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Abstract

This paper examines the extent to which fiscal and monetary policies have been effective in influencing
inflation in advanced economies since 2000. The paper evaluates the inflation trends alongside the
government spending and central bank’s interest rates. The study employs comparative analysis from
official sources such as the World Bank, the Federal Reserve and the European Central Bank.

The findings suggest that monetary policy is generally effective under normal economic conditions, while
fiscal policy is helpful during deep economic recessions, especially when monetary policy is constrained.
However, both policies have their own limitations which should be taken into consideration.

Overall, the paper concludes that while fiscal and monetary policies have been effective, their credibility
is highly dependent on economic conditions and contextual factors.

Introduction

Advanced economies have been increasingly relying on fiscal and monetary policy for the purpose of
controlling inflation and supporting stable economic growth since the 2000s. Increase in gross domestic
product of the economy(GDP) or aggregate demand(AD) may result in inflationary pressures.
Contractionary fiscal or monetary policies are often utilized to curtail excess aggregate demand and protect
the economy from overheating.

Central banks primarily influence inflation through the adjustment of interest rates and money supply,
while governments employ fiscal interventions by altering public expenditure and taxation. These policy
tools have been repeatedly utilized in advanced economies, specifically during the periods of economic
instability, particularly during the 2008 global financial crisis and the COVID-19 pandemic.

Outcomes of policy interventions may differ significantly across the countries. While some countries
experienced rapid inflation following the expansionary policies, others(most notably Japan) saw
prolonged periods of low inflation despite the aggressive usage of monetary and fiscal policies;thereby,
this contrast raises questions about the effectiveness and limitations of macroeconomic policy tools.
Previous research can generally be grouped into studies focusing on either fiscal policy, monetary policy,
or the short-term effects of policy interventions during specific events, particularly economic crises or
recessions. As a result, less attention has been paid to the evaluation of effectiveness of both policies across
advanced economies throughout a longer time period.

This paper examines “To what extent have monetary and fiscal policies been effective in controlling
inflation in advanced economies since 2000?” by using advanced economies such as the United States,
Euro area and Japan as comparative case studies. Analysis of inflation trends alongside central bank
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interest rates and government spending aim to illustrate how policy effectiveness may vary based on
different economic contexts.

Literature Background & Conceptual Framework

Monetary Policy and Inflation

Monetary policy is carried out by the central bank and involves the control of money supply and interest
rates to influence the aggregate demand and subsequently fulfil macroeconomic objectives.

Money supply refers to the amount of money circulating in the economy, which includes notes and coins,
loans, credits and deposits.

Interest rate refers to the cost of borrowing and reward for savings of money, expressed as a percentage.
Expansionary monetary policy aims to increase the level of aggregate demand of the economy by
increasing money supply and decreasing interest rates. In contrast, contractionary monetary policy aims
to decrease the level of aggregate demand by decreasing money supply and increasing interest rates.
Reduction in interest rates may result in inflationary pressures by stimulating economic activity. Lower
interest rates reduce the cost of borrowing for households and firms. Additionally, the reward for savings
of money decreases; therefore, it reduces an incentive to save money. As a result, individuals have more
disposable income to spend while firms have more money to invest. It may lead to an increase in aggregate
demand of the economy and subsequently inflationary pressures if economic output does not expand
proportionally.

Fiscal Policy and Inflation

Fiscal policy involves the use of government spending and taxation to fulfil macroeconomic objectives by
influencing aggregate demand.

Expansionary fiscal policy aims to increase aggregate demand of the economy by increasing government
expenditure and reducing taxation. Conversely, contractionary fiscal policy aims to reduce the level of
aggregate demand of the economy by decreasing government expenditure and increasing taxation.
Government expenditure can directly affect aggregate demand as it constitutes one of its core components.
For instance, an increase in government expenditure will lead to an increase in aggregate demand of the
economy and vice versa.

The government may allocate their expenditure on provision of education, infrastructure, and public goods
which are all directly attributed to economic activity. In addition, governments can influence the level of
aggregate demand through transfer payments. Transfer payments refer to payments made by the
government without goods and services being received in return such as pensions, unemployment benefits
and social welfare programs. It results in an increase in government spending as well as disposable income
of the household which may stimulate consumption and indirectly affect aggregate demand. As aggregate
demand increases, inflationary pressures may arise if the economy operates at full capacity.

Policy Effectiveness and Economic Context

The effectiveness of monetary and fiscal policies in influencing inflation may vary significantly based on
the economic and institutional contexts as well as demographics. Policy outcomes are shaped not only by
the scale of the intervention but also by predominant macroeconomic conditions, particularly whether the
economy operates at its full capacity or not.

During the periods of economic recession or crisis, economies tend to experience a decline in aggregate
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demand and a deflationary gap. In these circumstances, expansionary policies may stimulate economic
activity and increase aggregate demand without generating substantial inflationary pressures as the
availability of spare capacity in the economy allows to produce more products and services in response to
an increasing aggregate demand instead of rising prices. Conversely, when an economy operates close to
a full capacity, expansionary policies will lead to inflationary pressures.

Institutional factors also affect policy effectiveness. Differences in central bank mandates, fiscal
constraints, and economic structure shape policies’ implementation and reach into the rest of the economy.

Methodology and Data

This investigation primarily aims to analyze the effectiveness of fiscal and monetary policies in curbing
inflation in advanced economies over the period from 2000 to 2023. A comparative approach is adopted
to examine how the effectiveness of the policies can vary based on different economic contexts.

This study focuses on three developed economies: the United States, Euro Area and Japan. These
economics were chosen due to the significance of their economy, availability of reliable data and
contrasting inflation experiences since the early 2000s.

The inflation rate is measured by calculating the annual percentage change in the Consumer Price
Index(CPI) of the economy. Monetary policy is proxied by the central bank interest rates,including the
Federal Funds Rate for the United States, the Main Refinancing Operations rate for the Euro Area, and the
central bank policy rate for Japan. Fiscal policy is recorded by using the government spending as a
percentage of Gross Domestic Product(GDP).

The raw data is gathered from official and reliable sources to make the analysis precise and accurate.
Official sources include World Bank Group, European Central Bank(ECB) and Federal Reserve Bank of
St.Louise. Moreover, the National Bureau of Economic Research(NBER) was used to track the periods of
economic recessions and booms in the United States. Inflation rate, interest rates and government spending
are all measured on an annual basis to promote consistency and accuracy across countries and over time.
The study utilizes descriptive as well as comparative analysis to investigate the relationship between policy
intervention and inflation outcomes.

US Monetary policy and inflation

In 2001 the United States was experiencing a period of economic recession; aggregate demand was falling,
and employment was declining. Consequently, the interest rates were cut by around 4.5% from 2000 to
2002. However, it did not lead to inflationary pressures; instead, the inflation rate further declined by 1.8%
over a two-year period. Low business and household confidence limited the effectiveness of expansionary
monetary policy. As a result, consumption and investment were not immediately stimulated by lower
interest rates in the short run. The central bank kept the interest rate low in 2003 and 2004; subsequently,
in the long run inflation rate slightly increased, particularly by 1.1% between 2002 and 2004. (World
Bank Open Data, National Bureau of Economic Research, 2025)

Moreover, during the period of global financial crisis in 2008, the US entered a period of deep recession.
Aggregate demand dropped sharply; unemployment rose and the US economy started experiencing
deflation. Inflation declined rapidly from 3.8% to -0.4% within a short period of time. In order to tackle
the deflation and recover the economy from the deep recession, the US central bank utilized expansionary
monetary policy by remarkably lowering interest rates from 5.02% up to 0.16% between 2007 and 2009.
Inflation rate started to notably increase for the first three years as the interest rates were kept near-zero
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levels from 2009 to 2015. However, the inflation rate started to gradually decline from 2011, and it reached
0.1% in 2015. Subsequently, one of the main limitations of expansionary monetary policy is the limited
scope of reducing interest rates, when close to zero. Since the US interest rate has been approximately
0.15% for 5 consecutive years, it was not possible to further lower them and stimulate economic activity.
Finally, it can be concluded that expansionary monetary policy was partially effective in stabilizing the
economy, but weak in generating sustained levels of inflation due to lack of consumer and business
confidence and unavailability to further reduce interest rate. (World Bank Open Data, National Bureau of
Economic Research, 2025)

US Fiscal policy and inflation

When the US economy encountered the period of global financial crisis in mid 2007, the expansionary
fiscal policy was implemented, particularly government expenditure as a percentage of GDP was raised
by about 1.5%. As a result, an increase in government spending directly influences aggregate demand.
Combination of expansionary policies further increases the level of aggregate demand in the economy
which gradually recovers the economy from the deep recession as provision of public goods may create
opportunities to work for households which may contribute to lower unemployment rate. However, even
the combination of both expansionary fiscal and expansionary monetary policies did not immediately
increase the inflation rate as it dropped substantially between 2008 and 2009. It can be attributed to the
time lags associated with fiscal policy. In general, there are three types of time lags: recognition lag,
implementation lag, recognized effect lag. It takes time to recognise whether the economy is in need of
government intervention. Furthermore, it is time-consuming to implement the policy. Finally, there is a
time lag between implementing the policy and seeing the actual results. Consequently, economic theory
suggests that expansionary fiscal policy can recover the economy from deep recession in the long run.
Moreover, the US government employed expansionary fiscal policy in 2020 by increasing their
expenditure as a percentage of GDP by approximately 1%. Inflation rate slightly declines in 2020;
however, in the long run it increased notably from 1.2% to around 8% over a two-year period which further
evidences the presence of a time lag between the implementation of the policy and observing its effect on
inflation, alongside the supply-side constraints and a strong post-pandemic recovery in demand.

Euro area and monetary policy

After the 2008 financial crisis, the aggregate demand in the Euro area (19 countries) collapsed, and
unemployment rose sharply. Additionally, the Euro area faced a crisis between 2010 and 2012 (Eurozone
sovereign debt crisis); consequently, the inflation rate dropped below the European Central Bank (ECB)
price stability objective of close to, but below 2%. From June to August 2011, the interest rate was raised
which was later seen as a mistake; subsequently, it was rapidly reversed. In September 2011 the interest
rate was 1.5% and it was incrementally reduced to 0 in 2016. It was reduced at varying intervals each year.
After experiencing 2 crises, the aggregate demand of the Euro area was constantly weak and the inflation
rate was persistently below ECB’s inflation target; therefore, the European central bank kept the interest
rate at 0% for around 5 consecutive years to encourage borrowing, consumption and investment. In this
case, the main limitation is that the interest rate could not be further lowered to stimulate economic activity
to a greater extent. The policy rate ebbed and flowed between -0.3% and 2.3%. It can be concluded that
the expansionary monetary policy may be less effective when the interest rate is close or already 0;
however, one of the benefits is that the interest rate might be adjusted incrementally which may reduce
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the risks of causing macroeconomic instability. (European Central Bank, Organization for Economic Co-
operation and Development)

Euro area and fiscal policy

The Euro area utilized fiscal policy several times. Expansionary fiscal policy was employed during the
period of global financial crisis, particularly the government expenditure as a percentage of GDP was
increased by approximately 1.7% in 2009 to stimulate economic activity, influence aggregate demand,
reduce unemployment and stabilize inflation rate. In 2008, the Euro area experienced a sharp drop in
inflation rate, specifically from around 4% to -0.6%. After the implementation of expansionary fiscal
policy, the inflation rate began to gradually increase and eventually reached an inflation rate of roughly
2%. This effect may be attributed to both fiscal and monetary expansionary policies. Despite the limited
scope, low consumer and business confidence and time lags, these policies might work in combination.
Moreover, another expansionary fiscal policy was used in a period between 2019 and 2020 due to a sudden
demand shock caused by a COVID-19 pandemic. The government spending relative to its GDP was raised
by around 2%, particularly the government increased public healthcare spending, job-retention schemes
and income support for households. It prevented mass unemployment and bankruptcies of the private
firms. As a result, the inflation rate started to increase rapidly; it increased from -0.3% to around 10% in
just two years,alongside supply-side constraints and energy price shocks. Subsequently, contractionary
fiscal policy was implemented to save the economy from overheating. Starting from 2021, the Euro area
started to gradually decrease their spending which contributed to a slight decrease in the inflation rate in
2023. One of the constraints is that government spending is measured as a percentage of GDP; thereby,
an increase in government spending relative to GDP during economic recessions may be attributed to a
decline of GDP in the short-run. Furthermore, expansionary fiscal policy may often lead to a budget
deficit. Following this , the effectiveness of fiscal policy will depend on the extent to which the
government can afford to sustain a budget deficit. (Organization for Economic Co-operation and
Development, World Bank Open Data)

Japan and monetary policy

Starting from 2000, Japan’s interest rate was extremely low, specifically not reaching even 1%. The policy
rate was maintained at a very low level from 2001 to 2005. However, it was gradually increased up to
0.75% over a period of two years. Over this period, Japan's inflation rate grew in 2008 from 0.1% to
approximately 1.4%.When the period of global financial crisis started, Japan experienced a significant
drop in inflation rate, particularly it fell from 1.4% to -1.4% within the period of a year. Following this,
the policy rate was lowered from 0.7% to 0.3% and it remained near zero for an extended period . The
inflation rate moderately increased after the interest rate changes. However, the changes in the inflation
rate could not be solely attributed to the changes in the policy rates because the interest rate was
persistently below 1% which is considered to be extremely low. Thus, these small changes in the policy
rate most likely did not have a great impact on the consumption and investment of households and firms.
(World Bank Open Data, Organization for Economic Co-operation and Development)

Japan and fiscal policy
In general, Japan heavily relies on expansionary fiscal policy as the government expenditure as a
percentage of GDP showed an increasing trend. During the period of financial crisis, the government
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expenditure rate was raised by approximately 1.5% in 2009 when the inflation rate was negative,
particularly around -1.4%. After the implementation of expansionary fiscal policy, the inflation rate
increased gradually. Afterwards, the government spending was gradually increasing while the inflation
rate was fluctuating rather than following an upward trend. According to economic theory, expansionary
fiscal policy may result in inflationary pressures; however, the Japanese case suggests that the inflation
changes can not be solely attributed to expansionary fiscal policy. Persistent expansionary fiscal policy
did not result in consistent inflationary pressures, instead it ebbed and flowed. Moreover, due to stable
price or deflation consistency, Japan’s residents expect prices either to stay the same or drop which may
result in delayed consumption and investment. Finally, due to the high proportion of the aging population
in Japan, the consumption and investment are further constrained as older households have a tendency to
increase precautionary savings for retirement and they are more risk-averse.

Fiscal policy becomes more effective and necessary when monetary policy is constrained, especially
during large, non-financial shocks.

It explains why Japan’s inflation stayed weak despite aggressive fiscal policy, strengthening your “policy
effectiveness depends on context” argument.

Final evaluation

Overall, monetary and fiscal policies have played an important role in influencing the inflation rate of
advanced economies such as the United States, Euro area and Japan since 2000. However, their
effectiveness has varied based on economic conditions, demographics and institutional constraints.
Monetary policy has been effective in influencing inflation under normal economic conditions such as
interest rates above zero, decent business and household confidence and smoothly functioning financial
markets. For instance, the United States central bank was able to stimulate economic activity during the
period of the global financial crisis by substantially lowering the interest rate. However, the effectiveness
of expansionary monetary policy can be hindered if the interest rate is zero or close to zero. In both the
Euro Area and Japan, near-zero interest rates limited the scope of further reducing the policy rate which
may result in the inability to stimulate consumption and investment. It indicates that while monetary policy
can be a powerful tool, its effectiveness diminishes when conventional tools such as interest rate
adjustments are exhausted.

Fiscal policy proved to be particularly effective during the times of deep economic recessions.
Expansionary fiscal policy helped to stabilize the economy during the global financial crisis and COVID-
19 pandemic by creating employment opportunities and preventing deflation in developed economies. In
the Euro area and the United States, fiscal policy contributed to economic recovery especially when it was
in combination with monetary policy. Conversely, in Japan the implementation of the expansionary fiscal
policy did not result in inflationary pressures; it was fluctuating instead. Following this, fiscal policy has
its own limitations such as time lags, government budget deficits in case of the expansionary fiscal policy
and constraints related to debt sustainability. Furthermore, an increase in government spending measured
as a percentage of GDP may partly reflect a decline in GDP rather than an absolute increase in spending
during the times of economic recession which may lead to inaccurate interpretation of fiscal expansion.
The combination of fiscal and monetary policy significantly influenced the level of inflation. The study
suggests that inflation is adjusted more effectively when the policies are utilized in combination. However,
the effectiveness of the policies may vary depending on economic conditions. For instance, in Japan both
policies did not have a big impact on the inflation rate because the interest rate was close to zero which
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limited the scope of further reducing it. Furthermore, an ageing population increases precautionary saving
and reduces consumption and investment. Moreover, the COVID-19 pandemic highlights that the demand-
side policies are ineffective in dealing with supply shocks as a trade-off between macroeconomic
objectives usually occurs. For instance, the inflation caused by the increase in the price of production can
not be effectively addressed solely through implementing the contractionary fiscal or monetary policy as
it may result in negative economic growth.

In general, fiscal and monetary policy are effective in influencing inflation in advanced economies;
however, their success is not only dependent on the scale of intervention, but also dependent on economic
conditions, structural characteristics and the nature of inflationary pressures.

Conclusion

This paper has examined the extent to which fiscal and monetary policy have been effective in influencing
inflation in advanced economies such as the United States, Euro Area and Japan since 2000.

The findings suggest that monetary policy is generally effective under normal economic conditions;
however, its impact weakens when the interest rate approaches zero. Fiscal policy proved to be beneficial
during the times of economic recessions; however, constraints such as budget deficits, ability to sustain
debt and population expectations should be considered. The effectiveness of both policies are dependent
on economic conditions and demographics which is proven by Japanese people's expectations and aging
people limiting the inflationary pressures. Moreover, the inflation rate in advanced economies was
strongly affected by supply-side shocks in 2020 during the COVID-19 pandemic; in this case the
implementation of demand-side policies such as monetary and fiscal may result in a trade-off between
macroeconomic objectives. Finally, fiscal and monetary policies may influence inflation in advanced
economies; however, their effectiveness is not only based on scale of intervention but also economic
conditions and structural characteristics.
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