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3.4: Achieving Macroeconomic Goals

5. How does the government use monetary policy and fiscal policy to achieve its macroeconomic
goals?

To reach macroeconomic goals, countries must often choose among conflicting alternatives. Sometimes political needs override
economic needs. For example, bringing inflation under control may call for a politically difficult period of high unemployment and
low growth. Or, in an election year, politicians may resist raising taxes to curb inflation. Still, the government must try to guide the
economy to a sound balance of growth, employment, and price stability. The two main tools it uses are monetary policy and fiscal
policy.

Monetary Policy
Monetary policy refers to a government’s programs for controlling the amount of money circulating in the economy and interest
rates. Changes in the money supply affect both the level of economic activity and the rate of inflation. The Federal Reserve
System (the Fed), the central banking system of the United States, prints money and controls how much of it will be in circulation.
The money supply is also controlled by the Fed’s regulation of certain bank activities.

When the Fed increases or decreases the amount of money in circulation, it affects interest rates (the cost of borrowing money and
the reward for lending it). The Fed can change the interest rate on money it lends to banks to signal the banking system and
financial markets that it has changed its monetary policy. These changes have a ripple effect. Banks, in turn, may pass along this
change to consumers and businesses that receive loans from the banks. If the cost of borrowing increases, the economy slows
because interest rates affect consumer and business decisions to spend or invest. The housing industry, business, and investments
react most to changes in interest rates.

As a result of the 2007–2009 recession and the global financial crisis that ensued, the Fed dropped the federal funds rate—the
interest rate charged on overnight loans between banks—to 0 percent in December 2008 and kept the rate at zero until December
2015, when it raised the rate to 0.25 percent. This decision marked the first increase in the federal-funds rate since June 2006, when
the federal funds rate was 5.25 percent. As the U.S. economy continues to show a slow but steady expansion, the Fed subsequently
increased the federal funds rate to a range of 0.75 to 1 percent in March 2017. As expected, this change has a ripple effect: the
regional Federal Reserve Banks increase the discount rate they charge commercial banks for short-term loans, many commercial
banks raise the interest rates they charge their customers, and credit card companies increase the annual percentage rate (APR) they
charge consumers on their credit card balances.

As you can see, the Fed can use monetary policy to contract or expand the economy. With contractionary policy, the Fed restricts,
or tightens, the money supply by selling government securities or raising interest rates. The result is slower economic growth and
higher unemployment. Thus, contractionary policy reduces spending and, ultimately, lowers inflation. With expansionary policy,
the Fed increases, or loosens, growth in the money supply. An expansionary policy stimulates the economy. Interest rates decline,
so business and consumer spending go up. Unemployment rates drop as businesses expand. But increasing the money supply also
has a negative side: more spending pushes prices up, increasing the inflation rate.
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Exhibit 1.8: Powell. As chair of the Board of Governors of the Federal Reserve System, Jerome (Jay) Powell is considered the face
of U.S. monetary policy. Powell took over the chair in February 2018 from Janet Yellen, the first woman ever to be appointed Fed
chair. What are the responsibilities of the chair of the Board of Governors of the Federal Reserve System?(Credit: Federalreserve/
flickr/ US Government Works)

Fiscal Policy
The other economic tool used by the government is fiscal policy, its program of taxation and spending. By cutting taxes or by
increasing spending, the government can stimulate the economy. Look again at Exhibit 1.6. The more government buys from
businesses, the greater the business revenues and output. Likewise, if consumers or businesses have to pay less in taxes, they will
have more income to spend for goods and services. Tax policies in the United States therefore affect business decisions. High
corporate taxes can make it harder for U.S. firms to compete with companies in countries with lower taxes. As a result, companies
may choose to locate facilities overseas to reduce their tax burden.

Nobody likes to pay taxes, although we grudgingly accept that we have to. Although most U.S. citizens complain that they are
overtaxed, we pay lower taxes per capita (per person) than citizens in many countries similar to ours. In addition, our taxes
represent a lower percentage of gross income and GDP compared to most countries.

Taxes are, of course, the major source of revenue for our government. Every year, the president prepares a budget for the coming
year based upon estimated revenues and expenditures. Congress receives the president’s report and recommendations and then,
typically, debates and analyzes the proposed budget for several months. The president’s original proposal is always modified in
numerous ways. Exhibit 1.9 shows the sources of revenue and expenses for the U.S. budget.
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Exhibit 1.9 Revenues and Expenses for the Federal Budget Source: U.S. Treasury, “Final Monthly Treasury Statement of
Receipts and Outlays of the United States Government for Fiscal Year 2016,” https://www.fiscal.treasury.gov, accessed May 23,
2017.

Whereas fiscal policy has a major impact on business and consumers, continual increases in government spending raises another
important issue. When government takes more money from business and consumers (the private sector), a phenomenon known as
crowding out occurs. Here are three examples of crowding out:

1. The government spends more on public libraries, and individuals buy fewer books at bookstores.
2. The government spends more on public education, and individuals spend less on private education.
3. The government spends more on public transportation, and individuals spend less on private transportation.

In other words, government spending is crowding out private spending.

If the government spends more for programs (social services, education, defense) than it collects in taxes, the result is a federal
budget deficit. To balance the budget, the government can cut its spending, increase taxes, or do some combination of the two.
When it cannot balance the budget, the government must make up any shortfalls by borrowing (just like any business or
household).

In 1998, for the first time in a generation, there was a federal budget surplus (revenue exceeding spending) of about $71 billion.
That budget surplus was short lived, however. By 2005, the deficit was more than $318 billion. In the fiscal year of 2009, the
federal deficit was at an all-time high of more than $1.413 trillion. Six years later, at the end of the 2015 fiscal year, the deficit
decreased to $438 billion.  The U.S. government has run budget deficits for many years. The accumulated total of these past
deficits is the national debt, which now amounts to about $19.8 trillion, or about $61,072 for every man, woman, and child in the
United States. Total interest on the debt is more than $2.5 trillion a year.  To cover the deficit, the U.S. government borrows
money from people and businesses in the form of Treasury bills, Treasury notes, and Treasury bonds. These are federal IOUs that
pay interest to their owners.

The national debt is an emotional issue debated not only in the halls of Congress, but by the public as well. Some believe that
deficits contribute to economic growth, high employment, and price stability. Others have the following reservations about such a
high national debt:

Not Everyone Holds the Debt: The government is very conscious of who actually bears the burden of the national debt and
keeps track of who holds what bonds. If only the rich were bondholders, then they alone would receive the interest payments
and could end up receiving more in interest than they paid in taxes. In the meantime, poorer people, who held no bonds, would
end up paying taxes that would be transferred to the rich as interest, making the debt an unfair burden to them. At times,
therefore, the government has instructed commercial banks to reduce their total debt by divesting some of their bond holdings.
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That’s also why the Treasury created savings bonds. Because these bonds are issued in relatively small denominations, they
allow more people to buy and hold government debt.
It Crowds Out Private Investment: The national debt also affects private investment. If the government raises the interest rate on
bonds to be able to sell them, it forces private businesses, whose corporate bonds (long-term debt obligations issued by a
company) compete with government bonds for investor dollars, to raise rates on their bonds to stay competitive. In other words,
selling government debt to finance government spending makes it more costly for private industry to finance its own
investment. As a result, government debt may end up crowding out private investment and slowing economic growth in the
private sector.

CONCEPT CHECK
1. What are the two kinds of monetary policy?
2. What fiscal policy tools can the government use to achieve its macroeconomic goals?
3. What problems can a large national debt present?
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