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POLICY POCKETS:

Monetary Policy Is Not Enough
In an ideal world, there are three legs to every stool: monetary 

policy, fiscal policy and structural reforms. So far, monetary 

policy seems to have been doing all the work. Central banks 

have dug ever deeper into their bag of tricks to stimulate 

demand — resorting to low and negative rates, asset purchases 

and even promises to chase inflation higher. These efforts 

have generated some results but have done nowhere near 

enough to raise the level of demand in the face of ultra-low 

energy prices, a commodity glut and many growth and policy 

uncertainties from the world’s largest economies (read: China).

In our opinion, fiscal policy is more powerful than monetary 

policy. Fiscal policy is the race car, a targeted tool with quicker 

impact, while monetary policy is the bus, a blunter tool with 

a 9 –12-month lag for impact. Usually, monetary policy is 

enough, but perhaps not after one of the deepest global 

recessions on record. U.S. gross domestic product (GDP) 

growth is now just under 2%, substantially below the 3% level 

before the 2008 global financial crisis. The question now is 

whether fiscal policy could help support growth in the short 

to medium term. 

Fiscal policy’s potential 
Since the crisis, fiscal policy has been deployed much less than 

monetary policy. Recently, though, it has made a comeback, 

offering about two-tenths of a percent to real GDP since the 

fourth quarter of 2015. For the first time in a while, fiscal 

and monetary policy are rowing in the same direction of 

supporting growth.

This wasn’t always the case. After the stimulus plan of 2009, 

fiscal policy became a net drag on U.S. economic growth from 

2011 to 2015 (see Exhibit 1). Starting late in the fourth quarter 

of 2015, federal spending grew at a 2.2% annualized rate. In 

December, Congress passed a $1.8 trillion stimulus package 

that could add an estimated $110 billion in 2016 in combined 

tax delay and budget extenders, pulling forward some tax 

benefits in a presidential election year. This and other legislative 

acts should provide an important mid-cycle tailwind for the 

economy as GDP growth tapers below 2% (see Exhibit 2).

Exhibit 1: Federal consumption begins to support 
GDP growth
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Source: Bureau of Economic Analysis /  Haver Analytics and Merrill Lynch Chief 
Investment Office. Data as of March 16, 2016. Past performance is no indication of 
future results.

In addition, state and local government spending was a net 

drag on GDP growth from 2010 to 2013. Since then, it has 

contributed in a small but positive way to growth. It contributed 

about 0.1 percentage point to real GDP growth in the past two 

years, but accelerated in January to a 4.4% quarterly annualized 

pace, via spending on roads, highways and construction. Still, 

as a share of nominal GDP, state and local spending is at its 

lowest level since the 1980s, marking the weakest expansion of 
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government spending in any economic expansion in the post-

World War II era. The low level of spending comes on the back 

of deep cuts to education and employment.

The U.S. was not the only country exercising fiscal restraint 

in recent years. Europe embarked on a widely touted fiscal 

austerity program that served to contain spending but 

ultimately weighed on growth and consumption, particularly 

in Spain, Portugal and Greece. Japan raised its Value-Added 

Tax (VAT), a tax on consumption, in 2014 and intends to do 

so again in 2017 in order to contain the growth in debt. The 

push for fiscal austerity is now being recognized as having 

worked against the objectives of monetary policy. As a result, 

fiscal policy stimulus is again back in use by China to support 

growth, in Europe in support of the asylum applicants, and in 

the U.S. ahead of the elections. 

We believe monetary policy was never going to be able to fully 

address the effects of the crisis, irrespective of whether fiscal 

policy was competing with it. Monetary policy inherently could 

not reach the population shut out of borrowing due to poor 

credit history and the population that does not benefit from 

stock market expansions. Proportionally fewer U.S. individuals 

are participating in capital markets through equity investments 

than before the crisis. According to the Survey of Consumer 

Finances, just under half of American families hold equities 

(see Exhibit 3). Higher stock market participation is skewed 

toward higher earners. Of those earning in the 90th percentile 

of income, 90% have exposure to the equity markets, but 

only 35% of the bottom two quintiles are invested. This 

means that the Federal Reserve’s main policy stimulus since 

2008 — buying assets to support risk taking and aggregate 

demand for borrowing — has had less of an effect on nearly 

half the population.

Exhibit 3: Families with direct or indirect holdings 
of stock
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Source: Federal Reserve Bulletin, September 2014, Vol. 100, No. 4, and Merrill Lynch 
Chief Investment Office. Data as of 2014.

Given how little has been done, there is plenty of scope for 

expanding fiscal policy. Bank of America Merrill Lynch Global 

Economist Michael Hanson has laid out several options, 

among them investment in infrastructure, highways and 

transportation, and education. Government spending can be 

counter-cyclical, by expanding in downturns to offset the 

declines in spending by households and firms. It can also 

be more strategic, by targeting sectors where the spending 

might boost productivity the most longer-term — for example, 

Exhibit 2: U.S. Congress Revives Fiscal Policy

Act Select Components of Legislation

National Defense Authorization Act for  
Fiscal Year 2016

Changes how veterans' annuity benefits are calculated and offers a lump-sum benefit.

Bipartisan Budget Act of 2015 
(signed in November 2016)

Avoids federal shutdown and partially avoids sequestration, relaxes federal debt limit.

Consolidated Appropriations Act Sets spending level consistent with Budget Act, increases spending for 
infrastructure, early education and investment in R&D, makes permanent certain 
expiring tax provisions.

Fixing America’s Surface Transportation Act Authorizes $15 billion in funding for federal highway programs and mandates transfers 
from the Federal Reserve’s surplus account to Treasury; authorizes to sell a portion of 
the Strategic Petroleum Reserve by 2025. 

Source: Merrill Lynch Chief Investment Office. Data as of March 4, 2016.
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investment to slow the downward trend in research and 

development (see Exhibit 4), or in infrastructure to remedy 

lead water pipes, or to reform corporate tax policy. In addition, 

government spending can provide public goods that cannot be 

efficiently coordinated by the private sector, such as education 

and public safety. At its best, fiscal policy supports growth 

and, at its worst, it distorts incentives and hampers growth. 

Of course, fiscal policy has downsides: It can be wasteful, 

encouraging ineffective pork barrel policies that really don’t 

support growth.

Exhibit 4: U.S. government research and development 
expenditures* as a % of GDP
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Source: Bureau of Economic Analysis and Merrill Lynch Chief Investment Office. Data 
as of March 2015. *Nominal dollars.

Resistance to fiscal policy 
However, the main limitations to seeing fiscal policy enacted 

are the absence of political will and the concern over adding 

to the U.S. debt burden. The political outlook is still unclear. 

Several front-runner candidates for the U.S. presidency have 

proposed tax cuts, though we believe most plans would not 

improve the fiscal deficit. In addition, the largest drivers of 

the fiscal deficit remain entitlement programs such as Social 

Security—which can be reformed only with a long-horizon 

bipartisan approach, a goal that seems currently out of reach.

Any fiscal deficit expands the stock of debt. Since 2000, the 

fiscal balance has fallen from surplus to deficit. Between 

2000 and 2008, the increase in the deficit was largely due to 

tax cuts and increased spending on defense and entitlement 

programs. With the crisis, the fiscal deficit ballooned to nearly 

10% of GDP in 2009, as corporate and household tax receipts 

fell and spending on aid to states and individuals increased. 

According to the Council of Economic Advisers, the U.S. 

federal deficit has been declining since 2010 and, in 2015, 

fell to its lowest level since 2007 (2.5% of GDP), below its 

long-term historical average (see Exhibit 5). Nonetheless, the 

damage from the crisis and higher deficits have taken their 

toll on the nation’s debt. Publicly held U.S. debt has more than 

doubled since 2000, from 33% to 74% of GDP. The call for 

fiscal action can seem at odds with the stock of debt. Many 

would prefer to see fiscal austerity over fiscal expansion, 

but fiscal policies to support growth can help solve the debt 

problem. As the International Monetary Fund notes in its 2016 

Fiscal Monitor1, most of the debt accumulated since 2008 

could be undone with one percentage point of additional real 

growth over the next decade if government were to save the 

higher revenues. In practice, this is a call for short-term fiscal 

support and longer-term fiscal prudence.

Exhibit 5: U.S. fiscal deficit
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Source: Office of Management and Budget, Bureau of Economic Analysis,  
National Income and Product Accounts and Merrill Lynch Chief Investment Office. 
Data as of March 25, 2016. Dashed line represents average over 1975–2014.  
Past performance is no indication of future results.

The scope for monetary policy seems more limited than what 

is available to fiscal policy. With central bank policymakers 

having repeatedly pleaded for more engagement of the fiscal 

policy tool, both in the U.S. and abroad, there is clearly scope 

to consider doing more. With fiscal re-engagement having 

started last year in the U.S. and expectations for higher 

spending in Europe to address the refugee crisis, there is for 

the first time an opportunity for fiscal policy and monetary 

policy to work in harmony toward the same objective of 

stimulating cyclical growth.

 1 “Fiscal Monitor: Acting Now, Acting Together,” April 2016, International Monetary Fund.
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