Aim:  Are the side-effects of fiscal policy worth it?

Topic:  Crowding Out and the Market for Loanable Funds Graph
Document #1:  The process of crowding out.  


When the government borrows money to finance its deficit this is known as deficit spending (the government spends money it does not have – usually to get out of recession – it gets money by borrowing it); it can be borrowing from banks and financial institutions.  This results in an increase in the demand for money by the government, or alternatively, the demand for loanable funds (funds to take out from the bank).   Since the government is demanding large amounts of money, banks are losing their excess reserves, so they will then raise the interest rate.  A higher interest rate causes decreases in investment and other interest-sensitive components of aggregate demand.  Crowding out is the decrease in private (business) demands for funds that occurs due to the government’s demands for funds causes the interest rate to rise:  The demand by government for loanable funds decreases or crowds out the private demand for loanable funds.            

Additionally, with higher interest rates, people will now start putting their money in savings accounts and there will be a decrease in private consumption that will also offset the predicted expansionary effects of fiscal policy.  This is known as The Barro-Ricardo effect.  

Both of these effects creates a decrease in total spending, or aggregate demand, nullifying initial deficit spending.  
1) What is deficit spending?
2)  What are loanable funds?  

3)  How does an increase in deficit spending create an increase in the demand for loanable funds?

4)  How does the increase in demand for loanable funds affect the interest rate?

5)  What is crowding out?   
6)  What is the Barro-Ricardo effect?  

Document #2:  The Market for Loanable Funds Graph and how crowding out works:  
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The market for loanable funds is a graphical representation of the amount of loanable funds, the demand for them and how the changing quantity demanded affects the real interest rate.  

Parameters of the Market for Loanable Funds Graph:  

Quantity of Loanable funds:  amount of money banks are willing to loan or people want to borrow.  

Real Interest rates:  rates that public and private banks charge, but the real rate is the true purchasing power worth adjusted for inflation.    

Supply of loanable funds:  outward sloping to reflect the idea that more people, banks, and financial institutions are willing to loan funds when interest rates are higher.  

Demand of loanable funds:  downward sloping to indicate that more loans are desired when the real interest rate is lower (most influences the private sector).    

So, how does fiscal policy affect this?

One of the largest demanders of loanable funds in the U.S. is the federal government.  

When the U.S. decides to deficit spend (borrow money for expansionary fiscal policy - government spending), the Demand for Loanable Funds Increases (shifts to the right).

The process of crowding out:

1)  Government spends money, on AD/AD GRAPH – AD moves to  the right.  
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2)  The demand for loanable funds by the government to deficit spend, shifts the demand for loanable funds to the right on the MARKET FOR LOANABLE FUNDS GRAPH.  With the increase in demand for funds, interest rates will rise.
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3)  With the rise in interest rates, borrowing by consumers and businesses decreases, investment spending will also likely decrease with it being harder for businesses to borrow money (as illustrated on the Investment Spending Curve).
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4)  This brings us back to the AS/AD Graph.  With the decrease in borrowing and therefore spending, AD shifts back to the left (p2/y2).   

This is the process of Crowding Out.  Depending on the elasticity of investment and interest-sensitive components of aggregate demand, crowding out can have a very negative effect on fiscal policy.  

1) Why do you think the parameter for loanable funds is the real interest rate and not the nominal rate?  

2)  Define:

a. Demand for Loanable Funds

b. Supply for Loanable Funds

3)  How does fiscal policy affect the demand for loanable funds?  

4)   Explain in your own words how crowding out nullifies fiscal policy (include key words such as interest rates, investment and aggregate demand)

5)    How can the government avoid the situation of crowding out and improve the economy? 
Section 3:  How does the Fed impact the Market for Loanable Funds?


While Fiscal Policy has an indirect effect on the market for loanable funds, monetary policy has a direct effect on the market for loanable funds (after all, monetary policy is focused on supply of funds AND interest rates).  

When Monetary Policy is Expansionary, the supply of loanable funds will increase.  

So, if the Fed accompanies a government deficit with a monetary policy, it may be able to offset the crowding out effect.  
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When Monetary Policy is Contractionary, the supply of loanable funds will decrease.  The supply will shift to the left due to the actions of the Fed.  At the same time, there will be a movement along the demand curve to the left, illustrating that due to the increase in the interest rate, the demand for loanable funds will decrease.  This is how the Fed achieves a contractionary policy to stop inflation.  
1)  What can the Fed do in conjuncture with Fiscal Policy to help avoid the process of crowding out?   How do these actions by the FED avoid the process of crowding out?
Review Exercises:  

1)  A federal deficit occurs when


a)  exports exceed imports


b) imports exceed exports


c) federal tax collections exceed spending


d)  federal spending exceeds federal tax revenues


e)  the federal government spends less than last year
2)  Crowding Out


a)  is one reason fiscal policy is so effective


b)  occurs when interest rates fall due to government borrowing


c)  occurs when consumers and firms spend less offsetting expansionary fiscal policy


d)  causes the aggregate demand curve to shift to the right


e)  occurs when rising interest rates cause cuts in government spending
3)  The economy is experiencing a recession.

1)  Draw the situation on an AS/AD graph.


2)  What type of policy should the government take to correct this?


3)  Based on your answer for #2, draw what happens in market for loanable funds graph.


4)  Based on your answer to #3, explain what happens to:



a)  Real interest rates



b)  Investment spending



c)  Aggregate Demand  


5)  In order to balance in the interest rates, what policy should the Fed take?


6)  Based on your answer to #5, draw the Fed’s policy on a Money Market Graph


7)  On a separate Market for Loanable Funds Graph from #3, draw the effects of the Fed’s actions.


6)  From this exercise, why is it important that the Government and Federal Reserve System work together?
