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The Tools of Fiscal Policy

Changes in federal taxes and federal government spending designed to affect the level of aggregate
demand in the economy are called fiscal policy.

Aggregate demand is the total amount of spending on goods and services in the economy during a
stated period of time. Aggregate demand consists of consumer spending, government spending,
investment spending and net exports.

Aggregate supply consists of the total amount of goods and services available in the economy dur-
ing a stated period of time.

During a recession, aggregate demand is usually too low to bring about full employment of
resources. Government can increase aggregate demand by spending more, cutting taxes or doing
both. These actions often result in budget deficits because the government spends more than it col-
lects in taxes. Increasing government spending without increasing taxes or decreasing taxes without
decreasing government expenditures should increase aggregate demand. Such an expansionary fiscal
policy should increase employment, the price level or both.

If the level of aggregate demand is too high, creating inflationary pressure, government can reduce
its spending, increase taxes or do both. These actions should result in a larger budget surplus or a
smaller budget deficit than existed before. Such a contractionary fiscal policy should lower the level of
aggregate demand, and the economy will experience less employment, a lower price level or both.
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