
Chapter 14 

Fiscal and 
Monetary 
Policy 
How do policymakers use fiscal 
and monetary policy to stabilize 
the economy? 

• 14.1 Introduction 

For anyone who fol lows economic nev~ls. 2008 was 
filled with gloom and doom. The yea r began with 
uncertainty caused by a meltdown in the housing 
market. After rising for yea rs, home prices were drop
ping. Just how far they would plummet, no one knew. 
In most parts of the country, homes were worth less 
than the)' had been just months earlier-sometimes 
even less than their owners owed on their mortgages. 

And the bad news was ani), beginning. 
Over the next few months, a breathtak ing rise in 

oil prices caused the price of gasoline to increase from 
approximatel)' $3.00 to more than 54.00 a ga llon. 
Drivers of large cars and trucks watched in horror 
as the cost of fill ing their gas-guzzlers crept to more 
than $100. The cost of food also rose at an alarmi ng 
pace. Workers who used to go out to lunch began 
packing sack lunches at home to avoid soa ring restau
rant prices, and visits to food banks and soup kitchens 
increased as more people sought help in the face of 
ri sing living costs. Students returning to school in the 
fall saw the price of a ca feteria lunch go up b)' an aver
age of 32 cents. 

Job losses and falling stock prices added to the 
country's economic woes. Jobless workers, as well as 
those who fea red for their jobs, cut back on spending. 

The federal government and Federal Reserve both 
work to keep the economy growing smoothl y. 

Speaking of Economics 

fiscal policy 
Government policy rega rding taxing and 
spending. Fiscal here means "relating to 
public revenues." 

monetary policy 
Central bank policy aimed at regu lating the 
amount of money in circulation . Monetary 
means "relating to money." 

deficit spending 
Government spending in excess of what is 
coll ected in revenues. 

stagfl ation 
A combination of economic stagnation 
- or slowdown- and high inflation. 
During a period of stagflation, gross 
domestic product growth is slow or zero, 
unemployment is high, and prices are rising. 

multiplier effect 
A ripple effect in wh ich a change in spending 
by one person or business leads to additional 
changes in spending by another person or 
business. 

easy-money policy 
A monetary policy designed to accelerate the 
rate of growth of the money sup ply in order 
to stimulate economic growth. 

tight-money policy 
A monetary policy designed to slow the rate 
of growth of the money supply in order to 
reduce inflation. 

crowding-out effect 
The possible effect of increased government 
borrowing on businesses and consumers. 
By driving inte rest rates up, high levels of 
government borrowing may crowd private 
borrowers out of the lendi ng market. 
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The resulting store closures and busi ness bankrupt
cies created sti llmore pain and uncertainty. By June 
2008, the consumer confidence index, a measure of 
how people feel about their jobs and the economy, 
had sunk to a 16-year low. "If consumers are not 
spending, then the economy is in serious trouble," 

sa id one economist when interviewed about the 
mood of the country. "I think we're in a recession 
right now." Years later, people in the Un ited States 
and in other countries were still fac ing the conse

quences of the 2008 recession. 
"Recessions/' points out economics writer 

Charles Wheelan, "a re like wars: If we could prevent 
them, we would . Each one is just di ffe rent enough 
from the last," he adds, "to make it hard to ward off." 

Moreover, once recessions begin, they tend to spread 
across borders. I f jobless America ns, for example, 
stop buying Germa n cars, Chinese toys, o r Mexi 
can oil, then the economies of those countries will 

also suffer. 
So, who is responsible fo r monitoring the U.S. 

economy to prevent recession s, or, at the very least. 
to minimi ze the pain they cause? The answer today 
is the federal government and the Federal Reserve 
System (the Fed). The federal government uses fiscal 
policy, the government's power to tax and spend, to 
get a stagnant economy moving again or to add ress 
inflation. The Fed uses monetary policy, a centra l 
bank 's control over the money supply and interest 
ra tes, to dampen in flation or to stimulate growth. 
T his chapter explores how both approaches a re used 
to stabilize the economy. 

• 14.2 What Are the Origins of 
Modern Fiscal and Monetary Policy? 

Before the 1930s, the federal govern ment rarely 
intervened in the economy, during good times or 
bad. The Great Depression, however, caused such 
widespread misery thal when running for president in 
1932, Franklin Delano Roosevelt promised he would 

no longer be bound by thi s hands-off approach . '" 
pledge you, I pledge myself," FOR said , "to a new deal 
for the American people." But just what this "new 
dea l" should be and how it wou ld end the Depres

sion was not clear. 

Classical Economics and the Role of Government 
When the Depression bega n, most U.S. economists 
belonged to a school of thought know n as classica l 
economics. Beg un by Adam Smith , classical eco

nomics focused on the decisions of producers and 
consumers in a free market. Recessions were thought 
to be caused by events outside the market, such as 
wars and crop fa ilures. Given time, the market would 
adjust and return to equilibrium. 

Classical economists believed that the government 's 

role in the economy shou ld be minimal. Fiscal policy 
should focus on keeping taxes and spending low and 
balancing the fed eral budget. In their view, every tax 
doll ar spent by the government was one less dollar 
spent by producers or consumers to stimulate busi
ness activity. The government's borrowi ng to fund a 
budget deficit only made matters worse by sucki ng 
still more money out of the private sector. 

Like a broken -down car in need ,----------------------------------------------------------, .. 
of a mechanic , th e U.S. economy 
sometimes needs help from the 
Fede ral Reserve to get it goi ng 
again. Du ring times of economic 
slowdown, the Fed can use 
monetary policy-its control over 
the money supply and interest 
rates- to help stimulate the 
economy_ 
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Roosevelt , like most politicia ns, accepted these 

views when the Depressio n bega n. During the 1932 

presidential ca mpaign , he bla sted hi s oppone nt , 

President Herbert Hoover, for running a budget 

defic it. If elected, FDR pro mised to bala nce the fed

era l budget. After taking office, he launched a fl urry 

of new progra ms to get the economy mov ing again. 

But he never gave up trying to ba la nce the budget

at least not until he encountered the ideas of a Brit

ish economist named John Maynard Key nes. 

The Revolutionary Ideas of John Maynard Keynes 

Keynes looked at economics in a di fferent way. 

Instead of focus ing on the role of individua ls in the 

ma rketplace, he studied the economy as a whole. In 

his land mark wo rk, The General 771eory of Employ
ment, Tnterest, nnd l'vTolley, Keynes sought to explain 

why economies experience c r ises like a depression. 

He also discussed how pol itica l leaders could end 

the Great Depression a nd avoid simil ar crises in 

the future. 

Keynes's bas ic idea was simple. During a recession, 

overa ll dema nd for goods a nd services decreases 

because people who are out of work stop spending. 
In response, bus inesses cut expenses a nd layoff 

workers. Some businesses even close their doors. 

When that happens, more people lose their jobs, 

depressi ng dema nd still furth er. T he result is a 

downward economic spiral . 

The fa stest way to brea k that downwa rd spiral, 

Key nes argued, is fo r politica l leaders to use fisca l 

policy to increase overa ll demand. T his increase 

cou ld be achieved by cutting ta xes, which would 

leave people wi th more money to spend , o r it could 

be done by boosting govern ment spendin g. To be 

effect ive, however, increased government spend ing 

should be fin a nced by borrowing money rather than 

by raising taxes. Higher taxes would o nly ta ke more 

mo ney out of consu mers' pockets. 

Taken together, these ideas for m the basis of 

Keynesian economics . This school of thought holds 

that government in terven lion in the economy is the 

best way to ensure economic stability. If tota l spend

ing by individua ls and businesses is not enough to 

st imulate economic growth , then the government 

should step in to inc rease d emand. Risi ng de ma nd 

stimulates production. More production puts people 

back to work, so the economy begi ns grow ing again. 

Keynes 
No t 

, . .. 

The British economist John Maynard Keynes was so influent ia l 
tha t an entire school of economic theory bears his name. 
He argued that during economic downturns, governments 
should increase spending to shore up overa ll demand. Once 
revolu t ionary, the idea of fiscal stimulus is now wid ely accepted. 

Al though widely accepted today, Keynes's ideas 

we re revolutionary in the 1930s. He rejected the view 
of classical economists, who believed that in the lo ng 

run , t he Depression wou ld run its course and the 

economy would grow o n its ow n . "This IOllg rlIll is 

a misleading g Uide to current a ffair s," Keynes 

observed. "Ill the 10l/g nm we are all dead." 

Using Fiscal Policy to End the Depression 

In the early yea rs of the Depression, Keynes had a ha rd 

time convincing political leaders to tryout his ideas. 

He even pa id a personal visit to Roosevelt in 1934, 

urgi ng him to do more deficit spending to increase 

overa ll demand in the economy. Deficit spending 

occurs when a government spends mo re money tha n 

it collec ts in revenue. To finan ce such spending, gov

ernments often borrow money by selling bonds. 

When Roosevelt came out of his meeting with 

Keynes, he was more co nfused tha n convinced. 

"He left a whole rigmarole of figures," the pres ident 

compl a ined to his secretary of/abor. "He must be a 

mathematician rathe r than a politica l economis t." 

By 1938, however, Roosevelt was desperate. 

Despite his effort s to spark a recovery with govern

ment spending o n public works a nd job-creation 

programs, the Depression was deepening again. 
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Between 1933 and 1944, President Frankl in Roosevelt delivered 
a series of 30 radio broadcasts. He often used these "fires ide 
chats" to explain and urge support for his New Oeal economic 
programs. Letters poured into Washington after each broadcast, 
putting pressure on lawmakers to enact the president's proposals. 

Reluctantly, FOR gave up trying to ba lance the 
budget and decided to give Keynes's ideas a try. 
"We suffer primarily from a failure of consumer 
demand because of lack of buying power," FOR said 
in a radio broadcast to the nat ion. " It is up to us [the 
governmentl to create an economic upturn ." 

Roosevelt went on to propose a mu ltibillion
dollar spending program, much of it to be funded by 
borrowed money, but even then, the economy was 
slow to respond. O nly with the onset of World War 
II did the federal government pump enough money 
into the economy to end the Depression. Between 
1939 and 1945, the federa l budget deficit soared 
from under $3 billion to more than $47 billion. At 
the sa me time, th e u nemploy ment rate dropped 
from 17 to 2 percent, while the nation's gross 
do mestic product (G OP) al most doubled. 

Postwar Economic Policy: "All Keynesians Now" 
Keynes died a yea r after World War II ended, but 
h is ideas lived on in the Employment Act of 1946, 
wh ich called on the federal govern ment to keep the 
economy from sliding back into recess ion. The act 
did not specify how that was to be accomplished, 
but by then, most economists agreed with Keynes 
that the government cou ld and shou ld use its power 
to stabilize the economy. 
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Keynesian economics was put to the test in the 
ea rly 1960s, when growth slowed and unemployment 
began to rise. To halt the downward slide, President 
John F. Kennedy ca lled on Congress to stimulate 
demand by cutting taxes. In an address laying out 

his plan, the president declared, 

The . .. uesl mealls of slrengthening demalld 
among CO ll swners and business is to reduce 
Ihe burden on private income . . . imposed by 
our presellitax syslelll ... Too large a tax cut, 
of course, could result in inflation and insuf 
fi cient f Ulure reven ues-bul the greater danger 
is a lax Clt l 100 little, or 100 lale, to be efreelive. 
- John F. Kennedy, Address to the Economic 

Club of New York, Dec. 14, 1962 

"I gave them straight Key nes," Kennedy later said of 
this speech, "and they loved it." 

Kennedy was assassinated before Congress took 
action on his tax proposal, but when finall y enacted 
in 1964, the Ken nedy tax cuts sparked a long period 
of economic expansion. Unemployment declined , 
just as Kennedy had hoped. At the same time, how
ever, inflation bega n to rise. 

By the end of the 1960s, the idea that the govern 
ment could use fiscal policy to fine -tune the econ
omy to keep it balanced between inflationary booms 
and high unemployment busts was widely accepted. 
Even Richard Nixon, who had ca mpaigned against 
"runaway government" in 1968, would proclaim after 
being elected president, "We are all Keynesians now." 

Milton Friedman and the Rise of Monetarism 
Within a few yea rs, however, cracks began to appea r 
in the Key nesia n consensus. O ne of the most influ
ential critics of Keynes was an American economist 
named Mi lton Friedman. Like Keynes, Friedman 
lived through the Great Depressio n, but he had a 
very di fferent explanation for its causes and cure. 
Along with his coauthor Anna Schwartz, he laid out 
th is explanation in A MOlletaty History of Ihe Uniled 
Slates, /867- /960, published in 1963. 

Friedman and Schwa rtz argued that the Depres
sion was caused less by a lack of demand than by a 
drop in the money supply. As Figure 14.2A shows, 
between 1929 and 1933, the amount of money in 

the economy dropped sharply as banks failed and 
wiped out the accounts of deposito rs. As the money 



supply shrank, people hoarded what dollars they 

had. Friedman and Schwartz ca lled the resul t the 

"great contraction," a period of falling prices, rising 

unemployment , and declining incomes. 

The cure, in their view, lay not in fi sca l but in 

moneta ry policy. The Federal Reserve should have 

reacted to the cris is, the econom ists argued, by 

expanding the money supply. Later in thi s chapter, 

you wi ll read how this expa nsion is done. Wit h more 

money in circul ation, spend ing would have picked 

up and the economy wou ld have sta r ted to grow 

again. As Friedman wou ld later write. 

TI'le Fed was largely respollsible for con vert illg 
what might have beell a garden-variety reces
sion, though perhaps a fairly severe one, illto a 
major catastrophe. instead of using its powers to 
offset the depressioll, it presided over a declille 
ill the qualltity of money by olle-third frolll 
1929 to 1933 ... Farfrolll the depression being 
a failure of the free-enterprise system, it was (/ 
tragic failure of go vernmellt. 

-M ilton and Rose Friedman, 

Two Lucky People, 1998 

Friedman's ideas about the importance of the 

money supply and monetary pol icy became the 

basis for the school of economic thought known as 

monetarism. According to monetarism , changes 
in the money supply play a primary role in the 

Figure 14.2A 

Analyzing the Relationship 
Between the Money Supply 
and Economic Growth 

Milton Friedman was one of the early rec ipients of the Nobel 
Pr ize for Economics, a recognition of his many contr ibutions to 
the field . He is best known for his work on monetarism. With his 
wife Rose, Friedman created a televis ion series on economics 
ca ll ed Free to Choose. 

ups and downs of the economy. If the money sup

ply grows too rapidly, inflation result s. With mo re 

money in their pockets. consumers demand mo re 

goods and services than fi rm s can supply, dr iving 

Money Supply and Real GOP, 1925-1940 

Milton Friedman argued that the 
Federal Reserve tu rned a recession 
into a depression by allowing the 
money supply to contract sharply 
between 1929 and 1932. The line 
graph shows changes in the money 
supply during Depression years. 
The bars show the rate of change 

20 
Change In Monev Supply IM1} 

in rea l gross domestic product 
(GO P). What relationship do you see 
between the two measures? 

Source: U.S. Census Bureau. 
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prices up. If the money supply grows too slowly. 

defl ation resu lts. and spendi ng and investment slow. 

T herefore. the goa l of moneta ry policy should be to 

increase the mo ney supply just fast enough to keep 

up with econom ic growth-but no faster. 

Friedman d ied in 2006. but as with Key nes. hi s 

ideas have influenced a generatio n of eco nomi sts. 

In a 2002 speec h honoring the economist on h is 
90 th birthday. Ben Bernanke. then a member of t he 

Boa rd of Governo rs o f the Federa l Reserve System. 

Figure 14.28 

Analyzing the Misery Index 
The misery index is the unemployment rate added to 
the inflation rate. Economists studying this index have 
observed tha t crime rates tend to rise and fall along 

with the combined in flation and unemployment rates. 
As you can see, the index rose throughout the 19705 
and peaked in 1980. 

u.s. Misery Index, 1960- 1985 
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recognized Friedman's many contributions to eco

no m ics. Bernanke concluded with this pledge: 

Lei me elld my ,alk by abusing slightly Illy 
slnills ns an official represenlalive oj Ihe Fed
eral Reserve. i lVould like 10 say 10 Milton and 
Ali na: Regarding Ihe Creal Depression. You 're 
righl. we did il. We're very sorry. Bill thanks 10 

YO ll . Ive won'l do i l again. 
- Ben Bernan ke. Nov. 8.2002 

Using Monetary Policy to Fight Stagflation 

The use of monetary policy to stabili ze the economy 

was put to the test in the late 1970s. Ea rly in that 

decade. the econo my rece ived a shock when the 

O rga n ization of the Petroleum Exporting Countries 

(O PEC) imposed an oil embargo on the Uni ted States 

and oth er oi l-impo rting cou nt r ies. Supplies of oil 

dw indled . d riving up the price of gas. T he inflat ion 

rate. which had already reached worryi ng levels. 

soa red into double digi ts. As the economy struggled 

with r ising prices. business ac tivity slowed . and the 

unemployment rate climbed. The result was an 

unhappy economic situation known as stagflation . 

President Nixon tried to curb inflation by impos

ing temporary controls o n wages and prices. As soon 

as the controls were li fted . however. prices shot up 

again. In 1974. President Gera ld Ford launched a n 

anti-in fl at ion crusade ca lled W hip Inflation Now. 

or W IN. but inflation remained a problem. While 

run ni ng fo r president in 1976. Jimmy Ca rter scolded 

Ford for le tting the "misery index" r ise to mo re 

than 13 percent. T he misery index is the sum of 

the in flation and unemployment rates. After tak

ing office. Ca rter watched helplessly as the index 

cl imbed to more than 20 percent. 

In 1979. President Carter appointed Paul Voleker 

as cha ir of the Federal Reserve Board to bring infla

tion under control. Influenced by Fried man's writings 

on moneta ry policy. Voleker set out to slow the 

growth of the monel' supply. The result of h is 

slow-growt h policy was a fa r fas ter reduction in the 

in flat ion rate than most economists thought pos

sible. Inflation d ropped from 13.6 percent in 1980 to 

3.2 percent in 1983. 

This achievement was not without costs, however. 
Du ring this same period . interest rates soa red to 

historic highs. W ith the cost of borrowing so high. 



busi ness activity plummeted and unemploy ment 

reached a lmost 11 percent-its highest rate since the 
Great Depression. 

The Focus of Fiscal and Monetary Policy Today 
Over the past ha lf-ce ntury, mainstream econom ists 

have come to view both fisca l and monetary policy 

as usefu l in managing the economy. Since the end of 

World Wa r II , both have been used with some success 

to, as economists put it. "tame the business cycle." 
In an idea l world, policymakers using fisca l and 

monetary pol icy wou ld keep the economy growing 

steadily, while keeping inflation and unemployment 

low. In the real world, the economy still follows the 

ups a nd downs of the business cycle, but there is 

much that ca n be done to a lleviate the worst effects. 

• 14,3 What Tools Does Fiscal Policy 
Use to Stabilize the Economy? 

Fiscal policy consists of decisions made by the govern

ment regard ing how much money to spend a nd how 

much to collect in taxes. At the nationa l level, Congress 

makes these dec isions based on recommendations 
from the president. Fiscal policy is used to pursue a 

Fiscal Policy Tools 

number of econom ic goa ls. T hese goa ls include low 

unemployment, stable prices, and econom ic g rowth . 

The tools that fisca l policymakers use to ach ieve 

those goals are aimed at expanding or co ntracti ng 
economic activ ity. 

How Taxes and Spending Expand 
or Contract the Economy 
Early in 2008, Congress enacted an economic stimu

lu s bill in respo nse lo worries that the eco nomy was 
sliding into a recession. More than 130 million house

holds received stimulus checks that year. Payments 

in the form of a tax rebate-a return of tax money 

to taxpayers-began at S300 for a single person and 

rose from there, depending on the size of each fam

ily. President George W. Bush described th e stimulus 

as "a booster shot for ollr economy." 

Stimulus checks are just one tool the government 

can use as part of an expansionary fiscal policy. The 

goal of this policy is to promote economic activity 

by increasing government spending, cutting taxes, 

or both. These tools can be used to help businesses 

grow-for example, by increasin g government 

spending on goods and se rvices. O r they ca n be 

aimed at boosting consumer spend ing. wh ich was 

the purpose of sending Americans stimu lus checks. 

When the federal government follows an expansionary fiscal policy, it increases spending or cuts taxes. Both 

actions put money in to the economy, incre asing overall demand. When the government follows a cont ractionary 

policy, it cuts spending or ra ises taxes. Both actions pull money out of the economy, decreasing overall demand. 

The goal of this policy 
is to increase 

Expansionary fiscal Policy 

Contractionary fisca l Policy 

economic activity by 

The goal of this policy 
is to decrease 

economic activity by 
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I n contrast, the goa l of a contractionary fiscal 

policy is to cool a n overheated economy. When 
buyers demand more goods and services than the 
eco nomy ca n produce, overall prices tend to rise. 
When thi s happens, Congress can use the same tools 
to dampen excessive demand . That is, Congress can 
cut government spending, increase taxes, or both. As 

demand drops, prices tend to stabilize. 

Using Tax Cuts to Stimulate Growth 
In the early 1980s, a debate arose over how ta x cuts 
might best be used to encourage economic grow th. 
O n one side of the debate were supporters of Keynes
ian econom ics. T his school of thought is also known 
as demand-side economics. Demand-siders believe 

that the best way to deal with a sluggish economy is 
to stimulate overall demand by cutt ing ind iv idual 
income taxes. As consumers spend their tax savings 

on goods and services, business wi ll pick up and the 
economy will begin to grow. 

On the o ther side of the debate were advocates of 
a theory called supply-side economics. Supply-siders 

Figure 14.3A 

Analyzing the Laffer Curve 
The Laffer curve illustrates a theoretical relationship 
between marginal income tax rates and tax revenues 
collected by the government. As tax rates rise from a low 
of 0 percent, government revenues rise as well, but at some 
point, revenues start to fall as tax rates discourage people 
from working harder to earn more income. The curve does 
not tell us, however, just where that turning point is. 

The Laffer Curve 

Tax Rate (percentage) 100 
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hold that the best way to dea l with an economic slow

down is to stimu late overall supply. This can be done 
by cutting taxes on businesses and high-income ta x

payers. As businesses and investors use their tax sav

ings to expand production, the supply of goods and 
services wi ll increase, spurring economic growth. 

Inspired by supply-side theories, President Ronald 
Reagan pushed for major tax cuts in 1981. In response, 

Congress lowered the corporate income tax rate at 
th e highest bracket from 48 to 34 percent. It al so 
slashed the top marginal income tax rate from 70 to 
28 percent over the nex t seven years. 

Critics of the Reagan tax cuts argued that the cuts 
would sta rve the government of needed revenue. 
In response, supply-siders cla imed that the tax cuts 
would actually increase, not reduce, tax revenues. 
T hey supported their claim with a U-shaped graph, 
known as the Laffer curve. Populari zed by econo
mi st Arthur Laffer, the graph shows a theoretical 
relationship between tax rates and tax revenues. As 
shown in Figure 14.3A, the Laffer curve suggests 
that increasing taxes beyond a certain point mal' 
lower revenue. Likewise, cutting taxes at that point 
may increase revenues. 

The results of the Reagan tax cuts were mixed. 
Over the nex t few years, the economy grew, just 
as supply-siders had predicted. Tax revenues also 
increased, though less rapidly than had been hoped. 

As a result , budget deficits grew and the federal 
debt ballooned, just as supply-side critics had 
feared. Tod ay, economists generally accept that both 
demand-side and supply-side approaches should be 
considered when developing fi scal policy. 

How the Multiplier Effect Expands the Impact 
of Government Spending 
When the government spends monel' on goods and 
services, the impact on the economy is generally 
greater than the amount of money spent wou ld sug
gest. The reason is that each dollar spent encourages 
stillmore spending, sending a ripple of economic 
activity through the economy. Economists ca ll this 
rippling action the multiplier effect. 

To see how the multiplier effect works, we wi ll 
look at what happens when a government decides to 
hire teenagers to build trails in a local park. Suppose 
one of those teenagers is paid SI,OOO for a week's work 
and decides to put 30 percent, or $300, in the ba nk . 



Key Concept 

The Multiplier Effect 
The multiplier effect explains how money spent by an individual or a government generates additional economic 
activity as it moves through the economy. As the money passes from one person to another, each dollar of original 
spending encourages still more spending, benefiting a wider circle of people and creating more overall demand. 

Federal government The teenager saves The bicycle shop The auto mechanic 
spends 51,000 to pay S300 and spends owner saves S200 saves S100 and 
a week's wages to S700 on a bicycle. and spends $500 on spends S400 to hire 
a teenager for car re pa irs. a painterto paint 
building trails. his fence. 

4J 
$1.000 Sl .000 + S700 = $1 .700 S1700 + S500 = $2.200 S2200 + S400 = $2.600 • 

Economic Activity Generated by Sl.000 Expenditure 

He spends the remaining $700 on a bicycle. That 
$700 now becomes the bike shop owner's income. 

Now suppose the bike shop owner spend s $500 
of that income on car repa irs. That $500 becomes 
income to the auto mechanic. The mechanic saves 

$100 and uses the other $400 to hire someone to 
paint hi s fence. And so it goes, with the original 
$1,000 spent by the government rippling through 
the economy from one person to the nex t. Each time 
the money changes hands, some of it is spent again , 

creating more overall demand. 
The multiplier effect works two ways. It can help 

the economy grow when the government increases 
spending. Or it ca n slow economic growth when the 
government cuts spending. Consider, for example, 
the impact of a cut in government spending on high 
ways. Construction firms that depended on highway 
projects would layoff wo rkers. The laid -off workers 
would cut back on spending. Local businesses wou ld 
see their sa les drop. In this way, a reduction in govern

ment spending sends ripples through the economy, 
reducing demand by some amount along the way. 

How Automatic Stabilizers 
Smooth Out the Business Cycle 
Congress increases or cuts highway spending as part 
of its discretionary spend ing budget. However, d iscre-

tionary spending accounts for only about one-third of 
the federal budget. The other two-thirds is devoted to 
mandato ry spending. Mandatory spending includes 
tran sfer payments, such as Social Security benefits. 
These transfer payments, along with taxes, can act 
as automatic stabilizers. An automatic stabilizer 
helps counter the ups and down s of the business cycle 
without requiring polic ymakers to take any action. 

Automatic stabilizers work by increasing o r 
decreasi ng overall demand. Suppose, for exa mple, the 
economy enters a slowdown. As people spend less, 
demand for goods and services drops. Businesses 
respond by laying off workers or reducing their 
wages. As workers' earnings decl ine. many of them 

slip into lower federal income ta x brackets. I n the 
lower brackets, their tax bills go down at a fa ster rate 
than their incomes. This "tax cut" softens the impact 

of their reduced wages. Workers spend the money 
they save in taxes on goods and services, keeping the 
slumping economy from getting even worse. 

Transfer payments also help boost demand during 
a downturn. As workers are laid off. many beco me 

eligible for unemployment benefits. Applications for 
food stamps and welfare payments also increase. By 
putting money in people's pockets, these payments 
encourage spending and keep demand from dropping 
as rapid ly as it othenvise would. 
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Figure 14.3B 

Analyzing the Effect of Automatic St abilizers on the Business Cycle 
Taxes and government transfer payments rise and fall with the business cycle. Since the end of World War II, these 
automatic stabilizers, combined with discretionary fiscal actions, have worked to limit the ups and downs of the economy. 
You can see their effect in this graph, which shows the growth of the gross domestic product since 1900. 
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Just the opposite happens during upsw ings in the 

economy. As earn ings rise, wage earners move in to 

higher tax brackets. W ith more of each additional 

dollar earned going to taxes, spendi ng ca nnot rise 

as fast as wages. T h is slowing of consli mer spending 

helps stabili ze demand. In addition, as employment 

picks up, the number of people needing transfer pay

ments drops. Government spending declines, just as 

it would have had Congress deliberately adopted a 

contractionary fisca l policy. 

By themselves, these automatic stabili zers do not 

have the power to end economic expansions and con

tractions. But as Figu re 14.3B suggests, they may help 

smooth out the highs and lows of the business cycle. 

• 14,4 What Tools Does Monetary Policy 
Use to Stabilize the Economy? 

Monetary policy consists of decisions made by a cen

tral bank about the amount of money in circu lation 

and interest rates. In the United States, the Federal 

Reserve makes such decisions. Earlier you read about 

the Federal Reserve's role in overseeing the nation 's 
banking system. The Fed a lso uses its control of 

monetary policy to help the economy grow steadily 

with fu ll employment and stable prices. However, 
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un li ke Congress, wh ich controls fiscal policy, the 

Fed is not an elected body. It has the power to make 

decisions on its own without the approva l of either 

Congress or the president. 

The Structure of the Federal Reserve System 

In creating a central bank, Congress gave the Federal 

Reserve enough power to act independently in mono 

etary pol icy. At the same time, the Fed's structure 

ensures that its decisions take into accou nt the needs 

and interests of all parts of the country. 

A seven- member Board of Governors based in 

Wash ington, D.C., heads the Federal Reserve System. 

T he rest of the country is div ided into 12 Federal 

Reserve distr icts . One Federal Reserve Bank oper

ates in each d istrict. These regional Federal Reserve 

Banks oversee the activities of nat iona l and state

chartered banks in thei r distr icts. Fig ure 14.4A shows 

the 12 districts and their Federal Reserve Banks. 

Members of the Board of Governors are 

appOinted by the president and confirmed by the 

Senate to 14-year terms of office. Once confirmed , a 

member is limited to one term. In making appoint

ments, the preSident is directed by law to select a 

"fair representation of the financia l, agricultural, 

industrial, and commercial interests ... of the coun· 

try." To ensure geographic representat ion, on ly one 



member may come from anyone of the 12 Federal 
Reserve d istricts. 

The presiden t also selects one board membe r 
to chair the board fo r a (our-yea r term. Ben Ber

nanke, who joined the Board of Governors in 2002, 
became its cha irperson in 2006. President George 
W. Bush chose him for Ihe position, bUI he was also 
renominated by President Barack Obama in 2009 
after Bernake's first term as chai rperson ended. The 
chairperson serves as the primary spokesperson for 
the Fed, both with Congress and with the public. 

The Board of Governors is responsible for the 
overa ll direction of monetary policy and for super
vising the banking system. The board also publi shes 
a wealth of stati stics about the u.s. economy. 

In addition, all board members serve on the pow
erful Federal Open Market Commi ttee. The FOMC 
includes 5 of the 12 Federal Reserve Bank presidents 
as well. The president o( the New York Federal 

Figure 14.4A 

Mapping the Federal Reserve System 

Reserve Bank is always on the FOMe, in recognition 
of New York City's status as the country's financial 
center. The other Federa l Reserve Bank presidents 
rotate to fi ll the four remai ning slots. 

The FOMC holds eight reg ul arly scheduled meet
ings each year to assess the state of the economy. 
At these meetings, the committee exa mines a wide 
range of economic indica tors. From this informa

tion, it delermines what changes, if any, the Fed 
shou ld make in its monetary policy. As with fi sca l 

policy, the decisions of the Fed may be expansiona ry 
or contractionary in their effec ts. 

Fighting Recession and Inflation with Monetary Policy 

The Fed adopts an expansionary monetary poli cy 
when it believes the economy is in danger of sliding 
into a recession. Also known as an easy-money policy, 

an expansionary monetary policy is intended to speed 
the grow th of the money supply. As the amount of 

The Federal Reserve System serves as this nation's central bank. It is structured in a manner that ensures representation 
from different parts of the country on its Board of Governors and on the Federal Open Market Committee . Note the 
concentration of Federal Reserve districts and banks in the eastern half of the country. This pattern reflects the 
dist ribution olthe population in 1913, the year the system was established. 

Federal Reserve Districts 

Organization of the Federal Reserve 

Federal Open Market Committee 
All governors and five Federal 
Reserve bank presidents serve 

Board of Governors 
A seven-member 

board oversees the 
Federal Reserve System. 

on this policymaking body. Federal Re serve Banks 
Twelve Federal Reserve Banks 
provide financial services for 

banks in their regions . 

• Ftderal RllerYl blnk 
" Board 01 GOIIernorl 

• 
Other banks Member banks 

All national banks are 
members of the Federal 

Reserve System. 

Other banks may not be 
members but must still follow 
some Federal Reserve rules. 

American people 
Americans deposit 

money in and borroVi 
money from banks. 
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Easy-Money vs. Tight-Money Policies 
The Federal Reserve follows an easy-money policy to encourage economic growth and thus lower the unemployment 
rate. The Fed adopts a tight-money policy in an effort to slow economic growth and thus decrease the inflation rate . 

Easy-Money Policy 

Accelerating the growth 
of the money supply ... 

... increases 
economic growth. 

money flowing into the economy increases, interest 
rates d rop and borrowing becomes cheaper and easier. 

With loans easier to get. households and firms spend 
more on goods and services. Demand increases, lead

ing to more p roduct ion. stronger economic growth, 
and a drop in the jobless rate. 

Figure 14.4B 

Tight-Money Policy 

Slowing the growth of 
the money su pply .. 

. .. decreases 
economic growth. 

On the other hand. the Fed pursues a contraction
ary monetary policy when rising prices threaten to trig
ger an inflationary wage-price spiral. Also known as a 
tight-money policy. a contractionary policy is intended 
to slow the growth of the money supply. With less 
money flowing into the economy, interest rates rise and 

Analyzing How Banks Create Money 
Banks create money by using the deposits 
in checking accounts to make loans. This 
illustration shows how the money-creation 
process works. starting with a gift of $1,000. 

One Week 01 Money Creation 

Notice that each time a bank receives a 
deposit. it keeps 10 percent in reserve 
and loans out the rest. 
Remember that the money supply in 
cludes both currency in ci rcu lation and 
deposits in checking accounts. 

Currency 
in circulation 

~ Deposits in 
~Ji ~I 'l checking accounts 

$1.000 
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Cumula tive 
money supply 

You receive ten $100 bills from 
your grandparents. 

$1.000 

You depositS1 ,000 in your 
checking account at Elm Bank. 

~$li! 11 • I , ,1-, , 

$1.000 

Elm Bank keeps 10% in resen 
and loans $900 in cash to Mar 

$1 .900 



loans become costlier and harder to get. Households 
and firms cut back on borrowing as well as spendi ng. 
Demand shrinks, leadi ng to less production , weaker 
econom ic growt h, and a drop in the inflatio n ra te. 

How Banks Create and Destroy Money 
To understand how the Fed reg ulates the money 
supply, we need to look at how banks create or destroy 
money. Banks are in the business of taking in money 
from depositors a nd using it to make loans. They 
make their profit from the interest they cha rge on 

those loans. However, because of the reserve require
ment- the regulation that ba nks must keep a certa in 
percentage of deposits on ha nd to repay depositors
banks ca nnot loan out all the money they take in. 
They must hold some cash in their vaults or on 
deposit in a Federal Reserve Bank as a reserve fund. 

Because it is not readi ly ava il able for use, money 
held in reserve by banks is not considered pa rt of the 
M 1 money supply. M I is the most common measure 
of the amount of money circu lating in an economy. 

It includes all bi lls and coins in use, as well as trav
eler's checks and money in bank checking accounts. 

When you deposit money in a ba nk accou nt, it 
goes into the bank 's reserves along with everyone 

. ' ; ,. , . 

0 ... Ib n" 

else's deposits. You r account is cred ited with th e 
amoun t of your deposit, which becomes part of the 
money supply. The bank ca n then loa n the port ion 
of your deposit that is not required to rema in in 
reserve to someone else. The money loaned may be 

used to buy goods or services. Or it may end up in 
the borrower's checking account. Either way, that 
money is now also pa rt of the M I money supply. In 
this sense, the ba nk has "created" money by making 
a loan. 

The reverse happens when a borrower repays a 
bank loan. The money used to pay off the loan leaves 
the bor rower's checking account and goes back 
into the bank 's reserves. As the bo rrower's check

ing account shrinks, the money supply also shrinks. 
In this sense, paying off a bank loan "destroys" 
money-at least until the bank loa ns that money 
out aga in. 

The Federa l Reserve can speed or slow money 
creation by making it easier or harder for banks to 
make loans . W hether its goal is to increase or 
decrease the money supply, the Fed uses the same 
three tool s: open-market operations, the reserve 
requi rement, and the d iscount rate. Of these, 
open -ma rket operations are the most important. 

~aria deposits S900 in her 
hecking account at Oak Bank. 

Oak Bank loans SSID to Cody, 
who spends it on a new computer. 

The computer store deposits 
SSlO in ils checking account 
al Ash Bank. 

Ash Bank makes a loan 
of $72910 Rasheed. 

$1,900 

~SYr! - i r !1 I 

$2,710 

~
$2.710 

~ - i r I I 

$2.710 $3,439 
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The Fed's Most-Used Tool: Open-Market Operations 
The Federal Reserve can inject money into the econ
omy or pull it out using open-market operations. An 
open market is a market that is open to all buyers and 
sellers. The Fed's open-market operations involve the 
buying and selling of government secu rities in the 
bond market. The securit ies ca n be Treasury bonds, 
notes , bi ll s, or other government bonds. 

The decision to expa nd or contract the money 
supply in this way is made by the FOMe. When the 
FOMC adopts an easy-money policy, it instructs the 
Fed's bond traders to buy government securities. 
Every dollar the Fed pays for bonds increases the 
money supply. 

W hen the FOMC adopts a tight-money poliCY, 
its bond traders sell securities in the bond market. 
The public pays for these bonds with cash or money 
taken out of banks. As th is money goes out of circu
lation, the money supply shrin ks. Moreover, because 
banks end up with sma ller deposits, they have less 
money to lend, which also slows th e growth of the 
money supply. 

Open-Market Operations 

Open-market operations are relatively easy 
to carry out. They allow the Fed to make sma ll 
adjustments in the money supply without new laws or 
banking regulat ions. For these reasons, the sale and 
purchase of securities is the monetary tool the Fed 
uses most to stabilize the economy. 

The Fed's Least-Used Tool: The Reserve Requirement 
The Fed's least-used monetary tool is its power to set 
the reserve requirement fo r banks. The Fed's Board 
of Governors could expand or contract the money 

supply by adjusti ng the required reserve ratio. T his 

rat io is the minimum percentage of deposits that 
banks mlIst keep in reserves at all times. Lowering 
the rat io would allow banks to make more loa ns and 
create more money. Raising the reserve ratio would 
force banks to keep more cash in reserve and out of 
the money supply. Th is, in turn , would leave banks 
with less money to lend, slowing money creation. 

In practice, changes in the required reserve rat io 

are infrequent-and for good reason. Think about 
what a change in the requirement might mean for 

The Federal Reserve buys and se lls government securities in the bond market to expand or contract the money supply. 
This diagram shows how these open-market operations ripple through the economy in an effort either to encourage 
economic growth or to fight inflation. 

What the Fed Does 
to Encourage 
Economic Growth 

What the Fed Does 
to Fight Inflation 
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The Fed buys government 
securities in the bond 
market from banks. 

The Fed seils government 
securities in the bond 
market to banks. 

Banks have more 
money to loan. 
Interest rates drop. 

Banks have less 
money to loan. 
Interest rates rise. 

GOP incre ases, 
unemployment rate 
decreases, and inflation 
rate increases. 

GOP decreases, 
unemployment rate 
increases, and inflation 
rate decreases. 



ban ks. A lower percentage m ight not be a prob-

lem . Ban ks would be happy to have more money to 

lend . To meet a higher ratio, however, a ba nk would 

have to sc ra mble fo r extra cash. It cou ld borrow the 

needed mo ney, but it would have to pay interest on 

the loans. O r the ban k could refuse to renew loa ns 

as they come due. To avoid these negat ive impac ts, 

the Fed seldom uses reserve requirements as a tool 

of moneta ry policy. For many yea rs, the reserve 

requ irement ra tio has been 3 or 10 percent, depend 
ing on t he amou nt of a bank 's deposits. 

The Fed 's Third Tool: The Discount Rate 
Even when t he reserve requ irement remain s stable. 

banks some times need to borrow money to keep 

their reserves at the proper level. This might hap

pen because a bank has m ad e too ma ny loans. Or it 

could be a result of unexpectedly large wi thdrawals. 

Whatever the reason, banks ca n borrow money from 

a Federa l Reserve Bank to shore up their reserves. 

T he interest rate on slIch loans. known as the dis
count rate, is the last tool in th e Fed 's toolbox. 

The Federal Reserve Boa rd of Governors controls 

the discount ra te. A low rate makes it less costly fo r 

ba n ks to bo rrow from the Fed. Banks can then use 

that money to m ake loans to customers, thereby 

expand ing the money supply. Ra ising the discount rate 

has the opposi te effect by discouragi ng ban ks from 

borrow ing from the Fed . With money tight, banks 

make fewer loa ns, keeping the money supply in check. 

Un li ke the reserve requ irement , the d iscount 

rate changes frequent ly over time. Between 1990 and 

2013, it ra nged fro m a high of 7.0 percent to a low of 

0.50 percent. W hatever the rate, banks usually view 

the Fed era l Reserve as a lender of last resort . Bor

rowing from the Fed , they worry, may send a signa l 

that the bank is in t rouble. 
Instead , ba nk s genera lly borrow the funds they 

need fro m other banks. Knowing this, the Fed does 

not use the d iscount rate as its pri ncipal tool for man

aging int erest ra tes. In stead, it ta rgets the ra te th at 

ba n ks cha rge one another for loa ns. 

Targeting the Federal Funds Rate 
\.v hen the Fed makes news, the stOfY is almost neve r 

about changes in t he mo ney supply or t he d iscou nt 

rate. In stead, the repo rt is usua lly about a change 

in the federal funds rate. Th is is the rate that banks 

"I laid YOll Ihe Fed shollid h"ve lighlelled." 

The speaker in this ca rtoon believes that the Federa l Reserve 
should have use d its moneta ry policy tools to keep inflation in 
check by implementing a tight-mon ey policy. The fact that th e 
hot do g vendor is charg in g S25 for a hot do g is a clea r sig n that 
in fl at ion is ou t of con tro l. 

charge one another fo r very short-as short as over
night- loans. Such lending is com mon between ba nks 

with excess reserves and banks that need a quick loa n 
to maintain their requi red reserves. 

Un like the discount rate, th e federa l fu nds rate 

is no t a monetary po licy tool. Banks, not the Fed, 

d ec ide what they cha rge one ano ther fo r loa ns. St ill , 

the Fed has an interest in making sure th at the rate 

ba nks a re charging one ano th er is in line with its 
ge neral moneta ry policy. T herefo re, the FOMC sets a 

target fo r the federal funds rate based on its view of 

the economy. It then uses open-market operatio ns to 

nudge the federa l fund s rate towa rd that target. 

T he FOMC focuses on the federa l fu nd s ra te for 

two main reasons. First, it is the easiest ba nk rate 
for the Fed to change using open-market operations. 

Second, interest rates on eveq' lh ing from saving 
accounts and bonds to mortgages and credit cards 

a re affected by the fed eral fu nds ra te. T hu s, a sma ll 

change in the federa l fu nds rat e ca n have a powerful 

effec t ac ross the entire economy. 
As with a ll of its ac tivit ies, the Fed has two goa ls 

in m ind when targeting the federa l funds rate. O ne is 
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Figure 14.4C 

Analyzing the Impact of Interest Rates on Inflation 
The Federal Reserve targets the federal funds rate- the rate banks charge to loan each other money- to control 
inflation. In the early 19805, Federal Reserve chairman Paul Volcker fought inflation by pushing the federal funds rate 
up to record highs. You can see the eHects of his tight·money policy on this graph. 

-=----------------, 
Inflation and Federal Fu nds Rate, 1960-2012 

20 - Inflation rate 

- Federat fundsrale 
15 

~ 
m 10 = E 
~ 

e 5 ~ 

"-

0 

- 5 I I 

1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 

Yea r 

Sources: Board of Governors of the Federal Reserve System; www.miservindex.us. 

to control inflation . as you can see in Figure 14.4C. 

The other is to maintain healthy economic growth. 

Getting the rate right to do both is a cha llenging task. 
especia ll y because it can take month s for a change 

to work its way through the economy. 

• 14.5 What Factors Limit the Effectiveness 
of Fiscal and Monetary Policy? 

Despite the best efforts of policy makers. boom s and 

busts st ill happen. One reason mal' be that the busi· 

ness cycle is simply a fact of life in a market·based 

econom y. But other fac tors mal' also keep fi scal and 

monetary poli cy from being as effective as econo 

mists would like. 

Time Lags Can Complicate Policymaking 
At least two types of time lags plague economic 

policymaking. One lag comes from the time it takes 

to compile accurate economic data. Early estimates 

of GDP growth, for example. are often too high or 

too low. As a result . economists may miss the start 

of a recession. Only \vhen the indicator is corrected 

months later does the actual state of the economy 

become clear. By then, corrective action may be too 

late to do much good. 
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Another time lag comes fro m the time it takes 

for actions begun today to work their way through 

the economy. The multiplier effect of federa l spend
ing ca n take months to stimu late or dampen overall 

demand. After studying efforts to use fisca l policy 

to combat recessions since World War II , historian 

Bruce Bartlett co ncluded . 

TIle history of anti-recession efforts is that 
they are almost always initiated too late to do 

any good . .. Tite enactmen t of stimulus plans 
is a fairly accurate indicator that we have hit 

the bottom of the business cycle, meaning the 

economy will il'nprove even if the government 
does nothing. 

-Bruce Bartlett. "Maybe Too Little, 

Always Too Late," New York Tim es, Jan. 2008 

In general, monetary policy can be enacted more 

quickl y than fiscal policy. Even so. a change in inter

est rates may take six month s o r more to have an 

effect on econom ic output or the inflation rate. 

Economic Forecasts Can Mislead Policymakers 
To implement econo mic policy successfully. policy

ma kers must be able to foreca st how the economy wi ll 

behave months or even years into the future. To make 

such forecasts , economists monitor severa l economic 



indicators. They also use economic models and com
puter programs to make sense of these data. Based on 
thei r models, they make educated guesses about the 
fut ure. Policymakers use these fo recasts to decide what 
actions to take to head off recessions or fight inflation. 

Predicting the future is never easy, and sometimes 

forecasters guess wrong. An example of a prediction 
that did not come true occurred in 2001. As the first 
graph in Figure 14.SA shows, the federa l government 
began that yea r with a budget surplus. The Congres 
sional Budget Office responded with a report fore
casting continued surpluses through 2011. The CBO 
also predicted that by 2009, the accumu lated surplus 

Figure 14.SA 

Tracking Federal Budgets and the National Debt 

would be large enough to payoff the national deb t. 
The second graph in Figure 14.5A shows just how 
wrong these forecasts turned out to be. 

Concerns About the National Debt 
May Limit Government Spending 
Worr ies about the size of the nationa l debt may also 
compl icate policymaking. W hen Keynes urged Pres
ident Roosevelt to increase deficit spending, he did not 
mea n that the federal government shou ld run deficits 
fo rever. The result , Keynes reali zed, would be an ever
increasi ng national debt. Such a debt would not be 
in the long-te rm interests of the economy. 

The federal budget is in deficit when spending exceeds tax revenue. It is in surplus when revenue exceeds spending. 
Every budget deficit adds to the national debt, just as every surplus subtracts Irom the debt. Since 1975, budget deficits 
have been the rule, not the exception. As a resu lt, the national debt topped $16 tri llion by early 2013. 
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Figure 14.58 

Ana lyzing Who Owns the 
National Oebt 

Ownership of the National Oebt, March 2013 

Economists often describe a 
portion of the national debt as 
money we owe ourselves, As 
th is graph shows, however, 
about one·third of the debt is 
foreign owned. Some Americans 
view foreign ownership of U.S . 
government securiti es as a sign 
of confidence in the strength of 
the U.S. economy. Others worry 
that the federal government 
has become too dependent on 
foreign lenders. 

Source: U.S. Treasurv. 

Americans 
26% 

U.S. Government 
40% 

Instead, most economists advise that deficit 
spend ing be limited to times of national emergen
cies. Such emergencies include wars, natural disas

ters, and recessions. During good economic times, 
they say, Congress could run su rpluses. These sur
pluses could then be lI sed to pay down the national 

debt, balancing the federa l budget over time. 
That is the theor),. Since the 1970s, however, the 

federal government has generally spent more than it 
receives in revenue in both good times and bad. The 
inability of Congress to keep spending under control 
has led some politicians to call for a constitutiona l 
amendment requiring a balanced budget. The Senate 
approved an early version of such an amendment in 

1982. The House approved a later version in 1997. 
Meanwh ile, deficit spending continues. By 

January 2013, the national debt had climbed to 
about S16 trillion. Each individual 's share of that 
debt amounted to around 550,000. The size of the 
national debt has many Americans deeply worried. 
Listed below are some of their concerns. 

Fear of goverlllnent bankrtlptcy. Some people worry 
the nationa l debt will eventually bankrupt the fed
eral government. Most economists, however, doubt 
that will happen. As long as the government can 
increase taxes or refinance the debt, it will not go 
into bankruptcy. To refi nance the debt, the govern
ment sells new bonds and then uses that money to 
repay bondholders whose bonds have matured. 
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Concern about tire burden on f utu re generations. 
Many people are concerned about the burden that a 
large nat ional debt will place on the next generation 
-namel)" you and your friends. Once again, however, 
many economists believe this worry is overblown. 
As shown in Figure 14.58, about two-thirds of the 

national debt is owned by American individual s or 
institutions. Economists look at this portion of the 

debt as money we O\ve ourselves. 

Taxpayers do bear the burden of payi ng interest 
on that debt, but much of that money goes right back 
to Americans who ow n government securities. Many 

retired people, for example, depend on the interest 
from government bonds to support themselves. The)' 
have no wish to ask any generation, including yours, 
to "pa)' off" the national debt. 

Unease about foreign-owned debt. Citizens, govern
ment agencies, and financial institutions in foreign 
countries own about one-third of the nationa l debt. 
This is not debt that we owe to ou rselves. Foreign 
ownership of so much of the national debt concerns 
Americans for two reasons. First, they do not like 
seeing all of the interest owed to foreign bondhold
ers flowing out of the U.S. economy. Second, they 
worry that Congress is becoming too dependent 
on foreign lenders to support its deficit-spending 
habits. What will happen, they ask, if foreigners 
suddenl)' decide they no longer want to buy U.S. 
government securities? 



Many economists share these concerns to some 

degree. However, they point out that payments to 
fore ign bondholders enable those bondholders to buy 
U.S. goods and services. Economists also note that 
many Americans invest in bonds issued by foreign 
governments. The interest these bondholders receive 
helps offset U.S. payments to foreigners. Finally, as 
long as our economy is strong, foreigners are unlikely 
to stop buying U.S. government securities. 

WorTies abollt tile cl'Owding-ollt effect. A widespread 
concern about the growth of the national debt is 
that federal government is crowding private borrow
ers out of the lending market. Th is crowding-out 
effect is said to happen when government borrow
ing drives interest rates up so high that people are no 
longer willing to borrow money to invest in busi

nesses. This cou ld trigger an economic downturn. 
Economists agree that crowding out is a potential 

problem. However, they note that the negative effect 

Summary 

of the government's borrowing on long-term growth 
depends on how the money is spent. Government 
spending on highways a nd airports benefits pri -
vate enterprise. So does spending on education and 
research, which improves this country's human capital. 

Do all of these limit ations and concern s mean 
the economy wou ld be better off if policymakers 
did nothing to stabili ze it? Some critics of fiscal and 
moneta ry policy would an swe r yes, but mainstrea m 
economists see an important role for both fi sca l and 
monetary policy in keeping the economy healthy. 

In your lifetime, you are li kely to live through 
both recessions and periods of high inflation. Either 
situation can create hardships that you wou ld rather 
not face. St ill, knowing that the government has 
tools to help the eco nomy recover from such il ls 
may help you fa ce them wit h confidence. For having 
learned how these tools work, you now know that 

the bad times will not last forever. 

Governments and central banks use two broad poliCies to keep their economies running 
smoothly. Fiscal policy is based on the government's power to tax and spend. Monetary 
policy is based on the power of the Federal Reserve over the money supply and interest rates. 

What are the origins of modern fiscal and monetary policy? British economist John May

nard Keynes championed the use of fisca l policy to fight recessions. Keynesian economics 
holds that government spending should be used to stimulate demand during recessions. Ameri
can economist Mi lton Friedman promoted the use of monetary policy to control inflation. 
Monetarism holds that the control of the money supply is key to keeping inflation in check. 

What tools does fiscal policy use to stabilize the economy? Expansionary fisca l policy tools 
include increased government spending and tax cuts. Contractionary fiscal policy tools in
clude decreased government spending and tax increases. Automatic stabilizers can also serve 

to expand or contract the economy. 

What tools does monetary policy use to stabilize the economy? The Federal Reserve works 
to stabilize the economy by managing the growth of the money supply and interest rates. Its 
tools include the power to establish bank reserve requirements and the discount rate. Through 
its open-market operations, it also regulates the federal funds rate. 

What factors limit the effectiveness of fiscal and monetary policy? A number offactors 
keep fiscal and monetary policy from maintaining a stable course for the economy. These 
factors include lack of timely information, inaccurate forecasts , and time lags between actions 
and their effects. 
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