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Expansionary and contractionary policy 

Directions: Using the chart/picture below and your knowledge from LT 8 about economic indicators to respond to these questions: 
1. Why would a government use an expansionary policy? How does it work?


2. What is the negative side-effect of the government using an expansionary policy? How does that happen?



3. Why would a government use a contractionary policy? How does it work?



4. What is the negative side-effect of the government using an contractionary policy? How does that happen?
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What are fiscal policy and monetary policy? 
Directions: Use the reading below to help you respond to the following questions. On the next page you will complete a short check in creating a summary of each fiscal and monetary policy tool. 
1. Who creates fiscal policy?
2. Who creates monetary policy?
3. Describe each fiscal policy tool?
4. Describe each monetary policy tool?
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NOTES: 
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Fiscal and Monetary Policy Tools “Quiz” 


1.                   creates fiscal policy. 


2.                    creates monetary policy. 



3. Describe each tool (taxes and spending) used in fiscal policy 







4. Describe each tool (government securities/bonds, discount rates, and reserve requirement) used in monetary policy. 














How does Fiscal Policy work?
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Directions: Using the reading and video below gather information about how fiscal policy works to fix the problems of high unemployment/low growth or high inflation through the use of expansionary and contractionary policies. 
Questions to take notes over: 
1. What does the federal government do with taxing and spending to fix the problem of Inflation?
2. Why does this work?
3. What does the federal government do with taxing and spending to fix the problem of High Unemployment/Low Growth? 
4. Why does this work?

Video: Overview of Fiscal Policy
https://www.youtube.com/watch?v=4FNdUTN4cHY

NOTES: 



Reading: Fiscal Policy
Using Tax Cuts to Stimulate Growth
Keynesian economics AKA demand-side economics is the theory which argues that the best way to ensure economic growth is to stimulate demand by putting more money in the hands of consumers, by cutting taxes on lower-income earners. 
This theory, which is associated with Keynesian economics, assumes that consumers will spend this additional money on goods and services, thus stimulating the economy. Demand-siders believe that the best way to deal with a sluggish economy is to stimulate overall demand by cutting individual income taxes. As consumers spend their tax savings on goods and services, business will pick up and the economy will begin to grow.


Supply-side economics is the theory which argues that the best way to ensure economic growth is to stimulate overall supply by cutting taxes on businesses and high-income taxpayers; this theory assumes that producers and investors will use their tax savings to expand production, thereby stimulating the economy. 

Supply-siders hold that the best way to deal with an economic slowdown is to stimulate overall supply. This can be done by cutting taxes on businesses and high-income taxpayers. As businesses and investors use their tax savings to expand production, the supply of goods and services will increase, spurring economic growth.


NOTES: 
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Applying fiscal policy 

Directions: Choose TWO of the scenarios to analyze using the prompts below. 
1. What is the economic problem? 
2. Should you use expansionary or contractionary fiscal policy to fix the problem?
3. How will that policy work to fix the problem you identified? Explain how each FISCAL POLICY tool is used to fix the problem. 

	Scenario #1:
GDP Real Growth Rate: 18.2%
Unemployment: 4.3%
Inflation: 10.8%

	Scenario #2:
GDP Real Growth Rate: -2.5
Unemployment: 14%
Inflation: .7%

	Scenario #3:
GDP Real Growth Rate: -1%
Unemployment: 9%
Inflation: -1.5%




















How does monetary policy work?

Directions: Using the reading and video below gather information about how monetary policy works to fix the problems of high unemployment/low growth or high inflation through the use of expansionary and contractionary policies. 
Questions to take notes over: 
1. What does the federal reserve do with the reserve rate, discount rate, and bonds to fix the problem of Inflation?
2. Why does this work?
3. What does the federal reserve do with the reserve rate, discount rate, and bonds to fix the problem of High Unemployment/Low Growth. 
4. Why does this work?
Video: Money and Monetary Policy https://www.youtube.com/watch?v=RaeIBeJT5hY
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Directions: Choose TWO of the scenarios to analyze using the prompts below. 
1. What is the economic problem? 
2. Should you use expansionary or contractionary MONETARY policy to fix the problem?
3. How will that policy work to fix the problem you identified? Explain how each tool is used to fix the problem. 

	Scenario #1:
GDP Real Growth Rate: 18.2%
Unemployment: 4.3%
Inflation: 10.8%

	Scenario #2:
GDP Real Growth Rate: -2.5
Unemployment: 14%
Inflation: .7%

	Scenario #3:
GDP Real Growth Rate: -1%
Unemployment: 9%
Inflation: -1.5%
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SPENDING = GROWTH
GROWTH = JOBS
JOBS = SECURITY
SECURITY = HAPPINESS

«...and that’s why you need to raise my allowance!”
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How the Multiplier Effect Expands the Impact of Government Spending

Key Concept

The Multiplier Effect

The multiplier effect explains how money spent by an individual or a government generates additional economic
activity as it moves through the economy. As the money passes from one person to another, each dollar of original
spending encourages still more spending, benefiting a wider circle of people and creating more overall demand.
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Economic Activity Generated by $1,000 Expenditure

When the government spends money on goods and services, the impact on the economy is generally greater than the amount of money spent would suggest.
The reason is that each dollar spent encourages still more spending, sending a ripple of economic activity through the economy. Economists call this rippling
action the multiplier effect [multiplier effect: aripple effect in which a change in spending by one person or business leads to additional changes in
spending by another person or business).

To see how the multiplier effect works, we will look at what happens when a government decides to hire teenagers to build trails in a local park. Suppose one
of those teenagers s paid $1,000 for a week's work and decides to put 30 percent, or $300, in the bank. He spends the remaining $700 on a bicycle. That
$700 now becomes the bike shop owner's income.

Now suppose the bike shop owner spends $500 of that income on car repairs. That $500 becomes income to the auto mechanic. The mechanic saves $100
and uses the other $400 to hire someone to paint his fence. And so it goes, with the original $1,000 spent by the government rippling through the economy
from one person to the next. Each time the money changes hands, some of it is spent again, creating more overall demand.

The multiplier effect works two ways. It can help the economy grow when the government increases spending. Or it can slow econormic growth when the
government cuts spending. Consider, for example, the impact of a cut in government spending on highways. Construction firms that depended on highway
projects would lay off workers. The laid-off workers would cut back on spending. Local businesses would see their sales drop. In this way, a reduction in
‘government spending sends ripples through the economy, reducing demand by some amount along the way.
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In your final Learning Target you will:

Make and defend monetary and fiscal policies to produce favorable economic conditions.

In order to be able to successfully complete this you will need to be able to:

« Describe the positive and negative effects of expansionary and contractionary policies on each economic
indicator.

« Describe each tool used in fiscal AND monetary policy.
« Explain how fiscal policy fixes both economic problems.
« Explain how monetary policy fixes both economic problems,

For anyone who follows economic news, 2008 was filled with gloom and doom. The year began with uncertainty
caused by ameltdown in the housing market. After rising for years, home prices were dropping. Just how far they would plummet, no one knew. In most parts
of the country, homes were worth less than they had been just months earlier—sometimes even less than their owners owed on their mortgages. And the bad
news was only beginning,

Over the next few months, a breathtaking rise in oil prices caused the price of gasoline to increase from approximately $3.00 to more than $4.00 a gallon.
Drivers of large cars and trucks watched in horror as the cost of filling their gas-guzzlers crept to more than $100. The cost of food also rose at an alarming
pace. Workers who used to go out to lunch began packing sack lunches at home to avoid soaring restaurant prices and visits to food banks and soup kitchens
increased as more people sought help in the face of rising living costs. Students returning to school in the fall saw the price of a cafeteria lunch go up by an
average of 32 cents.

Job losses and falling stock prices added to the country's economic woes. Jobless workers, as well as those who feared for their jobs, cut back on spending.
The resulting store closures and business bankruptcies created still more pain and uncertainty. By June 2008, the consumer confidence index, a measure of
how people feel about their jobs and the economy, had sunk to a 16-year low. “If consumers are not spending, then the economy is in serious trouble.” said one
economist when interviewed about the mood of the country. “I think we're in a recession right now.” Years later, people in the United States and in other
countries were still facing the consequences of the 2008 recession.

“Recessions,” points out economics writer Charles Wheelan, “are like wars: If we could prevent them, we would. Each one is just different enough from the
last. he adds, “to make it hard to ward off” Moreover, once recessions begin, they tend to spread across borders. If jobless Americans, for example, stop
buying German cars, Chinese toys, or Mexican oil, then the economies of those countries will also suffer.

So,who s responsible for monitoring the U.S. economy to prevent recessions, or, at the very least, to minimize the pain they cause? The answer today is the
federal government and the Federal Reserve System (the Fed). The federal government uses fiscal policy [fiscal policy: government policy regarding taxing
and spending], the government's power to tax and spend, to get a stagnant economy moving again or to address inflation. The Fed uses monetary policy
[monetary policy: central bank policy aimed at regulating the amount of money in circulation]  a central bank's control over the money supply and interest
rates, to dampen inflation or to stimulate growth. This chapter explores how both approaches are used to stabilize the economy.
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Reading Part 1: What Tools Does Fiscal Policy Use to Stabilize the Economy?

scal policy consists of decisions made by the government regarding how much
money to spend and how much to collect in taxes. At the national level, Congress
makes these decisions based on recommendations from the president. Fiscal policy

is used to pursue a number of economic goals. These goals include low

unemployment, stable prices, and economic growth. The tools that fiscal
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money to spend and how much to collect in taxes. At the national level, Congress
makes these decisions based on recommendations from the president. Fiscal policy is used to pursue a number of economic goals. These goals include low
unemployment, stable prices, and economic growth. The tools that fiscal policymakers use to achieve those goals are aimed at expanding or contracting
economic activity.

How Taxes and Spending Expand or Contract the Economy

The goal of expansionary policy is to promote economic activity by increasing government spending and/or cutting taxes. These tools (government spending
and taxes) can be used to help businesses grow—for example, by increasing government spending on goods and services. Or they can be aimed at boosting
consumer spending, which was the purpose of sending Americans stimulus checks.

The goal of a contractionary fiscal policy s to lower inflation and cool an overheated economy by cutting government spending and/or increasing taxes.
When buyers demand more goods and services (because of an increase in income) than the economy can produce, overall prices tend to rise. When this
happens, Congress can use the same tools to dampen excessive demand. That is, Congress can cut government spending, increase taxes, or both. As demand
drops, prices tend to stabilize.
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Reading Part 2: What Tools Does Monetary Policy Use to Stabilize the Economy?

Monetary policy consists of decisions made by a central bank about the amount of money in circulation and interest rates. In the United States, the Federal
Reserve makes such decisions. Earlier you read about the Federal Reserve's role in overseeing the nation's banking system. The Fed also uses its control of
monetary policy to help the economy grow steadily with full employment and stable prices. However, unlike Congress, which controls fiscal policy, the Fed is
not an elected body. It has the power to make decisions on its own without the approval of either Congress or the president.

The Fed's Most-Used Tool: Open-Market Operations

The Federal Reserve can inject money into the economy or pull it out using open-market operations. An open market is a market that is open to all buyers and
sellers. The Fed's open-market operations involve the buying and selling of government securities in the bond market. The securities can be Treasury bonds,
notes, bills, or other government bonds.

Open-market operations are relatively easy to carry out. They allow the Fed to make small adjustments in the money supply without new laws or banking
regulations. For these reasons, the sale and purchase of securities is the monetary tool the Fed uses most to stabilize the economy.

The Fed's Least-Used Tool: The Reserve Requirement

The Fed's least-used monetary tool is its power to set the reserve requirement for banks. The Fed's Board of Governors could expand or contract the money
supply by adjusting the required reserve ratio. This ratio is the minimum percentage of deposits that banks must keep in reserves at all times. Lowering the
ratio would allow banks to make more loans and create more money. Raising the reserve ratio would force banks to keep more cash in reserve and out of the
money supply. This, in tur, would leave banks with less money to lend, slowing money creation.

In practice, changes in the required reserve ratio are infrequent—and for good reason. Think about what a change in the requirement might mean for banks. A
lower percentage might not be a problem. Banks would be happy to have more money to lend. To meet  higher ratio, however, a bank would have to scramble
for extra cash. It could borrow the needed money, but it would have to pay interest on the loans. Or the bank could refuse to renew loans as they come due. To
avoid these negative impacts, the Fed seldom uses reserve requirements as a tool of monetary policy. For many years, the reserve requirement ratio has been
3or 10 percent, depending on the amount of a bank's deposits

The Fed's Third Tool: The Discount Rate

Even when the reserve requirement remains stable, banks sometimes need to borrow money to keep their reserves at the proper level. This might happen
because a bank has made too many loans. Or it could be a result of unexpectedly large withdrawals. Whatever the reason, banks can borrow money from a
Federal Reserve Bank to shore up their reserves. The interest rate on such loans, known as the discount rate is the last tool in the Fed's toolbox.

Unlike the reserve requirement, the discount rate changes frequently over time. Between 1990 and 2013, it ranged from a high of 7.0 percent to a low of 0.50
percent. Whatever the rate, banks usually view the Federal Reserve as a lender of last resort. Borrowing from the Fed, they worry, may send a signal that the
bank s in trouble.

Instead, banks generally borrow the funds they need from other banks. Knowing this, the Fed does not use the discount rate as its principal tool for managing
interest rates. Instead, it targets the rate that banks charge one another for loans.




