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Understanding your financial world 

The link between Fiscal and Monetary Policy 

The links between fiscal and monetary policies are both direct and indirect.  

 The direct link is in the way the government’s deficit is funded – whether by 

borrowing (or the sale of government securities, such as government bonds) or by 

creating new money. 

 
 

 The indirect link is the use of monetary policy to reduce the inflationary effect of an 

expansionary fiscal policy. 

Non-monetised deficit (also known as fully-funded deficit) 

One way for governments to finance an expansionary fiscal policy is to borrow money from 

the public or private sector in both New Zealand and from overseas. It does this by selling 

(Sloman and de Boer, 2009, p344) 
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government securities (see above). Although there are sales of government securities to 

members of the public, the bulk of sales are to financial institutions i.e. local and overseas 

banks. The key difference between a non-monetised deficit and a monetised deficit is that 

total amount of money (known as the money supply) does not increase when the deficit is 

non-monetised.    

Monetised deficit 

A monetised deficit is when a government borrows and repays the borrowing with newly 
printed currency or borrows from the Reserve Bank, which is similar to printing money. The 
effect of this is to increase the money supply. Inflation is an unfortunate consequence of 
monetisation because now the supply of money exceeds its demand. An attempt to 
purchase goods and assets with this excess money supply will drive up prices and generate 
inflation. Indeed, monetisation to finance a deficit is referred to as inflationary financing of 
the deficit. Because of the impact on inflation, this method of deficit financing is not 
favoured. 
 
The link between fiscal policy and monetary policy 
 

 

Monetary policy 

interventions are required 

to address inflation 


