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Macroeconomic Goals

Illustrate the means by which economic activity is measured.
• Gross Domestic Product (GDP)

• Consumer Price Index (CPI)

• Inflation

• Unemployment

• Business Cycle



https://youtu.be/d8uTB5XorBw


Macroeconomic Goals
There are THREE primary macroeconomic goals. They are…  

Economic Growth Price Stability Full Employment

• Economic Growth: an increase in the capacity of an economy to 
produce goods and services, compared from one period of time to 
another. 

• Price Stability: the general price level in an economy does not change 
much over time.

• Full Employment: situation in which all available labor resources are 
being used in the most efficient way possible. The point at which the 
highest amount of skilled and unskilled labor that can be employed
within an economy at any given time.



The basic measure of a nation’s economic growth rate is the 
percentage change of real GDP over a given period of time.

Measuring Economic Growth
GDP and Population Growth

• In order to account for population increases in an economy, economists use a 
measurement of real GDP per capita.  It is a measure of real GDP divided by the 
total population.

• Real GDP per capita is considered the best measure of a nation’s standard of 
living.

GDP and Quality of Life

• Like measurements of GDP itself, the measurement of real GDP per capita 
excludes many factors that affect the quality of life.



Gross Domestic Product 
Measuring a Country’s Income

GDP is the total value of the final goods and 
services produced in a country in one year.

(Measure of Output)



Gross Domestic 
Product

• Gross= total

• Domestic= produced anywhere in a 
country, by anyone

• Product= final goods and services



What is counted 
in GDP?

• FINAL goods

and services…

Yes, even goods and services produced 

here in the US, even if by

a foreign company
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GDP
Final Goods and Services

• manicures
• bread
• cruise missile
• new factory
• dresses
• increase in automobile inventory

Can you think of other examples of 
Final Goods? 



What is NOT counted?

• Things produced outside the country

• Illegal “stuff”

• Purely financial transactions



…and INTERMEDIATE GOODS
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GDP
Intermediate Goods

• window glass in new automobiles
• lumber in a new house
• screws used in a cruise missile
• flour for making bread
• cloth for making dresses

Can you think of other examples of 
Intermediate Goods? 



INTERMEDIATE OR 
FINISHED GOOD?



GOODS RACE!

AT YOUR TABLES, IN 60 SECONDS, LIST AS 
MANY GOODS THAT CAN BE BOTH 

INTERMEDIATE AND FINISHED GOODS. 
YOU MUST IDENTIFY THE FINISHED GOOD 

FOR WHICH THE GOOD IS AN 
INTERMEDIATE GOOD. 



GOODS RACE!

ON YOUR MARKGET SET
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GDP
Given this information, I’m sensing you 

are thinking “Coach, are there any cool 

formulas you can give us relating to this 

exciting concept?”



GDP = C + I  + G + (X – M)
Consumption (C):  Spending by households on goods and 

services.  Includes spending on things such as cars, food, and 

visits to the dentist.  Makes up 72% of US GDP.

Investment (I):  Spending by businesses on machinery, 

factories, equipment, tools, and construction of new buildings.

Makes up 15% of US GDP.

Government (G):  Spending by all levels of government on 

goods and services.  Includes spending on the military, 

schools, and highways. Makes up 17% of US GDP.

Net Exports (X - M):  Spending by people abroad on US

goods and services (exports, or X) minus spending by people 

in the US on foreign goods and services (imports, or M).

Makes up -4% of US GDP.



ec·o·nom·ics ˌekəˈnämiks,ˌēkəˈnämiks/

GDP
United States is #1 at $18.6 trillion

China is #2 at $11.2 trillion

Japan is #3 at $4.9 trillion

Germany is #4 at $3.5 trillion

United Kingdom is #5 at $2.6 trillion

Russia is #12 at $1.31 trillion

(2016 UN Data)



Real and Nominal GDP

•Nominal GDP is GDP 
measured in current

prices. It does NOT
account for price level
increases from year to 

year.

•Real GDP is GDP 
expressed in constant, 
or unchanging, dollars. 
Real GDP takes into 
account price level 
increases from year to 
year.  

Price level increase from year to year is 
known as…





Subject: Inflation



# of people # of 1 dollar bills # of 5 dollar bills TOTAL MONEY SUPPLY PRICE PAID FOR BAG

MONEY CHART



Limitations of GDP
• GDP does not take into account certain economic activities, such as:

Nonmarket Activities
GDP does not measure goods and services that people make or do themselves, such as 
caring for children, mowing lawns, or cooking dinner.
Negative Externalities
Unintended economic side effects, such as pollution, have a monetary value that is often 
not reflected in GDP.
The Underground Economy
There is much economic activity which, although income is generated, is never reported 
to the government.  Examples include black market transactions and "under the table" 
wages.
Quality of Life
Although GDP is often used as a quality of life measurement, there are factors not
covered by it.  These include leisure time, pleasant surroundings, and personal safety.





Aggregate 

Supply/Aggregate 

Demand Equilibrium

By combining 

aggregate supply

curves and aggregate

demand curves,

equilibrium for the 

macroeconomy

can be

determined.

Factors Influencing GDP

Aggregate Supply

• Aggregate supply
is the total amount 
of goods and 
services in the 
economy available 
at all possible price
levels.

• As price levels rise, 
aggregate supply
rises and real GDP 
increases.

Aggregate Demand

• Aggregate demand
is the amount of 
goods and services
that will be 
purchased at all
possible price
levels. 

• Lower price levels 
will increase
aggregate demand
as consumers’ 
purchasing power 
increases.



Reflection on GDP
Consider ONE of the following industries: 

Movies, Music, Sports, or Fashion

On an 8.5x11 piece of paper, provide the following from your 
chosen industry:
• 3 Examples of Intermediate Goods
• 3 Examples of Finished Goods
• 1 Example of a Non-Market Activity
• 2 Examples of Underground or “Black Market” Transactions or 

Activities
• A brief explanation as to how your answers may increase or 

decrease YOUR Quality of Life measurement.



GDP, Unemployment, Inflation- EconMovies #6: Back to the Future

https://youtu.be/3GTgniuxA50


Inflation

• What are the effects of rising prices?

• How do economists use price indexes?

• How is the inflation rate calculated?

• What are the causes and effects of inflation?

• Who benefits and loses from unanticipated inflation?



The Effects of Rising Prices

• Inflation is a general increase in prices.

•Purchasing power, the ability to purchase goods and 
services, is decreased by rising prices.

•Price level is the relative cost of goods and services in 
the entire economy at a given point in time.



A price index is a measurement that shows how the average
price of a standard group (basket) of goods changes over time.

Price Indexes

• The Consumer Price Index (CPI) is computed each month by the 
Bureau of Labor Statistics.

• The CPI is determined by measuring the price of a standard group 
of goods meant to represent the typical “market basket” of an 
average consumer. 

• Changes in the CPI from month to month help economists 
measure the economy’s inflation rate.

• The inflation rate is the percentage change in price level over 
time.



Calculating Inflation

To determine the inflation rate from one year 
to the next, use the following steps:

((CPI Year A – CPI Year B) / CPI Year B) x 100 

Minus (-)
Divided by (/) Multiplied by (x)



Year A (2006): 201.6

Year B (2005): 195.3

201.6 - 195.3 = 6.3

195.36.3 / = .03225

.03225 x

3.2

100

2006 Inflation Rate =

Your Turn…

Calculating Inflation

Calculate the Inflation Rate for 2006



Effects of Inflation
High inflation is a major economic problem, especially 
when inflation rates change greatly from year to year.

Purchasing Power

• In an inflationary economy, a dollar loses value.  It will not buy the same 
amount of goods that it did in years past.

Interest Rates

• When a bank's interest rate matches the inflation rate, savers break even.  
When a bank's interest rate is lower than the inflation rate, savers lose
money.  

Income

• If wage increases match the inflation rate, a worker's real income stays the
same.  If income is fixed income, or income that does not increase even when 
prices go up, the economic effects of inflation can be harmful.
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Brown Bag Economics: Inflation Winners & Losers

With rising inflation, there are winners and 
losers. 

At your tables, choose a stack of cards from the 
bag. Each student will receive
a card. Each card will identify a person in the US 
economy. The assignment is for each table to 
create a 2-3 minute role play where each 
student will act out and/or give descriptors of 
who they are, but not reveal their identity. The 
students in the class will be charged with:
1. Identifying the citizen.
2. Determine whether the citizen is a winner or 

a loser when there is an increase in inflation. 



Unemployment

• What are the different types of unemployment?

• How are unemployment rates determined?

• What is full employment?



Types of Unemployment
Frictional Unemployment

• Occurs when people change jobs, get laid off from their current jobs, take 
some time to find the right job after they finish their schooling, or take 
time off from working for other reasons

Structural Unemployment

• Occurs when workers' skills do not match the jobs that are available.  
Technological advances are one cause of structural unemployment

Seasonal Unemployment

• Occurs when industries slow or shut down for a season or make seasonal
shifts in their production schedules

Cyclical Unemployment

• Unemployment that rises during economic downturns and falls when the 
economy improves



Determining the Unemployment Rate
• A nation’s unemployment rate is an important indicator of 

the health of the economy.

• The Bureau of Labor Statistics polls a sample of the 
population to determine how many people are employed
and unemployed.

• The unemployment rate is the percentage of the nation’s 
labor force that is unemployed. 

• The unemployment rate is only a national average. It does 
not reflect regional economic trends.  



Full employment is the level of employment 
reached when all who are willing and qualified to 

work are employed.

Full Employment

• Economists generally agree that in an economy that is working 
properly, an unemployment rate of around 4 to 6 percent is 
normal.

• Sometimes people are underemployed, that is working a job for 
which they are over-qualified, or working part-time when they 
desire full-time work.

• Discouraged workers are people who want a job, but have given
up looking for one.







A saying used by political 
strategist James Carville during 
Bill Clinton’s 1992 Presidential 
Election Campaign to 
emphasize the importance of a 
struggling economy. 



Some Key Economic Indicators that influence 
presidential elections:

• Indicators
• Unemployment Rate:  The percentage of people in the labor force 

who are unemployed

• Inflation Rate:  The percentage increase in the overall price level

• Real GDP:  The value of all final goods and services produced in a 
country in a year, expressed in terms of constant dollars

• Two Statistics Based on These Indicators
• Misery Index:  The sum of the unemployment rate and the inflation

rate.

• Growth Rate in real GDP per capita:  The percentage change in real 
GDP per person 

44





ec·o·nom·ics ˌekəˈnämiks,ˌēkəˈnämiks/

Loses

Wins

+ =

Loses Loses

Eishenhower (R)

WinsWins



SOME ECONOMIC RULES THAT WORK WELL
A real GDP per capita growth 
rule:

The incumbent party usually wins 
if…

The growth rate of real GDP per
capita accelerates (is a higher %) in 
the election year than the 
previous year.

A Misery Index rule:

The incumbent party usually wins 
if:

The Misery Index has not
increased from the year prior to 
the election.

A Guaranteed Loss Rule:

The incumbent party has 
always lost if…

The Misery Index has 
increased from the year prior 
to the election to the year of
the election.

47



An Economic Rule that
Does Not Work Well

The incumbent party usually wins if…

the growth rate of real GDP per capita is greater than 0% 
during the year of the election.

48
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https://youtu.be/28Ejh7ylDbk

https://youtu.be/28Ejh7ylDbk
https://youtu.be/28Ejh7ylDbk


Business Cycles

• What is a business cycle?

• What keeps the business cycle going?

• How do economists forecast business cycles?

• How have business cycles fluctuated in the United States?



A business cycle is a macroeconomic period of 
expansion followed by a period of 
contraction.

What Is a Business Cycle?
• A modern industrial economy experiences cycles of goods times, then 

bad times, then good times again.

• Business cycles are of major interest to macroeconomists, who study 
their causes and effects.

• There are four main phases of the business cycle: expansion, peak, 
contraction, and trough.



What Is a Business Cycle?



Phases of the Business Cycle

Expansion

•An expansion is a period of economic growth as 
measured by a rise in real GDP.  Economic 
growth is a steady, long-term rise in real GDP.



What Is a Business Cycle?



Phases of the Business Cycle

Peak

•When real GDP stops rising, the economy has 
reached its peak, the height of its economic
expansion. 



What Is a Business Cycle?



Phases of the Business Cycle

Contraction

•Following its peak, the economy enters a period 
of contraction, an economic decline marked by a 
fall in real GDP.  A recession is a prolonged 
economic contraction.  An especially long or 
severe recession may be called a depression.



What Is a Business Cycle?



Phases of the Business Cycle

Trough

•The trough is the lowest point of economic 
decline, when real GDP stops falling.



What Is a Business Cycle?



What Keeps the Business Cycle Going?
• Business cycles are affected by four main economic variables:

Business Investment
When an economy is expanding, firms expect sales and profits to keep rising, and 
therefore they invest in new plants and equipment. This investment creates new jobs 
and furthers expansion.  In a recession, the opposite occurs.
Interest Rates and Credit
When interest rates are low, companies make new investments, often adding jobs to 
the economy.  When interest rates climb, investment dries up, as does job growth.
Consumer Expectations
Forecasts of a expanding economy often fuel more spending, while fears of recession 
tighten consumers' spending.
External Shocks
External shocks, such as disruptions of the oil supply, wars, or natural disasters, 
greatly influence the output of an economy.



Forecasting Business Cycles

• Economists try to forecast, or predict, changes in the 
business cycle.

• Leading indicators are key economic variables
economists use to predict a new phase of a business 
cycle.

• Examples of leading indicators are stock market
performance, interest rates, and new home sales.



Business Cycle Fluctuations
The Great Depression

• The Great Depression was the most severe downturn in the nation’s 
history.

• Between 1929 and 1933, GDP fell by almost one third, and 
unemployment rose to about 25 percent.

Later Recessions

• In the 1970s, an OPEC embargo caused oil prices to quadruple. This 
led to a recession that lasted through the 1970s into the early 
1980s. Housing market crash late 2008-2009.

U.S. Business Cycles in the 1990s

• Following a brief recession in 1991, the U.S. economy grew steadily 
during the 1990s, with real GDP rising each year.  



https://youtu.be/28Ejh7ylDbk

https://youtu.be/28Ejh7ylDbk
https://youtu.be/28Ejh7ylDbk




Use the Business Cycle worksheet provided to create and build your own personal business 
cycle. Use everyday economic situations and occurrences, such as a reduction in the 
unemployment rate, rising interest rates, increased inflation, etc…and personalize the situation 
to create a one of a kind business cycle that represents…YOU.  



Economic Growth

• How do economists measure economic growth?

• What is capital deepening?

• How are saving and investing related to economic 
growth?

• How does technological progress affect economic 
growth?

• What other factors can affect economic growth?



How Saving Leads to Capital Deepening

Shawna’s income: $30,000

$25,000 spent $5,000 saved

Mutual-fund firm makes 
Shawna’s $3,000 available 
to firms

Bank lends Shawna’s 
money to firms in forms 
such as loans and 
mortgages

$3,000 in a mutual fund 
(stocks and corporate 
bonds)

$2,000 in “rainy day” 
bank account

Firms spend money on 
business capital 
investment

The Effects of Savings and Investing

• The proportion of disposable 
income spent to income saved is 
called the savings rate.

• When consumers save or invest, 
money in banks, their money 
becomes available for firms to 
borrow or use.  This allows firms 
to deepen capital.

• In the long run, more savings 
will lead to higher output and 
income for the population, 
raising GDP and living standards.



The Effects of Technological Progress

• Besides capital deepening, the other key source of economic growth is 
technological progress.

• Technological progress is an increase in efficiency gained by producing more 
output without using more inputs. 

• A variety of factors contribute to technological progress:

• Innovation When new products and ideas are successfully brought to market, 
output goes up, boosting GDP and business profits.

• Scale of the Market Larger markets provide more incentives for innovation 
since the potential profits are greater.

• Education and Experience Increased human capital makes workers more 
productive.  Educated workers may also have the necessary skills needed to 
use new technology.



Poverty

• Who is poor, according to government standards?

• What causes poverty?

• How is income distributed in the United States?

• What government programs are intended to combat 
poverty?



The Census Bureau collects data about how 
many families and households live in poverty.

Who Is Poor?

The Poverty Threshold

• The poverty threshold is an 
income level below which 
income is insufficient to support 
a family or household. 

The Poverty Rate

• The poverty rate is the 
percentage of people in a 
particular group who live in 
households below the official 
poverty line. 



Causes of Poverty
Lack of Education

• The median income of high-school dropouts in 1997 was $16,818, which was just above 
the poverty line for a family of four. 

Location 

• On average, people who live in the inner city earn less than people living outside the 
inner city.

Shifts in Family Structure

• Increased divorce rates result in more single-parent families and more children living in 
poverty.

Economic Shifts

• Workers without college-level skills have suffered from the ongoing decline of 
manufacturing, and the rise of service and high technology jobs.

Racial and Gender Discrimination

• Some inequality exists in wages between whites and minorities, and men and women. 



Income Distribution in the United States

Income Inequality

• The Lorenz Curve illustrates income distribution.

Income Gap

• A 1999 study showed that the richest 2.7 million Americans 
receive as much income after taxes as the poorest 100 
million Americans.

• Differences in skills, effort, and inheritances are key factors in 
understanding the income gap.



The government spends billions of dollars on 
programs designed to reduce poverty.

Government Policies Combating Poverty
• Employment Assistance

• The minimum wage and federal and state job-training programs 
aim to provide people with more job options.

• Welfare Reform

• Temporary Assistance for Needy Families (TANF) is a program 
which gives block grants to the states, allowing them to 
implement their own assistance programs.

• Workfare programs require work in exchange for temporary 
assistance.
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Explain the role and functions of the Federal Reserve System.
• Monetary Policy



https://youtu.be/1dq7mMort9o


The Federal Reserve System

• What is Monetary Policy and how does it work?

• What is the function of money?

• What role does the Federal Reserve play in regulating the nation’s 
money supply?

• What are the three goals of the Federal Reserve Systems?

• How is today’s Federal Reserve System structured?



Monetary Policy

Changes in the supply of money and the availability of credit initiated  

by a nation’s central bank to promote price stability, full employment 

and reasonable rates of economic growth.



How Monetary Policy Works

The Money Supply and Interest 
Rates

• The market for money is like 
any other, and therefore the 
price for money — the interest 
rate – is high when the money 
supply is low and is low when 
the money supply is large.

Interest Rates and Spending

• If the Fed adopts an easy 
money policy, it will increase 
the money supply.  This will 
lower interest rates and 
increase spending.  This 
causes the economy to 
expand. 

• If the Fed adopts a tight 
money policy, it will decrease 
the money supply. This will 
push interest rates up and will 
decrease spending.



Function of Money

• Medium of Exchange: Money can be used for buying and selling 
goods and services. 

• Unit of Account: Money is the common standard for measuring 
worth of goods and service.

• Store of Value: Money’s value can be retained over time. It is a 
convenient way to store wealth. It is also very liquid. 



The Federal Reserve is best known for its role in regulating the money supply.  The 
Fed monitors the money supply and takes appropriate action to achieve three goals 

specified by Congress: maximum employment, stable prices, and moderate long-
term interest rates in the United States..

Regulating the Money Supply

Factors That Affect Demand for Money

1. Cash needed on hand (Cash makes 
transactions easier.)

2. Interest rates (Higher interest rates 
lead to a decrease in demand for 
cash.)

3. Price levels in the economy (As 
prices rise, so does the demand for 
cash.)

4. General level of income (As income 
rises, so does the demand for cash.)

Stabilizing the Economy

• The Fed monitors the supply of and 
the demand for money in an effort 
to keep inflation rates stable.



Banking History

A Central Bank?

• The issue of a central bank has been debated since 1790, 
when the first Bank of the United States was created.

• Debate has centered around the amount of control a central 
bank should have over the nation’s banking system.

• Following the Panic of 1907, a series of serious bank runs, 
Congress decided that a central bank was needed. 



History of the Fed

Created in 1913 at a meeting at Jekyll Island



The Federal Reserve Act of 1913

The Federal Reserve Act of 1913

• The Federal Reserve System, 
often referred to as “the Fed,” is 
a group of 12 regional, 
independent banks.

• Initially the Federal Reserve 
System did not work well 
because the actions of one 
regional bank would counteract 
the actions of another.

A Stronger Fed

• In 1935, Congress adjusted the 
Federal Reserve structure so that 
the system could respond more 
effectively to crises. 

• Today’s Fed has more centralized 
powers so that regional banks 
can work together while still 
representing their own 
concerns. 



Structure of the Federal Reserve

• The Board of Governors

• The Federal Reserve System is overseen by the seven-member Board of Governors of the 
Federal Reserve. Actions taken by the Federal Reserve are called monetary policy.

• Federal Reserve Districts

• The Federal Reserve System consists of 12 Federal Reserve Districts, with one Federal 
Reserve Bank per district. The Federal Reserve Banks monitor and report on economic 
activity in their districts.

• Member Banks

• All nationally chartered banks are required to join the Fed. Member banks contribute 
funds to join the system, and receive stock in and dividends from the system in return.  
This ownership of the system by banks, not government, gives the Fed a high degree of 
political independence. 

• The Federal Open Market Committee (FOMC)

• The FOMC, which consists of The Board of Governors and 5 of the 12 district bank 
presidents, makes key decisions about interest rates and the growth of the United States 
money supply.
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Chair Jerome Powell
Federal Reserve Board of Governors



Structure of the Federal Reserve System
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The Pyramid Structure 
of the Federal Reserve

• About 40 percent of 
all United States 
banks belong to the 
Federal Reserve.  
These members 
hold about 75 
percent of all bank 
deposits in the 
United States. 
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Federal Reserve Functions

• How does the Federal Reserve serve the federal government?

• How does the Federal Reserve serve banks?

• How does the Federal Reserve regulate the banking system?



Serving Government

• Federal Government’s Banker

• The Fed maintains a checking account for the Treasury 
Department and processes payments such as social security 
checks and IRS refunds. 

• Government Securities Auctions

• The Fed serves as a financial agent for the Treasury Department 
and other government agencies.  The Fed sells, transfers, and 
redeems government securities.  Also, the Fed handles funds 
raised from selling T-bills, T-notes, and Treasury bonds. 

• Issuing Currency

• The district Federal Reserve Banks are responsible for issuing 
paper currency, while the Department of the Treasury issues 
coins. 



Serving Banks

• Check Clearing

• Check clearing is the process by which banks record whose 
account gives up money, and whose account receives money when 
a customer writes a check.

• Supervising Lending Practices

• To ensure stability in the banking system, the Fed monitors bank 
reserves throughout the system.  The Fed also protects consumers 
by enforcing truth-in-lending laws. 

• Lender of Last Resort

• In case of economic emergency, commercial banks can borrow 
funds from the Federal Reserve.  The interest rate at which banks 
can borrow money from the Fed is called the discount rate.



The Fed generally coordinates all banking regulatory activities.

Regulating the Banking System

Reserves

• Each financial institution 
that holds deposits for its 
customers must report daily 
to the Fed about its 
reserves and activities.

• The Fed uses these reserves 
to control how much money 
is in circulation at any one 
time.

Bank Examinations

• The Federal Reserve 
examines banks periodically 
to ensure that each 
institution is obeying laws 
and regulations.

• Examiners may also force 
banks to sell risky 
investments if their net 
worth, or total assets minus 
total liabilities, falls too low.



Monetary Policy Tools

• What is the process of money creation?

• What three tools does the Federal Reserve use to change the 
money supply?



Monetary Policy Tools

•Reserve Requirements

•Discount Rate

•Open Market Operations

The three tools the Federal Reserve uses to change the money 
supply are…



The Fed has three tools available to adjust the money supply of the nation.  
The first tool is adjusting the Required Reserve Ratio.

The Required Reserve Ratio is the portion of depositors' balances that banks 
must have on hand as cash.

Reserve Requirements

Reducing Reserve Requirements

• A reduction of the RRR would 
free up reserves for banks, 
allowing them to make more 
loans.

• A RRR reduction would also 
increase the money multiplier.  
Both of these effects would lead 
to a substantial increase in the 
money supply.

Increasing Reserve Requirements

• Even a slight increase in the RRR 
would require banks to hold more 
money in reserve, shrinking the 
money supply.

• This method is not used often 
because it would cause too much 
disruption in the banking system.



The discount rate is the interest rate that banks pay to borrow 
money from the Fed. 

Discount Rate

Reducing the Discount Rate

• If the Fed wants to encourage 
banks to loan out more of their 
money, it may reduce the 
discount rate, making it easier or 
cheaper for banks to borrow 
money if their reserves fall too 
low.

• Reducing the discount rate 
causes banks to lend out more 
money, which leads to an 
increase in the money supply.

Increasing the Discount Rate

• If the Fed wants to discourage 
banks from loaning out more of 
their money, it may make it more 
expensive to borrow money if 
their reserves fall too low.

• Increasing the discount rate 
causes banks to lend out less 
money, which leads to a decrease 
in the money supply.



The most important monetary tool is Open Market Operations.  

Open market operations are the buying and selling of government 
securities to alter the money supply.

Open Market Operations

Bond Purchases

• In order to increase the money 
supply, the Federal Reserve Bank 
of New York buys government 
securities on the open market.

• The bonds are purchased with 
money drawn from Fed funds.  
When this money is deposited in 
the bank of the bond seller, the 
money supply increases.

Bond Sales

• When the Fed sells bonds, it 
takes money out of the money 
supply.

• When bond dealers buy bonds 
they write a check and give it to 
the Fed.  The Fed processes the 
check, and the money is taken 
out of circulation. 
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Explain how the government uses fiscal policy to 
promote price stability, full employment, and economic 
growth.

• Fiscal Policy

• Taxing and Spending



https://youtu.be/otmgFQHbaDo


Fiscal Policy

Changes in the expenditures or tax revenues of the federal

government, undertaken to promote full employment, price 

stability, and  reasonable rates of economic growth.



Understanding Fiscal Policy

• What is fiscal policy and how does it affect the economy?

• How is the federal budget related to fiscal policy?

• How do expansionary and contractionary fiscal policies affect 
the economy?

• What are the limits of fiscal policy?



Fiscal policy is the federal government’s use 
of taxing and spending to keep the economy 

stable.

What Is Fiscal Policy?

• The tremendous flow of cash into and out of the economy due to 
government spending and taxing has a large impact on the economy.

• Fiscal policy decisions, such as how much to spend and how much to 
tax, are among the most important decisions the federal government 
makes.



Fiscal Policy and the Federal Budget

• The federal budget is a 
written document 
indicating the amount of 
money the government 
expects to receive for a 
certain year and 
authorizing the amount 
the government can 
spend that year.

• The federal government 
prepares a new budget 
for each fiscal year. A 
fiscal year is a twelve-
month period that is not 
necessarily the same as 
the January – December 
calendar year. The 
government’s fiscal year 
runs Oct 1 – Sept 30.   



Creating the Federal Budget

Federal agencies send requests for money to the 
Office of Management and Budget.

The Office of Management and Budget works 
with the President to create a budget. In January 
or February, the President sends this budget to 
Congress.

Congress makes changes to the budget and 
sends this new budget to the President.

The President signs the 
budget into law.

The President vetoes the 
budget. If Congress cannot 
get a      majority to override 
the President’s veto, 
Congress and the President 
must work together to create 
a new, compromise, budget.

2⁄3

The Budget Process

Congress and the White House 
work together to develop a 
federal budget.



The total level of government spending can be changed to 
help increase or decrease the output 

of the economy.

Fiscal Policy and the Economy

Expansionary Policies

• Fiscal policies that 
try to increase 
output are known 
as expansionary 
policies.

Contractionary 
Policies

• Fiscal policies 
intended to 
decrease output are 
called 
contractionary 
policies.



Effects of Expansionary Fiscal Policy
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Expansionary Fiscal Policies

Increasing Government 
Spending

• If the federal government 
increases its spending or buys 
more goods and services, it 
triggers a chain of events that 
raise output and creates jobs.

Cutting Taxes

• When the government cuts 
taxes, consumers and 
businesses have more money 
to spend or invest.  This 
increases demand and output.



Effects of Contractionary Fiscal Policy
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Contractionary Fiscal Policies

Decreasing Government Spending

• If the federal government spends 
less, or buys fewer goods and 
services, it triggers a chain of 
events that may lead to slower 
GDP growth.

Raising Taxes

• If the federal government 
increases taxes, consumers and 
businesses have fewer dollars to 
spend or save.  This also slows 
growth of GDP. 



Limits of Fiscal Policy
Difficulty of Changing Spending Levels

• In general, significant changes in federal spending must come from the 
small part of the federal budget that includes discretionary spending.

Predicting the Future

• Understanding the current state of the economy and predicting future 
economic performance is very difficult, and economists often disagree.  
This lack of agreement makes it difficult for lawmakers to know when or 
if to enact changes in fiscal policy.

Delayed Results

• Even when fiscal policy changes are enacted, it takes time for the 
changes to take effect. 

Political Pressures

• Pressures from the voters can hinder fiscal policy decisions, such as 
decisions to cut spending or raising taxes.  



Fiscal and Monetary Policy Tools

Fiscal policy tools Monetary policy tools

The federal government and the Federal Reserve both have tools 
to influence the nation’s economy.

1. increasing government 

spending

2. cutting taxes

Expansionary tools

1.open market operations: 

bond purchases

2. decreasing the discount 

rate

3.decreasing reserve 

requirements

Contractionary tools
1.decreasing government 

spending

2. raising taxes

1.open market operations: 

bond sales

2. increasing the discount 

rate

3. increasing reserve 

requirements

Fiscal and Monetary Policy Tools



Fiscal Policy Options

• What are classical, Keynesian, and supply-side economics?

• What is the multiplier effect?

• What role do automatic stabilizers play?

• What role has fiscal policy played in American history?



Classical Economics

• The idea that markets regulate themselves is at the heart 
of a school of thought known as classical economics.

• Adam Smith, David Ricardo, and Thomas Malthus are all 
considered classical economists.

• The Great Depression that began in 1929 challenged the 
ideas of classical economics.



Keynesian Economics

• Keynesian economics is the idea that the economy is 
composed of three sectors — individuals, businesses, 
and government — and that government actions can 
make up for changes in the other two.

• Keynesian economists argue that fiscal policy can be 
used to fight both recession or depression and inflation.

• Keynes believed that the government could increase 
spending during a recession to counteract the decrease 
in consumer spending.



The multiplier effect in fiscal policy is the idea that 
every dollar change in fiscal policy creates a greater 

than one dollar change in economic activity.

The Multiplier Effect

• For example, if the federal government increases spending by $10 
billion, there will be an initial increase in GDP of $10 billion.  The 
businesses that sold the $10 billion in goods and services to the 
government will spend part of their earnings, and so on.

• When all of the rounds of spending are added up, the government 
spending leads to an increase of $50 billion in GDP. 



Automatic Stabilizers

• A stable economy is one 
in which there are no 
rapid changes in 
economic factors.  
Certain fiscal policy tools 
can be used to help 
ensure a stable 
economy.  

• An automatic stabilizer is a 
government tax or spending 
category that changes 
automatically in response to 
changes in GDP or income.
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Supply-Side Economics

• Supply-side economics
stresses the influence of 
taxation on the economy. 
Supply-siders believe 
that taxes have a strong, 
negative influence on 
output.

• The Laffer curve shows 
how both high and low 
tax revenues can 
produce the same tax 
revenues.



Fiscal Policy in American History

The Great Depression

• Franklin D. Roosevelt increased government spending on a number of 
programs with the goal of ending the Depression.

World War II

• Government spending increased dramatically as the country geared up for 
war.  This spending helped lift the country out of the Depression.

The 1960s

• John F. Kennedy’s administration proposed cuts to the personal and business 
income taxes in an effort to stimulate demand and bring the economy closer 
to full productive capacity.  Government spending also increased because of 
the Vietnam war.

Supply-Side Policies in the 1980s

• In 1981, Ronald Reagan’s administration helped pass a bill to reduce taxes by 
25 percent over three years.



Budget Deficits and the National Debt

• What are budget surpluses and budget deficits?

• How does the government respond to budget deficits?

• What are the effects of the national debt?

• How can government reduce budget deficits and the national 
debt?



A balanced budget is a budget in which revenues 
are equal to spending.

Balancing the Budget

Budget Surpluses

• A budget surplus occurs when revenues exceed expenditures.

Budget Deficits

• A budget deficit occurs when expenditures exceed revenue.



Responding to Budget Deficits

Creating Money

• The government can pay for 
budget deficits by creating 
money.  Creating money, 
however, increases demand 
for goods and services and 
can lead to inflation.

Borrowing Money

• The government can also pay for 
budget deficits by borrowing 
money.

• The government borrows money 
by selling bonds, such as United 
States Savings Bonds, Treasury 
bonds, Treasury bills, or Treasury 
notes.  The government then 
pays the bondholders back at a 
later date.



The National Debt
The Difference Between Deficit and Debt

• The deficit is amount the government owes for one fiscal year.  The 
national debt is the total amount that the government owes.

Measuring the National Debt

• In dollar terms, the debt is extremely large: $5 trillion at the end of 
the twentieth century.  Economists often measure the debt as a 
percent of GDP.

The national debt is the total amount of money the 
federal government owes. The national debt is owed 
to anyone who holds U.S. Savings Bonds or Treasury 

bills, bonds, or notes.



Is the Debt a Problem?

Problems of a National Debt

• To cover deficit spending the government sells bonds.  Every dollar spent 
on a government bond is one fewer dollar that is available for businesses to 
borrow and invest.  This encroachment on investment in the private sector 
is known as the crowding-out effect.

• The larger the national debt, the more interest the government owes to 
bondholders.  Dollars spent paying interest on the debt cannot be spent on 
anything else, such as defense, education, or health care.

Other Views of a National Debt

• Keynesian economists argue that if government borrowing and spending 
help the economy achieve its full productive capacity, then the national 
debt outweighs the costs.



Deficit and Debt Reduction

Legislative Solutions

• In reaction to large budget 
deficits during the 1980s, 
Congress passed the Gramm-
Rudman laws which  would have 
automatically cut spending 
across-the-board if spending 
increased too much. 

• The Gramm-Rudman laws were 
declared unconstitutional in the 
early 1990s.

Constitutional Solutions

• In 1995 Congress came close to 
passing a Constitutional amendment 
requiring balanced budgets.  

• Proponents of such a measure argue 
that a balanced budget is necessary to 
make the government more 
disciplined about spending.  

• Opponents of the measure argue that 
it is not flexible enough to deal with 
rapid changes in the economy.



What are your questions?


