)

A) Equal Non-discriminatory trade treatment for all members

B) Reduction of tariffs by multilateral negotiation

C) Elimination of import quotas

1995 – WTO – World Trade Organization (145 countries)

A. Oversees GATT and other international trade agreements

B. Resolves trade disputes

C. Holds forum for further rounds of trade negotiations

As a result of international efforts through GATT & WTO to reduce trade barriers and encourage free trade, world trade has increase significantly
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· INTERNATIONAL FINANCE

Foreign Exchange

National currencies are the means by which foreign individuals, firms or countries make foreign purchases or investments.

· International commerce requires two transactions:

· The exchange of goods for money, and…

· The exchange of one currency for another.

· The demand and supply of a nation’s currency is matched in the currency markets.

· The exchange rate is the price of one currency measured in another country’s currency

· 
The ‘Value of the Dollar” (any currency) is its price in another currency.

· Commonly used terms in currency valuation

· Depreciation – If the dollar depreciates compared to an alternative currency, that means it now takes more dollars to buy the same unit of the alternative currency.

· Appreciation – If the dollar appreciates compared to an alternative currency that means it now takes fewer dollars to buy the same unit of the alternative currency.

· The international value of a country’s currency determines how relatively expensive foreign goods are for its citizens, and how expensive its goods are for foreign consumers.

How the Flexible Foreign Exchange System Operates

· Exchange rates change daily as the demand for a currency or the supply of a currency changes.

· Exchange rates must always be reciprocals of each other. (If  one pound  equals two dollars, for, then one dollar is equal to half of a pound.)
Example of U.S. dollar vs British pound  exchange market

· British sellers of imports to U.S. and U.S. travelers to Britain have a:

· supply of dollars.

· demand for pounds.

· U.S. sellers of exports to Britain and British travelers to U.S. have a:

· supply of pounds.

· demand for dollars.

Effects on Market Transactions:
· An increase in demand for the pound increases its price in dollars

· The pound appreciates and the dollar depreciates

· As the value of the dollar decreases relative to the pound, British products become more expensive to the U.S.,  while U.S. goods are less expensive to the British.
Fixed Exchange Rates
· Each country’s central bank controls its exchange rate at a fixed level. 

· Shortage of dollars?

· Fed buys pounds or gold for dollars, or

· Dollar is revalued to a new fixed rate.

· Surplus of dollars?

· Fed sells pounds or gold for dollars, or

· Dollar is devalued to a new fixed rate.

The Effects of Fixed Exchange Rates

· Devaluations are hard on people living in the country

· Their money is suddenly less valuable.

· Their savings are less valuable.

· Everything imported suddenly is higher priced. Domestic prices rise, too.

· Inflation is worse.

· The central bank has a finite supply of pesos or gold to maintain the fixed rate.

Short History of International Exchange systems: 

Gold standard 

· A gold standard automatically fixes exchange rates. 

· To have an international gold standard, nations must do the following: 

· define their currencies in terms of gold; 

· stand ready and willing to convert gold into paper money and paper money into gold at a specified rate; and 

· link their money supplies to their holdings of gold. 

· The change in the money supply that the gold standard sometimes requires has prompted some economists to voice the same argument against the gold standard that is often heard against the fixed exchange rate system: It subjects domestic monetary policy to international instead of domestic considerations

Breton Woods Agreement

· 1944 meeting between Allies.

· Established new international monetary policy to replace the gold standard (disfavored after the Great Depression of the 1930s.

· Created the International Monetary Fund (purpose is to offer advise and lend funds to countries with foreign exchange issues)

· U.S. agreed to maintain its gold prices equivalent to $35 per ounce of gold. And maintain convertibility of the dollar into gold in international clearing transactions between it and foreign countries (referred to as the “gold window”)

1971 President Nixon “closes the gold window” announcing that the U.S. would no longer convert the dollar into gold, and devalued the dollar relative to other international currencies.

1973 President Nixon takes the U.S. dollar of a fixed exchange rate, allowing the dollar to “float” in international exchange.

Other currency arrangements

· One region decides to use the same currency:

· The Euro area

· A country adopts another country’s currency:

· Panama and Ecuador use the US $

· Albania uses the Euro.

· A country pegs its currency to a major currency:

· French-speaking Africa pegs to the Euro.

· China is accused of pegging its currency to the dollar

Globalization

· Since 1990 end of the Cold War, international trade has expanded significantly.

· Markets for goods and services have become worldwide.

· Markets for labor also have become worldwide.

· Outsourcing

· Immigration, legal and illegal.

Outsourcing and the US

· Foreign businesses have outsourced more jobs to the US than US business have outsourced abroad!
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