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Do Taxes and Bonds Finance Government Spending?

Stephanie Bell

Debates over the impacts of various ways of financing government deficits and
about the relative impact of monetary and fiscal policy have, unfortunately, been
carried out without recognition of the institutional process by which modern govern-
ment spending, borrowing, and taxation are accomplished.l In the United States,
close cooperation between the Treasury, the Federal Reserve System, and deposi-
tory institutions makes the traditional distinctions between monetary and fiscal pol-
icy hard to use in describing actual processes and renders irrelevant many of the
theories about the most appropriate mix of borrowing and taxation. Indeed, the en-
tire treatment of taxation and of government borrowing assumes a monetary system
quite unlike that of the modern U.S. system. My purpose in this paper is to de-
scribe, in some detail, the way in which the Treasury and the Federal Reserve coor-
dinate policies that are neither purely fiscal nor purely monetary and to argue that
theories of monetary/fiscal policy should incorporate more discussion of the issues
of reserve management.

The "Reserve Effects"” of Taxing and Spending

Before examining the reserve effects of various Treasury operations, it is, per-
haps, prudent to begin by looking closely at aggregate member bank reserves.’ Be-
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ginning with the Federal Reserve’s balance sheet, equivalent terms can be added to
each side, and the entnes can be manipulated algebraically in order to isolate mem-
ber bank reserves.’ The result, often referred to as the "reserve equation,” depicts
total member bank reserves as the difference between alternative sources and uses
of reserve funds. The reserve equation can be written as seen in Figure 1.

From Figure 1, it is clear that an increase in any of the bracketed terms on the
left will increase reserves, while an increase in any of the bracketed terms on the
right will reduce them.

"Reserve Effects” of Taxing and Spending

In this section, the reserve effects of two important Treasury operations—gov-
ernment spending and taxing—will be analyzed. To emphasize the impact of these
operations on bank reserves, the case in which all government payments and re-
ceipts are zmmedzately credited/debited to accounts held at Reserve banks will be
considered.*

When the government spends, it writes a check on its account at the Federal Re-
serve. If, for example, a Social Security check is deposited into an account at a
commercial bank, member bank reserves rise (by the amount of the check) as the
Federal Reserve debits the Treasury’s account, decreasing the right-hand bracket in
Figure 1, and credits the account of a commercial bank. Thus, a system-wide in-
crease in member bank reserves results whenever a check drawn on a Treasury ac-

Figure 1. The Reserve Equation -

Sources Uses
Federal Reserve Credit: Currency in Circulation
U.S. Gov't Securities +
Loans to Member Banks U.S. Treasury Balance at
Fed
Total Float +
Member Bank = + — | Foreign Balances at Fed
Reserves Gold +
+ Treasury Cash
SDR Certificates +
+ Other Fed Deposits and
Treasury Currency ] accounts (net)
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