Introduction to
Macroeconomics

Agenda

» What Macroeconomics Is About.
» What Macroeconomists Do.

* Why Macroeconomists Disagree.

What Macroeconomics Is About

e Macroeconomics is the study of:

1. The structure, dynamic adjustment, and
performance of national economies, and

2. The government policies that affect national
economic performance.

What Macroeconomics Is About

» The main issues of macroeconomics are;

— Long-run economic growth
— Business cycles/fluctuations
— Unemployment

— Inflation

— The international economy

— Macroeconomic policy
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Figure 1.1 Long-run economic growth.
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What Macroeconomics Is About

 Long-run Economic Growth:

— Two main sources of growth.
* Population growth.
« Increases in average labor productivity.

— Figure 1.2: Average labor productivity in the U.S.
« Average labor productivity is output per unit of labor.

Figure 1.2 Average labor productivity.
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What Macroeconomics Is About

 Average labor productivity growth:
— About 2.5% per year from 1949 to 1973.
— About 1.1% per year from 1973 to 1995.

— About 2.0% per year from 1995 to 2005.
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What Macroeconomics Is About

« Business cycles or fluctuations:

— Business cycles are the short-run contractions and
expansions in economic activity.

What Macroeconomics Is About

Danger ahead

The prospect of recession
again confronts America

1-10

What Macroeconomics Is About

Consumer Spending Shows a Sharp Dropoff

""" T cording to the firm's polling.
. Even wealthier consumers,
Americans at Every e ween as imainerable 1o
rising gasoline prices and falling

Income Level Are .8 "5, fare fecling the

. - squeee.
Feeling Pinched “People are clearly concerned
hat we_nlgll_l\l_!.)d_ed i!||.2 a e

By MICHAEL BARBARO

and LOUIS UCHITELLE
Sirong evidence is emerging
that consumer spending, a bul-
wark against recession over the
last Year even as energy priecs

PO e g i

Economy Hit
As Consumers
Tighten Belts

Firms Signal Concern
Over Late Payments;
“The Teeth of the Storm’
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What Macroeconomics Is About

» Unemployment:

— Unemployment is the number of people who are
available for work and actively seeking work but
cannot find jobs.

« Figure 1.3: The U.S. unemployment rate.
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Figure 1.3 The U.S. unemployment rate.
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What Macroeconomics Is About

Jobless rise fuels recession fears

Payroll figures progt 7=
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What Macroeconomics Is About

« Inflation:

— Inflation is a persistent rise in the general price level.

« Hyperinflation is an extremely high rate of inflation.
« Deflation is a persistent decline in the general price level.

« Figure 1-4: Consumer prices in the U.S.
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Figure 1.4 Consumer prices in the U.S.
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What Macroeconomics Is About

Fed’s Inflation Fears Might Trump
Calls for Another Big Rate Cut

Manetary-Policy Makers
Appear to Hove Less Room
To Maneuver Than in Past 52

and 1 foree has

What Macroeconomics Is About

Core rate |
of inflation
highlights
risks for Fed

Fears of US =4
stagflation rise
Labour markets
rerain tight'
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What Macroeconomics Is About

 The international economy:

— Open vs. closed economies:

« An open economy has extensive trading and financial
relationships with other national economies.

« A closed economy has limited (or no) trading and
financial relationships with other national economies.
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What Macroeconomics Is About

Credit Scare Spreads in U.S., Abroad

Loan Terms Tighten I Retreat Fears of a Recession
For Smaller Businesses; — pecertss darse for eyistenes: S?arl-a Global Selluﬂ‘i‘
Recipe for Slower Growth "o o '”f‘":'u . New Pressure on the Fed

| s A world-wide stock selloff sug

World’s Markets Plunge
On Fear of U.S. Slowdown
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What Macroeconomics Is About

¢ The international economy:

— Trade imbalances are the differences between
exports and imports:

« Trade surplus occurs when exports exceed imports.
« Trade deficit occurs when imports exceed exports.

¢ Figure 1.5: U.S. exports and imports.

Figure 1.5 U.S. exports and imports.
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What Macroeconomics Is About

» Macroeconomic Policy:

— Fiscal policy is the decisions made about the
levels of government spending and tax rates.

« Figure 1.6: Federal government spending and taxes.
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Figure 1.6 Federal government spending, taxes.

iw
22 Warld War 1|
r]
w8
Iz 4
323
E Faderal government
§. 35 deficits of the
ER 1580% and varly
30 and mid 19905
3 Watld War |
5 A
20
GOVERNMENT

/

/
Federal government
surpluses of 1998
10 2001

SPENDING

Federal gy

e T W SR WL SOUEOUS (BULETS SRR SSRL STFRY Wy D B
1870 1880 1890 1900 1510 1920 1530 1540 1550 1960 1570 1280 1520 20002005
Year

1-24




What Macroeconomics Is About

BUSh and BUSH PROPOSING
Bernanke SIS BILIONPLAN

. T0 SPUR ECONOMY
bf!’(:kuﬁlscal rucus__iéu_yq_rA_x'_ RELIEF
stimulus
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What Macroeconomics Is About

» Macroeconomic Policy:

— Monetary policy is the growth of money supply,
determined by a nation’s central bank.

* Inthe U.S., the Federal Reserve System or the Fed.
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What Macroeconomics Is About

Bernanke Fed Chief Opens the Door
f To ‘Substantive’ Rate Cuts
Ir'ea( I r
y o FED CHIEF SIGNALS

aggressive ECONOMY NEEDS

MORE RATE CUTS
rate cuts —

CITES RECESSION FEARS
Fed chief determined to -
avert risk of recession
Investors expest S0bp & -
reduction this month s e e, rading stma

Pressure I3 Seen Rising
for Congress to Act

on Stimulus Plan
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What Macroeconomics Is About

Fed Cuts Rate 0.75% and Stocks Swing

Markets in Flux
After Fed Move

1-28




What Macroeconomics is About

« Aggregation:

— Aggregation is the summing up of individual
economic variables to obtain economy-wide totals.

— This distinguishes microeconomics (disaggregated)
from macroeconomics (aggregated).

What Macroeconomists Do

» Teach macroeconomics.
» Macroeconomic forecasting.

» Macroeconomic analysis.

Data development.

* Macroeconomic research.
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What Macroeconomists Do

* Macroeconomic research:

— The goal is to make general statements about how
the macroeconomy works.

» An economic theory is a set of ideas about the
economy, organized in a logical framework.

» An economic model is a simplified description of some
aspect of the economy.
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What Macroeconomists Do

Usefulness of theory and models depends on:
1. The reasonableness of assumptions.
2. The possibility of being applied to real problems.
3. Whether there are empirically testable implications.

4. Whether the theoretical results are consistent with
real-world data.
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What Macroeconomists Do

« Developing and Testing Economic Theories:
1. State the research question.
2. Make provisional assumptions.
3. Work out the implications of the theory.
4. Conduct an empirical analysis.

5. Evaluate the results.

Why Macroeconomists Disagree

« Policy Differences.

» Theoretical Differences.
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Why Macroeconomists Disagree

« Policy Differences:

— Economists may have different policy
recommendations even if they agree on current
economic conditions and the outlook for the
economy.
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Why Macroeconomists Disagree

Economists Disagree on the Best Approach
For Stimulating a Slumping Economy

By STEVEN R. WEISMAN fallowing year to encourage businesses (o in-
and EDMUND L. ANDREWS vest in new plants and equipment.

PR —
WEWS ANALYSIS

The Debare_éuer How and How Long
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Why Macroeconomists Disagree

« Policy Differences:

— Positive vs. normative analysis:

« Positive analysis examines the economic consequences
of a policy.

« Normative analysis determines whether a policy
should be used.

Why Macroeconomists Disagree

Economy poised
to dominate US
presidential race

Recession is higger
eoncern than Irag
Downtur could
benefit Bloombery
By Gohward Luce

n Wishinghon
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Why Macroeconomists Disagree

Bush, Democrats Spar on Stimulus

. . amy, The White House wants tax cuts  more. The Dow Jones Industrial Aver-
Dri L\?fﬂl' 1)(’(![ Remams 1o belp awide range of individualsand  age, which has fallen nearly 9% since
5 + 2 businesses. Privately, it has floated 8 the beginning of the year, opened
Strong, but Sides Differ s thar focuses on rebates of p 1o igher bat lost ground as detatis of
T T . $800 for individuals and SLB00 for  the president’s speech emerged. The
On Who Gets Toax Relief arried coustes. Daw ended the day down 531 or
In addition to tax cuts, congres-  0.5%, at 1208930, 11 shed 4% in the

By Joun D. McKINNON, siomal Democrats say they also want  past week
DAMIAN PALETTA sperding targeted at specific groups. _The central elements of the plan
AND SARAN LUECK such as the unemployed. They have  will likely ccho the package put in
— also discussed demying rebates to tax-  place during the slowdown that fol-
WASHINGTON—As President Bush  payers who ¢arn more thar $85,000  lowed the end of the dot-com bubible in

Congress May Act to Boost Growth

Propasals to Help Economy s seey setes tenocrc memsbers 1y 1or 1 rokit a4
Could Put Pressure on Bush; s
Broad or Narrow Measures?
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Why Macroeconomists Disagree

* Theoretical Differences:

— Classical economists and Keynesians economists
have different views of the structure and dynamic
adjustment of the economy.
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Why Macroeconomists Disagree

« Classicals versus Keynesians:

— The classical approach:
« The economy works well on its own.

¢ The “invisible hand” is the idea that if there are free
markets and individuals conduct their economic affairs
in their own best interests, the overall economy will
work well.

Why Macroeconomists Disagree

« Classicals versus Keynesians:
— In the classical approach:
» Wages and prices adjust rapidly to get to equilibrium.

« One conclusion is that the government should have only
a limited role in the economy
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Why Macroeconomists Disagree

« Classicals versus Keynesians:

— The Keynesian approach:

* Observed that during the Great Depression, the
classical theory failed because of persistent high
unemployment.
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Why Macroeconomists Disagree

* Classicals versus Keynesians:
— The Keynesian approach:

* Keynes concluded that persistent unemployment
occurred because wages and prices are slow to adjust so
that markets can remain out of equilibrium for long
periods.

* One conclusion is that government should intervene to
restore full employment more quickly.

144
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Why Macroeconomists Disagree

 Evolution of the Classical-Keynesian debate:
— Keynesians dominated from WWII to 1970.
— Stagflation led a classical comeback in the 1970s.

— Excellent research with both approaches since.

Preview: A Unified Approach

A unified approach to macroeconomics:

— A single model of the macroeconomy to present
both classical and Keynesian ideas.

— The model is built on 3 aggregate markets—the

labor market, the goods market, the asset market.
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Why Macroeconomists Disagree

A unified approach to macroeconomics:

— In the long run:
« Classicals believe wages and prices are perfectly flexible.
« Keynesians believe wages and prices are perfectly flexible.

— In the short run:
« Classicals assume flexible wages and prices.
« Keynesians assume wages and prices are slow to adjust.
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Introduction to Macroeconomics

The End
©
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