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FISCAL AND MONETARY POLICY
PROCESS

= PRINT THIS LESSON
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Education

As the American economy slid into recession in 1929, economists relied
on the Classical Theory of economics, which promised that the economy
would self-correct if government did not interfere.

But as the recession deepened into the Great Depression and no

correction occurred, economists realized that a revision in theory would
be necessary. John Maynard Keynes developed Keynesian Theory, which
called for government intervention to correct economic instability. One of the most important functions of our

government today is to try to correct inflation and recession in our economy.
TASK

In this lesson, you will learn about the tools the Congress and the Federal Reserve can use to correct economic
problems, and how the use of those tools affects the money supply, interest rates, and aggregate demand. Then
you will analyze economic data to determine how fiscal and monetary policy should be used to correct

economic problems.

PROCESS
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Economic performance can be illustrated through the concepts of aggregate supply and aggregate demand.
Aggregate supply is the total supply of goods and services produced in the nation’s economy. It is upward-
sloping because at higher prices firms have an incentive to produce more, and at lower prices they are likely to
produce less. Aggregate demand is the total demand for goods and services in the nation’s economy. It is
downward-sloping because at higher prices, consumers, firms, government, and foreign customers are less
willing to buy, while they will likely buy more at lower prices. Aggregate supply and demand are shown in the
graph below. Shifts in the aggregate supply and aggregate demand curves can illustrate changes in the
performance of our economy. If consumer confidence in the economy falls and people reduce their spending,
aggregate demand can fall, reducing real output and prices and possibly dropping the country into a recession.
However, if the money supply is too large, excessive consumer demand can push up the aggregate demand,

raising real output and prices and possibly pushing the country into serious inflation.
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Economists generally look to annual goals of GDP growth of 2.5-3 percent, an inflation rate of 3-4 percent,
and an unemployment rate of approximately 5 percent for stable economic growth. However, our economy
generally follows an economic cycle of recession and expansion every few years. As John Maynard Keynes
argued in his 1936 book General Theory of Employment, Interest, and Money, nations need not wait for
potential economic problems to correct themselves. He advocated that government take an active role in

resolving economic issues through the use of two policies: fiscal policy and monetary policy.
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Fiscal policy is the use of government spending and taxes to stabilize the economy. Read the brief explanation
of fiscal policy under the “Keynesian School” heading at the website.
Keynes recommends that, during periods of recession, Congress should increase government spending in order
to “prime the pump” of the economy. At the same time, he recommends, Congress should decrease taxes in
order to give households more disposable income with which they can buy more products. Through both
methods of fiscal policy, the increase in aggregate demand stimulates firms to increase production, hire
workers, and increase household incomes to enable them to buy more. Keynes advocates the opposite positions
during times of rapid inflation. In order to slow down the economy, Keynes calls for Congress reduce
government spending in order to reduce pressure on aggregate demand. For the same reason he calls for tax
increases in inflationary times, to reduce consumers' disposable income The reduction in aggregate demand
brought about by such actions leads firms to produce fewer products, slows hiring, and reduces inflationary
pressure. While both tools are effective, Keynes advocated change in government spending as the more
effective fiscal policy tool, because any change in government spending has a direct effect on aggregate
demand. However, if taxes are reduced, consumers most likely will not spend all of their increase in disposable
income; they are likely to save some of it. In the same way, if taxes are raised, consumers are not likely to
reduce their consumption of products by the same amount as the tax; they are likely to dip into savings to
cover some of the change in tax rates.

1. According to Keynes, what should the government do to taxes and government spending during a time of
recession?

2. According to Keynes, what should the government do to taxes and government spending during a period
of rapid inflation?

Monetary policy is the use of the money supply and credit to stabilize the economy. Read the explanation

of and refer to the graph below. The demand for money consists of consumers borrowing for
such items as cars and homes, firms borrowing for such items as factories and equipment, and the government
borrowing to finance the national debt. The supply of money is set by the Federal Reserve Board of Governors,
the central banking system for the United States. The supply and demand for money determine the interest rate
that must be paid for the use of borrowed money. So if the Federal Reserve increases the money supply,
interest rates will fall, making it less expensive to borrow money. In that case, those wishing to borrow money
will be more likely to do so-- and be more likely to spend that money on products. If the Federal Reserve
reduces the money supply, interest rates will rise, so less will be borrowed and spent (because of the higher
cost of borrowing).
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Money Market Graph
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The Federal Reserve has three primary tools available to change the money supply. First, during periods of
recession, Keynes recommends that the Fed buy bonds on the open market. By increasing the reserves the
banks hold, the banks have more money available to loan and can reduce their interest rates. At lower interest
rates, consumers and firms are more willing to borrow to make purchases, and aggregate demand can increase.
Secondly, Keynes recommends that the Fed lower the discount rate. When the Fed reduces the interest rate
member banks must pay to borrow from the Fed, banks become more willing to borrow, to make money
available for loans at lower interest rates. In this case, again, consumers and firms are more willing to borrow
and spend, increasing aggregate demand. Third, Keynes recommends that the Fed reduce the reserve
requirement during a serious recession. If banks are allowed to release more of their reserved funds for loans,
the lowered interest rate will again entice consumers and firms to borrow funds to make purchases, increasing
the aggregate demand. Keynes advocates the opposite positions during times of rapid inflation: reducing the
money supply to raise interest rates, making it less likely consumers and firms will borrow to purchase

products.

2. How can the Federal Reserve use the reserve requirement, the discount rate, and open
market operations during a period of rapid inflation?

1. How can the Federal Reserve use the reserve requirement, the discount rate, and open market operations
during a time of recession?

2. How can the Federal Reserve use the reserve requirement, the discount rate, and open market operations
during a period of rapid inflation?

Berrien RESA 4 Economics in Marketing Education



Lesson Plan 25 Student Handout 3

While these three tools work in similar ways, they differ in the power of their effects. The reserve requirement
is extremely powerful and is changed only in the event of a serious economic problem. The discount rate is
used more as a signal of the Fed’s intentions for monetary policy. Open market operations are by far the most

widely used tool of monetary policy.

Analyze economic problems to determine how fiscal and monetary policies should be used to correct economic
CONCLUSION

Economists learned much from the experience of the Great Depression, and most economists today advocate a
role for government in creating economic stabilization policy. Although economists may disagree about which
particular tool is most appropriate, or the timing or strength of the tool to be used, most economists recognize

the advantages of using fiscal and monetary policy for the prevention of extreme inflation or depression in our

economy.

ASSESSMENT ACTIVITY

In 2001, the U.S. economy slipped into recession. The GDP dropped by more than a 1 percent annual rate in
the third quarter, the inflation rate dropped to below a 2 percent annual rate in the fourth quarter, and the
unemployment rate rose to 5.6 percent in the fourth quarter. As an economic advisor to the Congress and the
Federal Reserve, what would you suggest U.S. Congress should do with its tools of fiscal policy, and what
would you propose that the Fed do with its tools of monetary policy? Write a paragraph explaining your

recommendations, being sure to describe how the tools will work to help improve aggregate demand.

After you have finished, visit the following two websites to see the fiscal policy action taken by the President
and Congress, and the monetary policy action taken by the Federal Reserve to resolve the 2001 recession. Did

the government’s action agree with your recommendations?

Herman-Ellison, Lisa. Econedlink: Council for Economic Education.(2003). Fiscal and Monetary Policy

Process. Retrieved from http://www.econedlink.org/lessons/index.php?lid=352&type=educator
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