AP M acr oeconomics
Chapter Onep. 3-10

Economics: social science concerned with the efficient use of limited or scarce resourcesto
achieve maximum satisfaction of human material wants.

» Economic per spective: an unique way of thinking about economic issues
OScarcity and Choice  ORational Behavior OMarginal Thinking: Costs
and Benefits

* Why Study Economics?

“ The ideas of economists and political philosophers, both when they are right and
when they are wrong, are more powerful than is commonly understood. Indeed the world
isruled by little else. Practical men, who believe themsel ves to be quite exempt from any
intellectual influences, are usually the daves of some defunct economist.”

John Maynard Keynes (1883-1946)

OEconomics for Citizenship

Wil informed citizens will vote intelligently
Wl informed politicians will choose wisely among aternatives
OProfessional and Personal Application
Businessmen need an understanding of economy
Problems are examined from social rather than persona viewpoint
Principles Are Derived At Two Levels:

M acr oeconomics economy as awhole and its basic subdivisions such as
government, business and households. Macro looks at totals or aggregates to examine the
“big picture”.

Microeconomics: looks at specific units or segments of the economy, a particular
firm or household. Micro looks at the “trees not the forest”.

ECONOMIC GOALS
* POSITIVE economics collects and presents facts. It avoids value judgments—"just the
facts, madam”! Positive economics concerns WHAT | S—what the economy isredly like.

* NORMATIVE economics involves value judgments about what the economy should be
like or which policies are best. Normative economics embodies subjective feelings about
WHAT OUGHT TO BE—examining the desirability of certain conditions or aspects of
the economy.

* GOAL S are genera objectives that we try to achieve. The nation’s policy makers use
these goals so that they can make better use of scarce resources. Goals make it easier to
determine the tradeoffs involved in each choice.

OEconomic Growth—increase in the production capacity of the economy to
increasethe  standard of living

OFull Employment—provide suitable jobs for all citizens willing and able to work

O Economic Efficiency—maximum satisfaction of wants with the available but
scarce resources

OPrice-level Stability—stable price level avoiding inflation and deflation

O Economic Security—providing for those unable to earn an income

OEconomic Freedom—quarantee that consumers, workers and business owners
have freedom in economic activity

OEqwtabIe Distribution of Income—ensure that no citizen faces stark poverty while
others enjoy extreme luxury

OBalance of trade—seek areasonable balance of trade with the world




AP M acr oeconomics

Chapter Two p. 23-25

Foundation of Economics:

» Socia Science concerned with how resources are used to satisfy wants—the economizing problem.

* Study of how people and countries use their resources to produce, distribute and consume goods and
Services.

» An examination of behavior related to how goods and services are acquired.

* A study of how people decide who will get the goods and services.

Scar city:

* Society’ s material wants are unlimited and unsatiable; economic resources are limited or scarce.
ODemand for goods and services exceeds the supply

* Material wants means that consumers want to obtain products that provide utility.
ONecessity vs. wants OWants multiply over time with new products and incomes
O Human wants tend to be unlimited, but human, natural, and capital resources are limited

» Resources are materials from which goods and services are produced. Four types of resources are:

OLand —AIl Natura Resources OL abor— Human Resources
* Fields » Manual
* Forests * Clerica
» Sea * Technica
* Mineral deposits * Professional
* Gifts of nature » Managerial
OCapital—Means of production OEntrepreneur ship— a particular type of
» factories * business innovator human resource
« office buildings * sees opportunity to make profit
* machinery * uses unexploited raw materias
* tools and equipment » takes risk with new product or process
* use of technology * brings together land, labor, capital

* use of available information

* Resour ce Payments—note the special terms used
L and-Rent Labor-wagesand sdlaries  Capital-Interest  Entrepreneur ship-Profit

Economic Efficiency—Using limited resources to derive the maximum satisfaction and usefulness
* Full employment and full production must be realized to achieve this goa

Full Employment Full Production
OAll availableresourcesused ~ OResources used to maximize satisfaction
OEmployment for al willing OAllocetive Efficiency—resources used to produce

and able society’s most wanted goods & services.
ONo idle capital OProductive Efficiency—goods & services are produced
ONoidlearableland inleast costly ways.
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Production Possibility Tablesand Curves

* PPC isaeconomic model to demonstrate opportunity costs and tradeoffs. The curve diagrams
the various combinations of goods/services an economy can produce when al productive resources are
employed.  There are 4 assumptions regarding the model:

O€Efficiency: full employment and productive efficiency

_ OFixed Resources: no more available, but they are shiftable

OFixed Technology: state of technology does not change in the period

OTwo Products. producing just two products (hypothetical, of course)
* Necessity of Choiceis created. Limited Resources means a Limited Outpui.
TABLE: A B C D E
PIZZA (000,000) O 1 2 3 4
ROBOTS (000) 10 9 7 4 0

A Points on Curve:
B Attainable and Produtively
Efficient

C Points Outside the
. oW Curve:
Not Attainable

nw—=0wOx

D O See page 26 for a Key Graph Quiz!

PIZZA Inside Curve:
Attainable but
inefficient

» Each point on the curve represents some maximum output of any two products. Limited
resources (or supplies of the specific resource to produce the goods shown) will make any combination
lying outside of the curve unattainable.

» Choice isreflected in the need for society to select among the various attainable
combinations lying on the curve.

» The concave shape of the curve implies the notion of opportunity costs_defined as some
amount of one good must be sacrificed to obtain more of the other. The amount of robots which must be
foregone or given up to get another unit of pizzais the opportunity cost of that unit. the slope of the PPC
curves becomes steeper aswe move from A to E. Thereason liesin the fact that economic resources are
not completely adaptable. This curved line shows the adaptability and increasing opportunity cost. A
straight line would mean constant opportunity cost.

* Pointsinside the curve may signal unemployment or underemployment of labor and other resources.

» Economic growth (and a movement outward of the curve) occurs because of expanding
resource supplies, improved resource quality, and technological advances. These stimuli might include
new discoveries of raw materias (diamondsin Australia, or oil on the North Slope of Alaska), improving
the educational level or training of labor (Job Corps or company-sponsored job training), and new
technology (robots in factories or the microchip).

Economic Grow!l

w—10o0wo=™

PIZZAS



* Allocative Efficiency (or determining the best or optimal output-mix ) will relate to the concept of
Marginal Cost versus Marginal Benefit.

M . . .
MC c The point where MC=MB is allocative
& efficiency since neither underallocation or
MB over allocation of resour ces occurs.
MB
Q of Pizz

» Consumer Goods vs. Capital Goods:
Consumer goods directly satisfy our wants, while capital goods satisfy indirectly since they permit
more efficient production of consumer goods.
OThink about what a nation must sacrificein terms of its consumer good consumption
(opportunity costs) in order to be able to add to its capacity (by currently producing capital goods) in the
future.
* A current choice favoring mor e consumer goods will result in only amodest
movement to the right in the future.
* A current choiceto produce a greater portion of capital goodswith the available
resources can result in agreater rightward movement in the future,

celerated
Goods Goods i
for the for the
Future Future
Currént
poqgiti
Current
sition
Curve
Goods- for the Goods for the
Present Present

[Think About This! |'|

Explain the effects on the PPC from these situations:
a. standardized test scores of high school students decline gregtly
b. unemployment falls from 9 to 6 % of the labor force
c. Defense spending is reduced to allow government to spend more on health care
d. Society decides it wants compact discs rather than new tools for factories
e. A new technique improves the efficiency of extracting copper from ore
f. A new baby boom increases the size of the nation’s workforce
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Economic Systems
TRADITIONAL
...decisions based on the past
» tied to methods of trial and error
» same products and production methods used as in the past
* jobs passed down through generations
* questions answered by custom, habit, religion or law
» change comes dowly, often with opposition
* war, climate, or outside force can cause change
» choices are limited, people do things “the way they were done in the past”
* peoplefind it hard to believe other methods exist
« family isimportant socia structure
Examples: (though slowly changing) North American Eskimos, Navgjo Indians

COMMAND
... central planners answer the basic questions
* planners have power to make decisions for society asawhole
* decisions are answered by planners' needs and wishes
* planners decide how many workers, who gets what job, and production goals
 wages and distribution system are determined by planners
* poor planning can cause shortages and surpluses, choice is often limited
* punishment and reward are the incentives to workers
» change can be quick without little opposition
* poor worker morale though fear is a motivator
* right to make decisions is based on political power
Examples: North Korea and Cuba

MARKET
... basic questions answered by the exchanges of buyers and sellers
* interaction of demand and supply determines the what? how ? for whom?
* no real overdl centra planning
» self-interest isguiding principle
* no single person or group determines what is best for society
* “aninvisible hand” directsthat the best interests of society are met when people compete to achieve
individual self-interest
* profit motive determines producer behavior
* capitalism is atype of market system in which private individuals and firms own the resources
 components are; private property, freedom of exchange, competition and profit motive.
Example: USA (though it really is a mixed market system)

MIXED SYSTEMS

... elements of market, command and traditiona are used in various economic activities
* government acts as stabilizer of economic activity and provider of goods and services
* large unions and large corporations can manipul ate the market
* authoritarian capitalism mixed high government control and private property in Nazi Germany
» Market socialism of Chinamixes extensive government ownership of resources and capital but
reliance on free markets for distribution
» Sweden’s mixed market allows for government redistribution of income through high tax rates.
* Japanese economy relies on cooperation and coordination between government and businesses.
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The Circular Flow Model

» Economists use the circular flow diagram to show the high degree of economic
interdependencein our economy. Money flows in one direction while goods, services, and the
factors of production flow in the opposite direction.

» Thissmple circular flow model showstwo groups of decisionmaker s—households (or
individuals) and businesses. (Later government will be added). The coordinating mechanism which
brings together these decisions is the market system.

» Resource (or factor) markets operate as the points of exchange when individuals sell their
resources (land, labor, capital, and entrepreneurial ability) to businesses in exchange for money
incomes. Businesses will demand these resources to produce goods and services. Prices paid for the
use of resources are determined in this market, and will create the flow of rent, wages, interest and profit
income to the households. Examples are hiring of workers by a business firm, savings and investments
in stocks and bonds. Here the money incomes would be interest and dividends.

* Product markets operate as the points of exchange between consumers who use money
incomes to buy these goods and services produced by businesses. Money income itself does not have
value, since money must be used in exchange for the goods and services that satisfy our wants.

SeeKey _Land, Labor, Capital & Entrepreneruial Ability
graph on Resour ce Market
pa%(éx?EG of Resour ce Money Payments

A

Money Paymentsfor goods and services
Product Market

Goods and Services

» Households create the demand for goods and services, while businesses can fill the
demand with the supply that they produce with the resources sold. The inter action of demand for
goods and services with the supply of available products determinesthe price for the products. The
flow of consumer expenditures represent the sales revenues or receipts of the businesses. Examples
aretheretail stores and other outlets for products.

* Individuals or households function as both providers of resources and as consumers
of finished products. Businesses function as buyers of resources and sellers of finished products.
Each group of economic units both buys and sdlls.

* Scarcity playsarolein this model because households will only possess alimited
amounts of resources to supply to businesses, and hence, their money incomes will be limited. This
limits their demand for goods and services. Because resource are scarce, the output of finished goods
and servicesis also necessarily limited.

 Limitations to thismodel include: )

Olntrahousehold and I ntrabusiness transactions are ignored. O Government and the financial
markets are ignored. O The model implies constant flow of output and income; the fact is that these
flows are unstable over time. O Production expends resources and human energy and can cause
environmental pollution.

6
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Markets and Prices

Product Markets:

OA product market is the different transactions through which finished goods and services are
exchanged for consumption expenditures.

Oln thecircular flow diagram, the flow of products from businesses to consumers constitutes the
product market.

O Businesses are the suppliers of the products and househol ds are the demanders for the products.
Sellers of consumer goods and services meet those who want to buy finished goods and services.

Factor Markets:

O A factor market involves businesses and the resources they need to purchase to produce goods
and services.

O In the consumer flow diagram, the resources owned by households are exchanged with
businesses for income.

O Businesses are the demanders of the resources and households are the suppliers of the

resources. The sellers of land, labor, capital and entrepreneurship meet the people who need their
resources.

In both markets, buyers and sellersdetermine certain price and certain quantity that are
mutually acceptable.

DEMAND

ODemand isone side of a product or factor market.

OThe buyers (business in factor, householdsin product) exhibit both willingness and ability to
purchase goods and services. Their willingness and ability to purchase vary in response to price.

ODemand isarecord of how people's buying habits change in responseto price. Itisa
whole series of quantitiesthat consumerswill buy at the different prices level at which they will
make these purchases.

O Hence, ademand schedule:

PRICE QUANTITY

$5 9

4 10

3 12

2 15

1 20

Next, a demand curve can be
derived. The axesof the graph are \ Demand
price (vertical) and quantity ——
(horizontal). Each price and

guantity pair becomesapair of 9 10 12 15 20 Q
coordinates for ademand curve.

HNU)A@'U

Foundation of the Law of Demand

OFor most goods and services, demand tendencies are predictable. Asthe price goes down,
quantity goes up. Thisinverserelationship iscalled thelaw of downward -sloping demand.

OThree arguments to apply for the reasoning behind thislaw are:

* Priceis an obstacle to most and it makes sense to buy less at higher prices. Thefact of “sales’ is
the key.

* In any time period, consumer will derive less satisfaction (utility) from each successive unit of a
good consumed. Thisis Diminishing Margina Utility. Marginally, that is, each successive unit brings less
utility and consumer will only buy more at lower prices.

7



* At higher prices, consumers are more willing and able to ook for substitutes. The substitution
effect suggests that at alower price, consumers have the incentive to substitute the cheaper good for the

more expensive.
* A declinein the price of agood will give more purchasing power to the consumer and he can buy
more now with the same amount of income. Thisis theincome effect.

Changesin Quantity demanded: Movement along the same demand curve caused by a change in Price!
P

¥

Demand

i—‘Noo-hg

9 10 12 15 20 Q
Changein Demand: Theintroduction of new price-quantity pairs on a demand schedule caused by a
changein one or several demand determinants.  The entire demand curve moves( |eft or right) to anew
position because a different demand schedul e yvas written.

ST
$5
4 ecr egse
3

Increa
2 \ D*
) \_ > D

9 10 12 15 20 Q
What causes these changes:
Non-price deter minants of demand are:
1) Income--having more or less to spend affects individual demand schedules. For normal goods, an
increase in income leads to arightward shift in the demand curve. For inferior goods, an increasein
income leads to a leftward shift since these are usually low-quality items that people will avoid when they
have more to spend.
2) Utility (taste)--the use that agood or service provides can easily change and affect demand. What was
once perceived as useful or useless, stylish or ugly, healthy or dangerous now can become its opposite.
3) Complementary goods--the linkage of products demand because they "work™ with each other can
affect demand for each
4) Substitutes--when the prices of or preference for a substitute changes, demand for both products will
change.
5) Number of buyer s --demand depends on the size of the market.
6) Price Expectations of Buyer s—purchases may be postponed or rushed dependent on the expectations
of future price changes

SUPPLY
OSupply isalso one side of a product or factor market.

8



O The sellers (business in product, households in factor) are selling finished goods or resources.

OSupply asthe amount of goods and services that businesses are willing and ableto
produce at different pricesduring a certain period of time. Supply isarecord of how business's
production habits changein responseto price. It isawhole seriesof quantitiesthat businesses
will offer at the different priceslevels.

Next, a supply curve can be ‘/ Supply
derived. The axes of the graph ﬁ/

are price (vertical) and |

quantity(horizontal). Each price

and quantity pair becomes apair 9 10 12 15 20 Q

of coordinates for a supply curve.

OHence, a supply schedule:
PRICE | QUANTITY p /
$5 20 $5
4 15
3 12 4
2 10
1 9 3 /
2
1

OFor most goods and services, supply tendencies are predictable. Asthe price goesdown,
guantity offered decreases. From abusiness perspective, profit-seeking activities by businesses are
logical. Hence, sdllerswill pull back from amarket where pricesarelow. Thisdirect relationship is
called the law of upward-sloping supply.

Changesin Quantity supplied: Movement along the supply curve caused by achangein Price!

‘ g

Supply

P Nw b

9 10 12 15 20 Q

Changein Supply: Theintroduction of new price-quantity pairs on asupply schedule caused by a
change in one or several supply determinants. The entire supply curve moves( left or right) to anew
position because a different supply schedule was written.

Sl
P /2
$5 S |
ecr ease S?
4 I ncrea:
3
2
1

9 10 12 15 20 Q

What causes these changes:
The non-price deter minants of supply are:




1) Production Costs--most important and most typical reason for change. The price of ingredients and
other capital goods, rent or labor could rise of al. New technology could make productions more or less

expensive. Thelaw could relate to minimum wage or taxes. . o
2) Prices of Goodsthat use same Resour ces—ademand for a specific resource is increased when other

producers bid up the price in response to increased demand for their product

3) Change in Technology—new innovations in capital resources can change the average cost of
production.

4) Taxes and Subsidies—taxes increase costs; subsidies lower costs.

5) Future Price Expectations--producers confidence in the future, difficult to quantify or justify

6) Number of Sellers--businesses enter and exit a market regularly based on a variety of reasons. More
or less producers will affect the supply of the product.

7) Time needed for Production—in market period, no additional product can be produced quickly; in
short run, only variable costs can be changed to produce more; in long run al costs are variable and any
amount of new resources can be added.

ACHIEVING EQUILIBRIUM
The prices at which both demand and supply curvesintersect isthe equilibrium price.

Supply SeeKey Graph p.
54 in text.

Equilibrium

®mo—= T

Demand

q Quantity

OEquilibrium isthe price toward which market activity moves.

O If the market priceis below equilibrium, the individual decisions of buyers and sellers will
eventually push it upward. If the market price is above equilibrium, the opposite will tend to happen.

O Depending on market conditions, immediately or in the future, price and quantity will move
toward equilibrium asbuyer s and sellersintuitively and logically carry out the laws of demand
and supply.

* The ahility of the competitive forces of demand and supply to establish a price at which selling
and buying decisions are consistent is called the Rationing Function of Prices.

10
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Changesin Supply, Demand and Equilibrium

Demand Only Changes
P S

Pe

Q; Q Qe .QZ Q

Equilibrium Demand Increases Demand Decr eases
P="P, Supply Constant Supply Constant
Q=Q OP increases OP decreases

OQ increases OQ decreases

Supply Only Changes

= s p

Pe

/

Q. Q,

Q.
Q _>
Equilibrium
P=P Supply Increases Supply Decr eases
Q=0Q, Demand Constant Demand Constant
OP decreases OP increases
OQ increases OQ decreases
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Complex Cases— you draw the scenarios given and show the effect on P
and Q! Be careful to change D and S by the same distance—remember this
Is the theory!

P Sl P Sl P Sl

Pe Pe

. D'
Qe Q Qe Q Q. Q
Equilibrium Demand I ncreases Demand Decr eases
P=P Supply Increases Supply Decr eases
Q=Q, P P
Q Q
P st

Pe

D* D*

Q. Q Q; Q

Demand I ncreases

Demand Decr eases
Supply Decreases
P

Supply Increases

Q Q
This chart will summarizethe effectson P, and Q,

Change in Supply Changein Demand | Effect on P, Effect on Qe
Increase Increase
Decrease Decrease
Increase Decrease
Decrease Increase

12
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Olmportance of National |ncome Accounting:
» Economic Pulse of Nation
* Long Run course comparison
» Basisfor formulation and application of public policies

Gross DomesticProduct -GDP
Market Value of thetotal goods and services produced within the
boundaries of the US whether by Americansor foreignersin one year
Ouse monetary measure
Oavoid multilple counting: use market value of FINAL goods and services and
) ignore transactions involving intermediate goods.
Oexclude nonproduction transactions:
1 Public Transfer Payments
OSS, welfare, veterans
2 Private transfer payments
Oqgifts, transfers from parent to child
3 Secondhand Sales
Oresale of goods already counted when new
4 Security Transactions
Obroker’s serviceis counted

Expenditure Approach to GDP

Sum of thetotal spending for goods and services produced within the USin a
period of time which includes per sonal consumption, investment, gover nment and net
foreign investment. It is meant to be ameasure of production of goods and services within
the economy.

GDP=C + G +Ig +Xn

C = Consumption (65% of total GDP)

35% non durables (less than 3 yrs use)

14% durables (more than 3 yrs use)

50% services
G = Government Spending (20% of total GDP)

43% federal government spending

57% state and local government spending
| g= Gross Domestic Investment (17%)

28% new residential construction

25% new commercial construction

46% tools and machines

1% change in business inventories
Xn= Net Foreign Investment (-2% of GDP)

Imports minus exports (we currently import more than we export)

13




Income Approach to GDP

Sum of thetotal income earned by American resource suppliers and the addition of
two nonincome char ges (depreciation and indirect business taxes) and subtracting net
American income ear ned abr oad

Total income earned by American resour ce suppliersincludes:

+Wages and salaries (labor)

+Rent (land)

+Interest (capital)

+Proprietor’ sincome (form of profit earned by single owner and partnerships)
+Corporate income tax (profit paid as tax)

+Dividends (form of profit given to shareholders of stock)

+Undistributed corporate profits (retained profits)

Non Income Charges

+Depreciation: Consumption of Fixed Assets

+Indirect Business Taxes

Net American Income Earned Abroad

—Net Income produced by Americans abroad should be subtracted from other income
items.

Other National Accounts

Net Domestic Product (NDP) equals GDP minus Depr eciation

National Income (NI) equals
NDP plus Net American Income Abroad minusIndirect Bs. Taxes

Personal Income (PI) equals
NI minus SS Contributions minus Cor p Income Taxesminus Undistributed
Corporate Profit plus Transfer Payments

Disposable Income (DI) equals
Pl minus Per sonal

Circular Flow Revisited

Examine Figure 7-3 on p. 137 to see how income and expenditure flows of GDP and NI
are smultaneously shown, and demonstrate the repetitive process. The table inside the front
and back cover of the text provide historical datarelated to national income accounts.

14
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Nominal VS Real GDP

Comparing GDP figures from year to year is complicated by the fact that some of
the apparent gain or lossin GDP isreally just reflective of higher or lower prices. Inflation
or deflation complicates the measurement. We can resolve this problem by deflating
GDP for higher pricesand inflating GDP for falling prices.

* Real GDP measures the value of goods and services adjusted for changein the
pricelevel. It will reflect the real changein output. This measureis called the Constant
Dollar GDP and indicates what the GDP would be if the purchasing power of the dollar
has not changed from what it wasin a base year. The government currently uses 1992 asits
base year for GDP measurement.

* Nominal GDP reflects the current price level of goods and services and ignores
the effect of inflation on the growth of GDP. It iscalled Current Dollar.

Measuring the Price Level
OPricelndex
» measures the combined price of aparticular collection of goods and
services called a* market basket” in a specific time period relative to the combined price of
an identical or similar groups of goods and servicesin areference period.
* This point of referenceis called the “base year”

Pricelevel in given year
price of market basket in a specific year X 100
price of same market basket in the base year

OConsumer Price Index
» Government measurement of prices of afixed market basket of about 300
consumer goods and service purchased by atypical urban consumer. Therelative
importance—weights—remain fixed in reference to those of the base year.
) * Thisfigure is computed monthly and is widely reported.
OMeasuring GDP Price Index
* Includes not only prices of consumer goods and services, but aso the
prices of investment goods, goods and services purchased by the government and goods
and servicesinvolved in world trade. Those items that are part of GDP counting.
» The GDP Price Index isan index used to account for inflation and
deflation comparing GDP from one year to the next.
» The GDP Price Index uses the current composition of output to determine
the relative importance of theitemsin the market basket for the base year.

GDP priceindex
price of GDP market basket in specific year X 100
price of GDP market basket in base year

The GDP priceindex or deflator compares price of each year’'s output to the price of
that same output in the base or reference year. As series of price indexes for various years
enables usto compare price level among years._An increasein the GDP price index from
one year to the next congtitutes inflation; a decrease in the price index constitutes deflation.

15




Adjustment Process

Calculating Real GDP
Y ear Unit of Output Unit Price Price Index Nominal GDP Real
year 1 =100 GDP
1 5 $10 100 $ 50 $ 50
2 7 20 200 140 70
3 8 25 250 200 80
4 10 30 300 280 93.33
5 11 28 280 320 114.86

GDP Price Index method. .. measures the combined price of a particular collection of
GDP goods and services, caled “GDP market basket” in specific period relative to the
combined price of an identical group of goods and services in areference period.

Price Index Nominal price/ Base year price
PriceIndex inyear 2 $20 x 100 = 200 PriceIndex inyear 4 $30 x 100 = 300
10 10

Pricelndex inyear 3 $25 x 100 = 250 Pricelndexinyear 5 $28 x 100 =280
10 10

Alternative Method...determine real GDP by breaking down GDP into physcial
quantities of output and prices for each year, and then determining real GDP for each year’s
output asif it had been sold at base-year prices. The GDP price index then can be
determined by dividing nominal GDP by Real GDP.

Real GDP equals Nominal GDP/Price Index (hundredths)

Real GDPinyearl $ 50 = $50 Real GDPinyear4 $ 280 = $93.33
1 3

Real GDPinyear2 $ 140 = $70 Real GDPinyear 5 $ 320 = $114.86
2 2.8

Real GDPinyear 3 $ 200 = $80
25

|Think About Thid! |

Check Table 7-7 (p. 140) and test your self by filling in the
spaces. Determinethe price-index valuesfor years 1970 and 1993, then
determinereal GDP for 1980 and 1995.
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GDP and Economic Well-being

GDPisonly ameasure of the volume of goods and services produced.
Thereisthought to be a strong positive correlation between real GDP and economic well-
being. Greater production means “the good life”. But... there are some
shortcomings.

1. Non market transactions—by not counting some kinds of production
(homemaker, work done for oneself), we understate the well-being.

2. L eisure—the decline of the US workweek in terms of hours worked, and the
additional of arange of fringe benefits are not accounted for and thus we understate our
well-being. The “psychic income” of working is also ignored.

3. Improved Product Quality—GDP is a quantitative measure, not qualitative.
Improvement in quality over timeis not truly measured and well-being is understated, if we
arereally getting more for our money

4. Composition and Distribution of Output—GDP tells us nothing about who
gets the goods and services produced, or the “goodness’ of the goods and services. A shift
to amore unequal distribution of income (rich are richer, poor are poorer) is not reflected in
arising GDP.

5. Per Capita Output—if GDP growth isless than population growth, the figures
to not reflect alower well-being.

6. GDP and the Environment—"gross domestic byproducts’ accompany the
growth of GDP. The costs of pollution reduce our well-being; these spillover costs are
associated with production, but are not deducted from GDP, overstating our economic well-
being.

7. The Under ground Economy—nboth illega activities and unreported activities
are not reported. It is estimated to be between 7 to 12% of recorded GDP. In 1997, that
would mean $566 to $970 Billion Dollars.

8. Government transfer payments—are not counted as part of GDP. These are
the payments made for Social Security, Veterans, unemployment benefits, and welfare
programs like AFDC and Food Stamps. The logic of thisisthat NO current production is
generated. Y et...these sources of income are used to purchase goods and services and hence
raise our overal well-being.
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Business Cycles
» Theterm business cycle refers to the recurrent ups and downsin the level of economic
activity which extend over several years. Individua business cycles may vary gresatly in duration and
intensity. All display a set of phases.
* The overhead (The Business Cycle) shows the four phases:

OPeak or prosperity phase: rea output in the economy isat ahigh level,
unemployment is low and domestic output may be at its capacity. Inflation may be high.

OCaontraction or recession phase: real output is decreasing and the
unemployment rate is rising. As contraction continues, inflation pressure fades. If the recession is
prolonged, price may decline (deflation). The government determinant for arecession istwo
consecutive quarters of declining outpuit.

OTrough or depression phase: lowest point of real GDP; output and
unemployment “bottom out”. This phase may be short-lived or prolonged. Thereisno precise
decline in output at which a serious recession becomes a depression.

OExpansionary or recovery : real output in the economy isincreasing and the
unemployment rate is declining. It is the upswing part of the cycle.

3

.
ot

Real L ong-term Growth Rate

GDP
THE BUSINESSCYCLE

PS

Peak—prosperity

Recovery—EXx
pansion

Recession—
Contraction

B\

Trough—Dep
ression

Periods of Time

|| * Recessions since 1950 show that duration and depth are varied: ||

Period Duration in months Depth (declinein real GDP)

1953-54 10 — 3.0%
1957-58 8 —35
1960-61 10 —1.0
1969-70 11 —11
1973-75 16 —43

1980 6 — 34
1981-82 16 — 26
1990-91 8 — 26
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» Causes of Fluctuations range from innovation to political and random events. Wars can
be economicaly very disruptive—demand for war materia can drive the economy to over full
employment to be followed at war’ s end with an economic dowdown. Inflation can be a problem
during war, and price controls and rationing are often needed to relieveit.

» Most economists believe that the most immediate deter minant of the levels of
output and employment isthe level of aggregate or total spending. Inamarket economy,
profit drives the producer, households sell their resources for this production and earn the income
to purchase the output. When demand falls, producers are lesswilling to produce the goods and
services. Incomefall and purchasing power declines.

* Seasonal and secular fluctuation occur aswell. Thereisaso acyclica impact in
terms of durable goods and nondurables. Durable goods are said to be postponable; thisis true for
business capital goods. We can generdly repair the old car, the old machine, remodel the house or
the factory. Non durables, like food and clothing, are lesslikely to be postponed.

THE WAVES OF INNOVATION

Nikolai Kondratiov, a Soviet economist, published his essay " L ong Economic
Cycles' in 1922. This study of the business cycle in capitalist economies did not find favor with
Kondratiov’ s superiors, and Kondratiov ended hislifein Siberian exile. It was left to aluckier
economist to rediscover Kondratiov’ s theory and add a new wrinkle of hisown.

Joseph Schumpeter, Harvard professor and one-time Minister of Financein a
short-lived Austrian government, believed the driving for ce behind the Kondratiov waves
was innovation, by which he meant not only new inventions, but any "change in the method of
supplying commodities.”

In hisbook " Business Cycles," published in 1939, Schumpeter associated each of
Kondratiov’s Long Waves with specific innovations in technology and commerce. While
economists still debate the existence of long economic cycles like those described by Kondratiov
and Schumpeter, the associated graph does demonstrate a striking interplay between prosperity and
innovation.

Kondratiov’s cycles are based on statistical profiles of threeindustrial societies -
France, Britain and the United States - starting at the end of the eighteenth century. The
vertical axisisan index of prosperity derived from wholesale prices, wages, the stock market, and
the production of coal and steel. Contemporary economists have extended Kondratiov’ s graph into
the more recent past, the present, and the future.

Thefirst wave, starting at the time of the French Revolution and the beginning of
congtitutional government in the United States, corresponds with the Industrial Revolution and is
marked by the exploitation of steam power and the development of the cotton textilesindustry. This
period peaks with the War of 1812 and the fall of Napoleon. Post-war recession isfollowed by a
brief plateau of renewed prosperity before the economy plunges into depression.

A second wave, dominated by the new industries of steel and the railroad, peaks at the time
of the U.S. Civil War and ends with the Panic of 1873.

Wave number threestarts at the beginning of the twentieth century and is marked by the
new technologies of electricity and the automobile. It ends with the Great Depression.

Therise of television and computers can be said to represent afourth wave of innovation
which may have peaked at the time of the Vietnam War.

|Think About Thid! |

If Kondratiov’s cycles hold for the future we may be overdue for a steep dide into depression,
which would yield in turn to the next wave of innovation. Time will tell.

OHow would you complete the waves to the 21st Century?
OWhat could be the next innovation(s) that send usto the next wave?
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AP M acr oeconomics
Chapter 8, p. 152-156

Employment and Unemployment
Employment isthe state of having

ajob for which onereceives money or

other compensation; unemployment is

thelack of such ajob.

* Most people must work in order
to support themselves and their dependents,
governments strive to keep levels of
unemployment low and usually measure
unemployment rates carefully.

» Official U.S. statisticson
employment and unemployment are derived
from a monthly sample survey of households.
The unemployment rate is the percentage of
unemployed persons in the labor force, which
is composed of adults who either have or are
seeking jobs. (U.S. military personnel were
included as part of the labor force beginning
in 1983.) Persons who are not looking for
work are not part of the labor force and are
not counted as unemployed. Those not
counted will include the ingtitutionalized
population, and those unable to work due to
desire or disability. Students are not counted
as part of the labor force. Another
measurement, the employment ratio, isthe
percentage of the total working-age
popul ation--not just the labor force--who have
jobs.

THE OCCUPATIONAL STRUCTURE

* Thetypes of activitiesthat occupy
most workers vary, sometimes dramatically,
from one country to another and from one
time to another. In most devel oping countries
(and in al countries prior to the 19th century)
the vast mgority of the labor forcework in
the agricultural, or primary, sector. Work is
almost entirely manual, and most of the
country's labor power is devoted to the basic
task of feeding the population. Fully
developed countries are able to divert far more
of their productive resourcesinto other
pursuits. In the United States and Canada, for
example, only 4 and 7 percent, respectively, of
all employed personswork in agriculture,
fishing, and mining, compared to more than
70 percent in India.

* The manufacturing, or
secondary, sector isthetraditional
backbone of a developed industrial
economy. Inthe United States and Western
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Europe, employment in this sector grew
quickly with the rise of the factory system
during the 19th century, before leveling off in
the mid-20th century and declining gradually
thereafter. 1n 1990 about one-fourth of all
U.S. and Canadian jobs werein
manufacturing, construction, and mining.
With the advent of new technologies,
employment in manufacturing has demanded
greater technical skills. This has reduced
unskilled labor's share of total employment.

» The most striking changein
employment in the developed countries
during recent years, however, has been the
rapid expansion of the service, or
tertiary, sector. This sector includesthe
service trades, teaching, much clerical work,
research, medicine, and al other occupations
not directly involved in the production of
goods. About three-fourths of al employed
persons in the United States, Canada, and
other developed countries work in the tertiary
sector. Work in the service sector, on the
average, demands greater literacy and ismore
likely to be white collar than work in the other
two sectors. The rapid expansion of this part
of the economy has not, however, atered the
character of employment as much aswas
once expected; the clerical work that formsa
large part of this sector can be as repetitive
and tedious as work in agriculture or
manufacturing.

» Changesin the structure of
employment in industrial countries have been
accompanied by changesin the
composition of the labor force. During the
20th century the percentage of women,
especidly of married women, in the total labor
force hasincreased. In 1990, 45% of the
U.S. labor force were women. The number
of workers less than 20 or more than 65 years
of age has declined with the spread of both
protracted education and retirement.
UNEMPLOYMENT &
UNDEREMPLOYMENT

* Although unemployment occurs
among al socia and occupationa groups, it is
especialy concentrated among the young,
some racial and ethnic minorities,
women, and those who live in declining
urban areas. InJanuary 1990, for example,
the U.S. unemployment rate was 5.2%.
Blacks were unemployed at more than twice
that rate: 11.5%. Teenage unemployment



was 15.5%; black teenagers, 26.7%. Lacking
the opportunity to gain useful skillsthrough
experience, such persons may become
chronically unemployed.

» Some unemployment iscyclical;
that is, it varies with business conditions.
Workers are laid off when businessis bad
and rehired when conditions improve.

*A third type of unemployment is
known asfrictional. It arisesfrom the
normal process of turnover in the labor
market as new workers enter the market and
search for work, and existing workers quit
one job to look for a better one. Seasonal
unemployment occurs in agriculture,
construction, and other industries that are
more active at some times of the year than at
others.

* Structural unemployment, caused
by imperfect |abor-market adjustment, isthe
most intractable of the main types. Workers
and resources do not move freely to places
where they are needed, and long-term
structural unemployment is often the result.
Many workerswho lost their jobsin the
Appalachian coal industry during the 1950s
and '60s, for example, or in the midwestern
steel industry in the 1970s and '80s, lacked
skills useful for other local industries. They
did not migrate from the region, nor did new
industries arrive that could employ them.

*A person whose productive capacities
are not fully used isunderemployed. A part-
time worker seeking afull-timejob or a
skilled worker doing unskilled work for lack
of ajob in hisor her own trade, for example,
isunderemployed. Underemployment occurs
for the same reasons as unemployment,
although it is more difficult to measure.

POLICIESTOWARD
UNEMPLOYMENT

» Governments adopt various policies
to restrain rates of unemployment and to train
workers for more productive employment.
FISCAL POLICY and MONETARY
POLICY affect unemployment by
stimulating or depressing business activity.
Such policies, however, guide the economy as
awhole; they aretoo broad to be aimed at
specific industries or population groups that
need special help. Programsto create new
jobs, to upgrade workers' skills, or to
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retrain workersfor new types of jobs are
often adopted to fill these needs.

» Governments often set a minimum
wage alowable by law to ensure that
employed workersreceive at least a
subsistence income, although it is sometimes
claimed that this practice increases
unemployment among the young by raising
the cost of hiring unskilled workers. o
Governments may aso provide subsidies to
workers or industries to relocate, and they
may direct resourcesinto selected industries
or sectors through ECONOMIC
PLANNING.

* The U.S. government combats
DISCRIMINATION in hiring and
promotion through EQUAL
OPPORTUNITY and affirmative action
laws and policies.

* Finaly, many governments seek to
ameliorate the often devastating effects of
long-term unemployment through
UNEMPLOYMENT INSURANCE and
social welfare programs.

Unemployment Rate =

# of Unemployed
L abor Force

Jan 2000

Labor Force App. 138.5 million
Unemployment Rate 4.1%

Number of Unemployed 5.6785 M
Lowest Ratein 30 yeard!

Then Recession began in March 2001...

Jan 2002

Labor Force App. 142 million
Unemployment Rate 5.8%
Number of Unemployed 8.3 M
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Economic Cost of Unemployment

GDP Gap and Okun’sLaw

» Thebasic lossisforgone output. Thisisaset of goods and servicesthat isforever
lost. We will be producing inside the PPC. We measure this as the GDP Gap.

* Potential GDP isthe capacity of the economy assuming the Natural Rate of
Unemployment. The growth of the Potential GDP assumes the normal growth rate of the real GDP.

g “Negative” GDP Gap
e
a
I
Potential GDP
G
D
P
GDP Gap
Actual GDP

1976 1980 1984 1988 1990 1994 1998

» The GDP isrelated to unemployment. The higher the unemployment rate the larger
the GDP Gap. Okun’s L aw based on the work of Arthur Okun indicates that for every 1
per centage point which the actual unemployment rate exceeds the natural rate, a GDP gap of
about 2 percent occurs. S0... if the rate of unemployment is 4.3% and we assume a natural
unemployment rate of 4%, we can use Okun’s Law to calculate aloss of $460 billion (.3 x 2 x
$7.67 Trillion)

» Sometimes the economy’ s actual output will exceed its potential—" negative” GDP gap.
This happens when the statistics don’t agree with what' happening because some facts are lost or
missed. Extrashifts of workers, capital equipment used beyond its design capacity, overtime work
and moonlighting are common statistics that cannot be accurately counted. In 1988-89, an economic
expansion caused actual GDP to exceed potential GDP. This condition eventually causesinflation
and cannot be sustained.

Unequal burdens
Unemployment impacts groups and classes in differing ways. Examine this chart and draw
some conclusions as to who bears the greatest burden.
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Demographic Group Unemployment Unemployment Unemployment
Rate 1992 Rate 1996 Rate 1999
Overall 7.4% 5.4% 4.3%
Occupation:
Blue Collar 9.3 7.1
White Collar 4.6 34
Age
16-19 20.2 18.1 155
Black 16-19 39.8 30.6 29.8
White 16-19 17.1 14.2 13.9
Male 20+ 7.0 4.6 3.4
Female 20+ 6.3 4.8 3.3
Race:
Black 14.1 10.5 7.8
White 6.5 4.7 3.8
Hispanic 6.6
Gender:
Female 6.9 54
Male 7.8 54
Education
Lessthan HS 135 10.9
High School only 7.7 5.5
College Degree or 29 22
more
Duration
15 weeks or more 2.6 1.7 Average 13.4 weeks

Non Economic Costs

* Cyclical Unemployment, when high, causes socia problems. People out of work
become depressed and crimeratesrise. Violence in the home rises aswell because of the
frustration factor. Families suffer and often fall apart. Severe depression can cause major political
and social change. The Great Depression programs of the New Deal changed American thinking
about the role of government in aiding citizens when they are needy.

I nter national Comparisons

» Examine the perspective on page 159 of text to view unemployment ratesin five industrial
nations. Historically the US has had higher rates of unemployment but the pattern has shifted since
the 1980’s. We now enjoy a better picture.

Think About This!

(Think About Thist |

Since there are unemployment compensation programs for those of out work, why worry
about unemployment ?
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I nflation
* Inflation isarising general level of prices.

Oln short,more money isrequired each year to buy a given amount of goods
and services. One can measurether ate of inflation as either the annual percentage rate
of increase in the average price level or decrease in the value of money.

Olnflation properly refersonly to episodesin which therate of inflation is
substantially positive over a considerable time period. What is meant by
substantially positive may depend on recent experiences. In the United States during the
mid-1960s an inflation rate of 3% per year aroused great alarm, but some countries
governments have proclaimed victory over inflation by bringing the rate down from 50% or
even 200% per year to only 10%.

* A deflation isthe opposite of an inflation: aperiod of substantially falling
prices and rising value of money.

* Inflation is measured by use a priceindex number. A price index measures
the general level of pricesin reference to abase period. The base year is set to 100 and as
changes in prices occur they are reflected in the new index number. Anindex of 136 says
that prices are 36% higher than the base year. To calculate the rate of inflation, subtract |ast
year’s price index from this year’s price index and divide that difference by last year’s
index. Multiply by 100 to express as a percentage. The government now uses 1982-84 as
the base period in their reporting of the CPI.

Example:
Base year 1982-84 100 1996 156.9 1997 160.5
Rate of inflation = 160.5 — 156.9 times 100 =2.3%
156.9

* Rule of 70 permits quick calculation of the number of yearsit takesthe price level
to double. Divide 70 by the annual rate of increase to determine the approxi mate number of
years required to double prices.

Causes: Theoriesof Inflation

» Demand Pull Inflation
OExcess of total demand
Oprices are bid upward by the excess demand
Oeconomy is seeking a point beyond its PPC when full
employment-full production is evident
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Full Employment
Output

™o — =T

Range

Inoreasesin total spending '

— o< d®

Real Domestic Outpu Qf Q
and employment

Range 1

* Domestic output isfar short of maximum full-employment level.

» GDP gap exists. High Unemployment, idle capacity.

» Asyou move up the curve, demand increases; real domestic output rises,
unemployment will fall, but thereis little pressure on prices since producers
can move to produce more by using the idle labor and factory resources.

» Workers and owners of resources are willing to work for “old” wages and
returns because they want the work.

» Nominal and Real GDP are identical when prices are stable

Range 2

» Approaching full employment and full production, the price level risesasless
efficient resources are employed

* Bottlenecks occur in some industries as the recovery is uneven. Prices are
some resources may rise and some labor markets tighten. Their wages will

rise, adding to cost forcing some pricing higher. This Situation may cause
premature inflation.

* At full employment-full production, the pressure to produce moreistoo
much and capacity is stretched now using the least efficient resources.

* With Premature inflation, Nominal GDP isrising faster than Real GDP; we
must “ deflate” GDP figure

Range 3

* Full employment-full production occursin al sectors of the economy.

» Total demand in excess of the economy’ s capacity to produce pulls prices
upward!

» With pure inflation, nominal GDP isrising-perhaps rapidly, but real GDPis
constant. No real gain!

 Cost Push Inflation
Oprices rising when output and employment are both declining

Oaggregate demand not excessve
OPer unit production costs are rising due to raw materials, energy,
|abor, etc.
OHigh per unit costs cause declinein profit; hence, the price
level is*“pushed up” by these costs

Sour ces:
OOften unions ar e accused of starting the cycle that occurs when their wage
hikes are taken asamodel. Unless high productivity results from the higher wages, there
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are still higher per unit costs which will force prices upward. Thisiscall the wage-push
variant. An upward shift in demand for the good or services produced can forestall the
push.

ORising production costs can sometimes be attributed to abrupt,
unanticipated increasesin the cost of raw materials or energy inputs. Oil price
increases of the 1970’ s and into the 1980’ s affected a wide range of product costs. These
are called supply shocks.

Demand-pull inflation
continuesaslong asthereis
excess total spending

Cost-push is salf-limiting; it
generates arecession and this
inhibits additional cost
INCreases.

Think about thisd!

A comedian once joked,
“ Inflation? That means your money today won'’t buy as much asit would have

during the depression when you didn’t have any.”

Isthis definition correct? why?
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Redistribution Effects of I nflation
By holding real output constant, and at full-employment, we can assess the
effect of inflation on the distribution of income. Ter ms must be defined fir st:

Real and Nominal Income
Nominal income ... isthe number of dollars earned as rent, wages, interest or profit.
Real income... measures the amount of goods and services nominal income can buy.
OIf nominal income rises faster than price level, real income will rise.
OlIf the price level increases faster than nominal income, then real income will fall.
Y our real income falls only when nominal income failsto keep up with inflation

Real and Nominal Interest Rates
Qlnterest represents a payment in the future for atransfer of money in the past.
_ OThenominal interest rate istheinterest rate not corrected for inflation.
OThereal interest rateisthe nomina interest rate that is corrected for inflation.
OReal interest rate = Nominal interest rate— Inflation
Example:Y ou borrowed $1,000 for one year.
Nominal interest rate was 15%.
During the year inflation was 10%.
Red interest rate Nominal interest rate — Inflation
5% 15% - 10%

Unanticipated I nflation:

Olnflation “taxes’ those who receiverelatively fixed
incomes—elderly, those on fixed pay scales, welfare recipients, workersin declining
industries, or without strong unions— because it takes away purchasing power. They
would need more dollars to pay for the same amount of goods and services. | nflation
“subsidizes’ some people who have flexible incomes. This group would include
workers in expanding industries and union members.

OSaversarealso hurt by inflation. Aspricesrise, thered vaue or
purchasing power declines. Further, most savers are investing funds and hope to earn
interest. If therate of interest on an investment is less than the rate of inflation, the value of
the savings will decline. Savings accounts, insurance policies, annuities, and other fixed
value paper assets are hurt by inflation.

OCreditorsarelosersininflation since they are “stuck” with dollars that
have lower purchasing power than the money they lent. Debtors are winnersin inflation at
the expense of creditors. The borrower receives “dear” money at thetimetheloanis
initiated and repays the loan with “cheap” dollars.

Anticipated I nflation:

Olnflation isless severe if one can anticipate inflation or adjust income to
reflect the price level changes.

OCost of living adjustments (COLA’s) clausesin labor contracts give
automatic wage increases when inflation occurs.

OLenders can charge higher interest on loansif they have high expectations
for inflation over the life of theloan. Thisextrainterest is called inflation premium.
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Deflation...effects described above are now reversed. Fixed income earners, creditors, and
saverswill al be better off.

Mixed Results.... we gain and we lose since we al wear many hats—income earner, saver,
creditor, debtor, etc.

Arbitrariness...effects of inflation occur regardless of society’s goals and values.

Output Effects of Inflation
Does inflation have an effect on output? Three ideas emerge:

Stimulus of Demand-Pull Inflation ]
In range 2 there is atradeoff between

output and employment and inflation.
Some moderate amount of inflation must
Full Employment be accepted if we areto realize high
Output levels of output and employment.

® O~ T

Thisdoesimply an inverse relationship
between inflation rate and unemployment
rate (referred to as the Phillips Curve
described in Chapter 16)

Range

— o< 0O —

Incrieases in totali spending > _ .
! HThlnk About this!

: Q Today we have high GDP, lower
R e P Of unemployment and low inflation
which seemsto disprove thisidea.

Cost-Push Inflation and Unemployment

OIf cost-push inflation occursin afull employment, price-stable economy, the
existing level of total spending will buy less rea output because of the higher price level.

ORedl output will fall and unemployment will rise.

OThe cost-push inflation of the 1970’ s was caused of the oil shocks throughout the
decade.
Hyperinflation and Breakdown

OExtremely rapid inflation that can devastate domestic output levels and
employment. The article, Inflation: A Doomsday Scenario describes how this occurs.

OAnticipation of future inflation catches hold of the thinking of consumers and
firms who make buying and selling decisions in expectation of the coming inflation.

OLabor will demand higher wages, and businesses not wanting to risk their
prosperity will givein. But...they must raise pricesto cover the new cost and the wage-price
spiral whirls out of control. Creeping inflation becomes a runaway gallop.

OEconomic collapse results often since speculation is rampant. Hoarding and
concentration of wealthin “real assets’ like gold, jewels, and other metals replaces
investment in new capital for businesses.

Think about this!

i — |

Read the examples on page 168 and reflect on the causes of hyperinflation. Does

government action and the money supply have something to do with it?
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Classical Theory
Say’sLaw of Markets

* Act of producing goods generates an
income amount that is exactly equa to the
value of the
goods produced
* Hence, al markets are cleared
" Supply createsits own Demand”

J.B. Say
* Price system is capable of providing afull
employment output
» Assume that the composition of output is
in
accord with consumer preference.

» Under spending (or spending less than
enough to purchase a full-employment
output) is unlikely to occur
* If underspending does occur, price-
wage—interest rate adjustmentswill
ensure continued full employment.
* Price-Wage Flexibility

ODeficient demand could also
cause pricesto fall and wagesto fall until
full-employment output was reached
again. Classical economists argued that
workers would accept lower wages because of
competition among unemployed workers.
The equilibrium interest rate equates the
amounts househol ds and businesses planned
to save and invest, guaranteeing full
employment output
* Classical theory believed in laissez-faire
economic policy because adjustmentsin
interest rates, prices and wages would bring
about full-employment equilibrium. They
thought that government interference could
only bring trouble.

OTheclassica theory of employment
isgrounded in Say’s law, the classical
interest rate mechanism, and
downwar dly flexible prices and wages.

OThistheory held the belief that
capitalism was a self-regulating economy in
which full employment was the norm.
Capitalism was capable of “running itself”.

OAdam Smith’ sidea of capitalism
includesthe notion of “laissez faire’
government policy.

Keynesian Economics
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General Theory of Employment, I nterest
and Money
John M. Keynes—1936

« Capitalism does not contain any mechanism
capable of guaranteeing full employment. It
isnot self-regulating.

» Causes of unemployment and inflation are
the result of the lack of synchronization on
economic decisions of households and
businesses in terms of saving and investing.
Ups and downs in the economy should not be
solely associated with war, drought, etc.

* Product prices and wages tend to be
downward inflexible; long periods of
recession will prevail before declinesin prices|
and wages will been seen.

* External for ces can contribute to economic
instability.

Unlinking of Saving and Investment

* Businesses invest more when saving
increased? NO! More savings means less
consuming!

» Saversand investors aredistinct
groups:..

O Saving by households (from
disposable income) and businesses (retained
earnings)

Olnvesting by business esp.
corporation
» Saversand investors ar e differently
motivated

OHouseholds:large purchases
down payments, future needs, precautionary,
emergency, ingtitutionalized, contractual

OBusinessesinvest for many
reasons:

* Interest rate is high consideration in
plans to purchase new capital goods

* Rate of return isalso highly
considered.

* In recession or depression, when
profit is questionable, incentive to invest is
lost evenif rate of interest fall.

» Additional sources of funding (not seen
in classical theory)

Oaccumulated money balances held
by households—some used for everyday
expenses, but some held asaform of wealth
which are offered to financial markets at
times( thisisin excess of current saving from
DI



Ocommercia bank lending power
adds to the money supply and augments
current saving as source of funds.

* Does all current saving goto
investment?

Osome households add some of the
current saving to their money balances rather
than channel it into money markets.

Osome current saving is used to retire
outstanding bank loans and these funds are
lost to investment if these payments are not
loaned again

How arethelevelsof output and
employment determined in modern
capitalism?

The amount of goods and services produced
and therefore the level of employment depend
directly ontheleve of tota or aggregate
expenditures.

* In summary, saving and | nvestment
plans can be at odds and can result in
fluctuationsin total output, total income,
employment and the price level.

Discrediting Price-Wage Flexibility

» Most Keynesians recognize that some
prices and wages are downward
flexible—Example in 1980's.

* Recdll theratchet effect—Monopolistic
producers have ability and desire to resist
falling prices as demand declines; strong
labor unions are persistent in holding the line
of wage cuts. Employers are wary of wage
cuts, recognizing effect on morale and
productivity; they see a“goodwill effect” of
maintaining wages

* The volume of total money demand cannot
remain constant as prices and wages decline.
Lower prices and wages means |ower nominal
incomes, and thiswill mean reductions in total
spending.

* A declinein wage ratesfor asingle firm
does not apply to the economy as awhole.

* Businesses will produce alevel of output
they can profitably sell.

» Workersand Capital areidled if there are
not markets for the goods and service they
can produce

* Total output and employment vary
directly with aggregate expenditures.

Implications:

Tools of Aggregate Expenditures Theory

Therearefour assumptions:

1. Closed Economy-no international trade transactions
2. Private Economy-lgnore government

3. All savings will be persona savings

4. Depreciation and net foreign factor income are zero.

OConsumption and Investment only
OGDP=NI=PI=DI
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Consumption and Savings

» Consumption is the largest portion of aggregate spending.

* Persona Savingsis the portion of Disposable Income not spent

* Disposable Income = Consumption + Savings

* Disposable Income is the most significant determinant of both consumption and saving

20" H41T=Z2Cnhz00

45° reference line ,C
All points where p /
consumption spending i / ’ Herethe C line generalizes on the
equal to disposible /] relationship between consumption and
income g disposable income. It indicates a direct
relationship and that households
consume the bulk of their incomes.
)
p /
/ Isthereaway to measurethe
p / amount of savings with this
' 2
450 angle diagram~

DISPOSABLE
INCOME
CONSUMPTION AND SAVING SCHEDULE (HYPOTHETICAL DATA)
Disposable Income Consumption Saving APC AP MPC MPS
370 375 -5 101% -1%
390 390 0 100% 0%  75% 25%
410 405 5 99% 1%  75%  25%
430 420 10 98% 2%  75%  25%
450 435 15 97% 3%  75%  25%
470 450 20 96% 4%  75%  25%
490 465 25 95% 5%  75%  25%
510 480 30 94% 6%  75% 25%
530 495 35 93% 7%  75%  25%
550 510 40 93% 7% 75%  25%
» APC Average propensity to consume (consumption/income)
* APS Average propensty to save (savings/income)
* MPC Margina propensity to consumer (change in consumption/change in income)
* MPSMarginal propensity to save (change in saving/change in income)
ONote: APC + APS=1 MPC + MPS=1

* MPC isthe dope of the consumption schedule « M PS s the slope of the saving schedule.
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5B Savings

5B Savings
390 ............................
5 |,
0
DI See Key
= = 390 410 f;gphs p.
0 390 410 DI .
Consumption Schedule Savings Schedule

Non-income Deter minants of Consumption and Saving

Comparethis ideato the determinants of demand (income, taste, expectations, etc. )that
shift the demand curve

» Wealth: Increases in wealth shifts the consumption schedule up and saving schedule
down, but since wealth does not change greatly from year to year it won’t account for large shifts
in schedule.

* Price Level: Decreasein price level shifts the consumption schedule up and the saving
schedule down, but we usually assume constant price or real disposable incomein our
illustrations.

* Expectations: Expected inflation or shortages in future will shift current consumption
schedule up

» Consumer debt: Lower debt level shifts consumption schedule up and saving schedule
down

» Taxation: Lower taxeswill shift both schedules up if they are originally plotted against
before-tax income.

SHIFTS:

» Movement from one point to another on agiven scheduleis called a change in amount
consumed and is caused ONLY by a changein disposable income; a shift in the schedule
(Clto C2)iscalled achangein consumption schedule and is caused by the non-income
determinants above. The same reasoning appliesto saving schedules.

» Consumption and saving schedules will shift in opposite directions unless caused
by atax change which causes the schedules to move in the same direction.

» Economists believe that consumption and saving schedules are generally stable unless
deliberately shifted by government action.

Think About This!

| |

Why does an upshift in the consumption schedule typically involve an equal downshift in
the savings schedule. What are the exemptions to this relationship?
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AP M acr oeconomics
Chapter 9, p. 181-188

I nvestment Spending
» Second component of private spending
 Expenditures on new plants, capital equipment, machines, etc.

Expected rate of net profit (rate of return) and the interest rate will be

the determinants.

» Expected rate of net profit isfound by comparing the expected economic
profit to investment cost to get expected rate of return. It isguided by profit motive,
businesses will purchase new capital goods only when it expects such additional capita to
produce a profitable return.

Rate = extra profit / cost of investment

* Theinterest rateisthefinancial cost the firm must pay to borrow the
money capital required for purchase of real capital. Inthe same sensg, if the firm used its
retained ear nings to make the purchase, it will incur an opportunity cost of using these
funds. Real rate vs. nominal rateis also aconsideration. Nominal interest is expressed in
terms of dollars of current value, whilereal interest is expressed in terms of dollars that have
been inflation-adjusted.

* Investment-Demand Cur ve can be determined by cumulating investment
projects and arraying them in descending order according to their profitability and applying
the rule that investment will be profitable up to the point at which the real interest rate equals
the expected rate of return.

RULE: Invest up to the point at which the expected rate of net profit equalsthe interest rate
(because cost should not exceed net profit)

» Fewer projects are expected to provide high net profit, so lesswill be
invested if interest rates are high.

Expectex _ Expected Cumulative Amt
Rate of Downward Sloping Rate of of investment
return Inverse relationship Return (r) have this % or
between interest rate and higher ($B)
amount of investment
16% $0
14 5
12 10
10 15
8 20
6 25
SeeKeyGraph p IMTVEATIETIU £21 gg
183 0 40

* Shiftsin Investment Demand (Non inter est-deter minants)

OAny factor that increasesthe expected net profitability of investment will
shift the investment-demand curve to the right. Conversely, leftward shifts are caused by
decreasesin net profitability.

OAcquisition, Maintenance, and Oper ating Costs—higher/lower costswill
mean change in expected rate of return
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OBusiness Taxes— Look to profits after tax, higher taxes shift I-D curve to left;

lower taxes shift to right. o . ]
OTechnological change—basic stimulus to investment; can lower production

costs or create new products, or improve quality

OThe stock of capital goods on hand—compare to consumer goods on hand;
“well stocked” plants do not need more just for the sake of investment!

OExpectations— capital goods are durable and have a predictable life; future sales
and future demand are more difficult to predict. Business indicators (economy and
industry) are good for forecasting; politics, foreign affairs, etc. are “wildcards’

Investment and Income

I nvestment Schedule
The need to express investment in terms of GDP will mean we need to construct an
Investment Schedule. This represents the investment plans of businesses in the same way

the consumption and saving plans represent those of households. The
| .
Expected Thelevel of n e et
Rete investment is v schedu'e
of return derived from the o relates the
& red interest rateand s amount of
Rate of the investment t goi ! nv_estm:ant éo
Interest | —=pp various levels
20 demand curve. rg of GDP
Investment n Real GDP
t

» We make the assumption that theleve of investment spending as determined by the
current rate of interest and the investment-demand curve does not vary with the level of
GDP. Thisissimplistic since we know that a higher level of economic activity may induce
more investment if the outlook for further growth is good.

I nstability of Investment
* Thereis volatility of grossinvestment over the years 1958 through 1998;
plotted against GDP shows our assumption directly above istrue. See figure 9-8 p. 187.
* Factorsthat explain thisinstability include:

ODurability of capital goods, purchases are discretionary since
equipment can be overhauled or upgraded.

Olrregularity of innovation— new innovation does spur investment
initially but it trails off when enough capital facilities have been created to meet the demand
for production.

OVariability of Profits change with the times, and American business
tends to favor internal source of funds; recent history shows “junk bonds’ caused disaster
for the banking industry as well as some major producers.

OVariability of Expectations

...are as predictable as the wesather.




AP M acr oeconomics
Chapter 9, p. 188-195

Equilibrium Domestic Output... that level of output which once achieved will be sustained. It exists where flow of income created
by production output givesriseto alevel of total spending sufficient to clear the product market.

Expenditure—Output Approach

|. Assumptions. GDP =NI =Dl
No depreciation, no net American income earned abroad, no government, no saving by business.

[I. Data *Table9-4 p. 189
Possible GDP=DI | Consumption | Saving S| Investment | C+I Unintended Tendency of
levels of C I Investment In Unemployment,
employment Inventory output and Incomes
40M $370B $375B $—5B $20B $395B $—25B Increase
45 390 390 0 20 410 —20 Increase
50 410 405 5 20 425 —15 Increase
55 430 420 10 20 440 —10 Increase
60 450 435 15 20 455 —5 Increase
65 470 450 20 20 470 0 Equilibrium
70 490 465 25 20 485 +5 Decrease
75 510 480 30 20 500 +10 Decrease
80 530 495 35 20 515 +15 Decrease
85 550 510 40 20 530 +20 Decrease
OColumn 2: Domestic Output—possible real GDP that producers will offer based on expectation of selling that amount

OColumn 6: Aggregate Spending—total spending including consumption and planned gross investment
* Equilibrium Output where Column 2 = Column 6 or GDP = C + Ig. The Equilibrium of GDP exists where the total output
measured by the GDP and aggregate expenditures, C + Ig are equal.

* In the graphical analysis, the 45 degree line now representsthe graphical statement of equilibrium. When we addthelg
portion of spending to the C schedule we have a line called the aggr egate expenditur e schedule that will intersect with the 45
degreeline at equilibrium. The equilibrium level of GDP is that which corresponds to the intersection of the aggregate expenditures
schedule and the 45 degree line.
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Chapter 10, p. 199-204

Changesin the Equilibrium GDP the Multiplier

Theequilibrium level of GDP will change in response to changein the investment
schedule or the saving-consumption schedule. Sinceinvestment is less stable than the other, we
will assume that changes in the investment schedule will occur.

» Aschanges occur in thelevel of investment spending (dueto changesin the
interest rates) new levels of GDP are occurring. Further it changesthe level of Aggregate
Spending (C+1g) and the level of output.

S
g | / | *
g

vy N Increaselinlg f
| Vv 1)
n € Ig
g S
s Decreaseln Ig ‘ )

~ IZ

rg g

a
n n
d t

Real GDP
Changein Investment Schedule

* Note that achange of $5 in investment spending (either direction) causes a change in GDP of
$20. Thisiscalled the MULTIPLIER EFFECT—any change in spending (consumption,
investment or government) will cause agreater or multiple effectsin the level of outpuit.

Multiplier Effect:

* There is arepetitive continuous flow of expenditures and income since the consumption of
oneindividua isreflected as the income of another. This change in income will cause both the
Consumption and Saving schedules to vary in the same direction and by afraction of the changein
income. The GDP and aggregate spending areincreased by morethan just the initial
changein spending (investment, consumption or gover nment).

*Assume :MPC=.75, MPS=.25 Change in  Change in Change in
Income Consumption Saving
Assumed increase in investment $5.00 $3.75 $1.25
Second Round $3.75 $2.81 $0.94
Third Round $2.81 $2.11 $0.70
Fourth Round $2.11 $1.58 $0.53
Fifth Round $1.58 $1.19 $0.39
All Other Rounds $4.75 $ 3.56 $1.19
Totals $ 20.00 $ 15.00 $5.00
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In this example, the income must increase by 4 timesthe initial excess of investment over
savings because Households are saving 1/4 of any increase in income (MPS=.25).
» The Multiplier Effect can be caused by changesin investment, consumption or
government spending. Investment fluctuates more than the others so we usually associated the
multiplier with changes in investment spending.

» The Multiplier Effect works both ways—declines in spending causes multiplied lower
levels of output and spending.

» Thesize of the Multiplier isinversely related to the size of the MPS.

» TheMultiplier isthereciprocal of MPS. o

« Thesimple Multiplier is: 1 1  Heresavingsistheonly

E— — leakage from economy
1I-MPC or MPS
If MPS = .25, Multiplier is4 If MPS=.33, Multiplier is3

» The Multiplier magnifies fluctuationsin business activity initiated by changesin
spending.

* Thelarger the MPC, the greater the multiplier.

» Complex Multiplier takesall “leakages’ into account (savings, taxes, imports)
The Council of Economic Advisors estimates the nation’ s complex multiplier to be 2.

Think About This!

T F 1. If real GDP were to decline by $40, consumers would reduce their
consumption expenditures by an amount less than $40.
F 2. Thelarger the margina propensity to consume, the larger the size of the multiplier.
F 3. Themultiplier is based on the idea that any change in income will cause both
consumption and saving to vary in the same direction as a change income and by a
fraction of that change in income.
T F 4. The vaue of the complex multiplier will usually be greater than the value of the
simple multiplier because there will be more injections into the economy.
5. If the value of the MPC is .6 and the real GDP falls by $25, thiswas
caused by a decrease in the aggregate-expenditures schedul e of
a $10 b. $15 c. $16.66 d. $20.
6. If the MPC is .67 and if both the planned gross investment and the saving schedule
increases by $25, real GDP will
aincreaseby $75  b.notchange  c. decrease by $75 d. increase by $25

——

O, WNPE
>> T
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Chapter 10, p. 204-207

International Trade and Equilibrium Output

Net Exports (exports minusimports) may be either positive or negative.
Exports expand aggr egate spending; imports contract it.

» Exports act asan injection like investment. Government is also an injection since
they create jobs and incomesin the US. Exports are a part of aggregate expenditures.

* Imports(goods produced outside the US) act as aleakages from theincome
stream since they would overstate domestic production. Imports are subtracted when
measuring aggregate expenditures.

C+lg+X,*

AE with positive Net

E Exports K C+lg
A X / 2z
g p CH+ig+X,
g e /
rn /
e d AE with negative Net
g | Exports
at
t u
er

e

S

Real GDP

* Positive net exportsincrease aggr egate expenditures on domestic output
and increase equilibrium GDP

* Negative net exports decr ease aggr egate expenditur es on domestic output
and reduce equilibrium GDP.

Linkages:
OProsperity aboard?
Rising level of national income among our trading partners will enable usto
sell more of our exports. (think of the situation in Asia today!)
OTariffs?
Tariffs on their side reduce export sales, retaliation isan issue. (think of
) Great Depression and Hoot-Smalley Tariff)
OExchange Rates?
Depreciation of $ will stimulate exports and lower imports expanding GDP.
(What about Appreciation of the $7??)
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AP M acr oeconomics
Chapter 10, p. 207-212

Adding the Public Sector

Completing the Aggregate Expenditure Model by adding government will now create an open,
mixed economy with a public sector.
» Government expenditures and taxes are submit to direct public control, but we can use
these tool s to manipul ate the economy.

Assumptions:

Olnvestment and net exports are independent of the level of GDP

O Government spending is not the cause of shiftsin Consumption or Investment.

OTaxes are Personal Taxes DI < Pl by the amount of tax revenues; GDP, NI, and Pl will be equal

OFixed amount of taxes regardless of level of GDP

OPriceleve isconstant

Most of these assumptions will be dropped in Chapter 12 when we discuss how government changesin its
expenditures and taxes can alter equilibrium GDP and the rate of inflation

Government Purchases and Equilibrium GDP
Increasesin public spending, likeincreasesin private spending, will boost the
aggregate expenditure schedule and result in high equilibrium GDP.

Use (Table 10-3 p. 208) for data.

C+lg+Xn+G
C+lg+X

G L~
C C
+ /
|+9 Increase of
N $20B in G will
+n create $80B in
G

/ Real GDP
lgtXn

| 470 | 550 Real GDP
Aggregate Expenditure-Domestic Output Approach

S+M
Lg I ncr ease of $20B
in G will create lg+X+G

i( $80B in Real g
G GDP
+
f lg+X
M

470 550 Real GDP
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L eakages-I njections Approach

Taxation and Equilibrium
Taxes cause DI to fall short of GDP by the amount of the tax;_reduces both consumption and
saving at each level of GDP. The size is determined by the MPC and MPS.

OAssume alump-sum tax, constant amount at each level of GDP.
Table 10-4 p. 210
$15B reduction in

Caonsumption
C+lg+Xn+G
C 2
+ | C+l g+X n+G
I+g Tax of $20B
XN reduces
+ Consumption by $
G 15B if MPCis.75
and reduces Redl
\ GDP by $60B
490 550 Real GDP

$20B

increasein StM+T

taxes StM
9 \ S+M?
X | g+X+G
+
G $5B reduction in
+ T Savings
> ~ Ig+X
M

490 550 Real GDP

Balanced Budget M ultiplier
Defined as Equal Increasesin Government Spending and Taxation increase the
equilibrium GDP.
» If Gand T are each increased by a particular amount, the equilibrium level of real
output will rise by that amount. Why?
» Government Spending isa direct impact on aggregate expenditures. Itisa
component of GDP.
* A changein taxation has an indirect impact by changing disposable income and
thereby changing consumption.
* Theoverall result isa net upward shift of the aggr egate expenditure schedule
equal to theamount of thechangein Gand T.
* S0, for thisreason, the balance budget multiplier = 1.
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Chapter 10, p. 213-218

Equilibrium versus Full-Employment GDP

» Equilibrium GDP ($470 B in our example) may or may not entail full employment.
Aggregate Expenditures may lie above or below that which would intersect with the 45
degree line at the full-employment noninflationary level of output.

AE

C+l +G+X,” Recessionary Gap is
amount by which
~ aggregate
+ ,+G+X ' expendituresfall
short of the non-

Recess inflationary full-
chponary employment GDP. It
will cause a multiple
- Full declinein Real GDP.

Employment
Q. Real GDP
See Key
graphs p.
214

AE ' Inflationary Gap is

Inflationary C+l+G+X,°  amount by which

Gap \ / aggregate

expenditures exceed
the non-inflationary
full-employment
GDP. This gap will
cause demand-pull
inflation.

pyment

Q. Real GDP
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Two historical examples:

Great Depression of 1930's. example of Recessionary gap

* Overcapacity and_business indebtedness had resulted from excessive expansion by
businessin the 1920’ s during the period of prosperity. Expansion of the auto industry
ended as the market became oversaturated and this affected related industries of petroleum,
rubber, stedl, glass and textiles.

* A declinein residential construction followed the boom of the 1020’ s which had
resulted from population growth and the need for housing following WW 1.

* In Oct. 1929, adramatic crash in stock market values occurred, causing pessimism
and highly unfavorable conditions for acquiring additiona investment funds. Investment
spending fell by 82% between 1929 and 1933.

* The nation’s money supply fell asaresult of FED monetary policies and other
forces.

Vietnam War era: example of inflationary gap

* The policies of Kennedy and Johnson administration had called for fiscal
incentives to increase aggregate demand.

» Unemployment levels had fallen from 5.2% in 1964 to 4.5% in 1965.

* The Vietnam War resulted in a40% rise in government defense spending and a
draft that removed young people from potential employment. The unemployment rate fell
below 4% from 1966 to 19609.

» The boom in investment and government spending boosted the aggregate
expenditure schedule upward and created a sizable inflationary gap.

The aggr egate expenditure model hasfour limitations:

1. The model can account for demand-pull inflation, but does not indicate the extent
of inflation when thereis an inflationary gap.

2. It does not explain how inflation can occur before the economy reaches full
employment.

3. It does not indicate how the economy could produce beyond full-employment for
atime.

4. The model does not address the possibility of cost-push type of inflation.

Read the Last Word: Squaring the Economic Circle
Chapter 10, p. 216

[Think About this |'|

T F 1 Theequilibrium real GDP isthereal GDP at which thereisfull employment in
the economy.

T F 2. Theexistence of arecessionary gap in the economy is characterized by the full
employment of |abor.

3. What economic conditions are present in the economy when arecessionary gap
or an inflationary gap exists?

1 F 2.F
3. Recqnary gap
° <

Inflationary gap
Q*>q



AP M acroecomics
Chapter 11, p. 221-226
Aggregate Demand ...

a schedule which shows the various amounts of goods and services (the Real GDP)
which consumers, businesses and government will collectively desire to purchase at each possible
pricelevd.

P

|r I nver serelationship between Price

c Level and Real Output

e

L Shiftsalong the same AD
e AD are caused by the effects
v described below.

v Real GDP

Interest-Rate Effect: as PL rises so will interest rates and rising interest rates will in turn cause a
reduction in certain kinds of consumption and business spending AD assumes fixed money
supply, so ahigher price level will increase the demand for money, and the costs of borrowing will
rise.

Wealth Effect: at higher price levelsthe rea value or purchasing power of accumulated financid
assetswill diminish. Certain purchases will be delayed.

Foreign Purchases Effect: if the price level risesin the US relative to foreign currencies,
American buyerswill purchase more imports at the expense of American goods.

P
L\
|
Shiftsin Aggregate Demand... c Increasein AD
caused by non-price-level factors e \
L
e

Decreasein AD  ~~——

AD

| Real GDP

Non-Price L evel Deter minants of Aggregate Demand
Causing Aggr egate Demand curve to shift

Change in Consumer Spending Consumer Weadlth
Consumer Expectations
Household Indebtedness
Taxes

Changein Investment Spending Interest Rates

Profit expectations
Business Taxes
Technology

Degree of excess capacity

Change in Government Spending Desire to add or deduct from government
supported programs
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Aqggregate Supply ...
aschedule which indicates the rea level of GDP which will be available at each possible price level
P AS
r Vertical Range
[
c Upsloping or
e Intermediate
Range
Ié Horizontal Range
v \
e \
I
Real GDP

Keynesian or Horizontal Range: Real GDP are much less than Q; ;High Unemployment and
unused capacity. As movement to right occurs, thereisagainin Real GDP, but no Price Level
Change. Production costs usually do not rise since resource are not yet scarce.

| nter mediate Range: No simultaneous full-employment full-production in al firms; specific
|abor/resource shortages; per unit costs rise and firms must get higher prices to retain profit
margins.

Classical or Vertical Range: Economy on PPC; Real GDP cannot grow; Firmswill bid
resources from other firms and resource prices will rise which causes some firms to exit industry.
Product prices will rise but Real GDP will remain steady.

AS’
PL ) d Shiftsin the A t
. iftsin the Aggregate
Decrease in AS AS? Supply Curve are caused
by non-price level
deter minants.
/r
Increasein AS _y
Real GDP
Non-Price L evel Deter minants of Aggregate Supply
Changein Input Prices Domestic Resource Availability
Prices of Imported Resources
Market Power
Changein Productivity Effect of Training Programs
Technology Gains
Change in L egal-Institutional Business Taxes
Environments Business Subsidies
Government Regulation
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Equilibrium using Aggregate Demand and Supply ... occurs at the intersection of the
Aggregate Demand and Aggregate Supply cugg setting the equilibrium price level and output
P
r
[
c Equilibrium
e
L P
e
%
e \ AD
l
Q Q
Real GDP

Multiplier with Price Level Changes...

OPricelevel increases occurring in the upsloping inter mediate range of the
aggregate supply curve weaken the multiplier.

OThe*“full strength” effect of the multiplier isrealized in the Keynesian range of the

aggregate supply curve. Any changein aggregate demand isrealized in the changein real
GDP and employment whilethe price level is constant.

AS

® 0 —= T

Full Multiplier Reduced Multiplier

— o< o
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The Ratchet Effect ...product and resource prices tend to be “sticky” or inflexible
downward. Thisisthe ratchet effect—price level does not operate downward.

P

r

[

C

e Pz C

L Pl a D2
e

y AD,

,e Q Q Real GDP

Causes:

* wage contracts, morae and productivity, training investments, minimum wage, and
monopoly power.
Controversy:

» Some Economists do not accept this theory any longer; the 1981-82 recession
showed that prices and wages were downward flexible.

Shifting Aggregate Supply

AS AS AS A rightward shift denotes
? ! s economic growth and
great potential to produce

<4 | > (movement from ato c)

® 0 — =T

A leftward shift will
b cause cost-push
inflation (movement
from atob)

AD

—o < or
Q

Real GDP

|Think About This! |

What is the relationship between the production possibilities curve
discussed earlier and the aggregate supply curve?

48




AP M acr oeconomics
Chapter 12 p. 253-258

Problems, Criticism & Complications
* Problems of Timing:
ORecognition L ag— an awareness that the economy is changing; |leading indicators
my not be up-to-date; recessions often are not recognized for 6 months
OAdminigtrative Lag —wheels of government turn slowly; action taken may be
wrong for the times
OOperational Lag—time for spending to take effect may be slower than tax
changes
* Political Problems:
OOther Goals —Economic Stability + Providing Govt.” goods and services +
Redistribution of Income
OState and Loca Finance— Requirements to balance budgets may prove to be
counterproductive at times
OExpansionary Bias—deficits may be politically attractive since spending on your
home district and lowering taxes are well received; surpluses may be unattractive since
cutting spending and raising taxesis not well received
OPalitical Business Cycle—politicians god isto get reelected; assumption that
voters take economic conditions into consideration when voting; Incumbents want to cut
taxes and spend in their own districts; continued expansion of economy after the election
may push usinto inflationary territory; then the recession is anew starting point for
reelection
 Crowding Out Effect:
OExpansionary (deficit) fiscal policy will increase the interest rate and reduce
investment spending, weakening or canceling the effect of fiscal policy.

AS PL AS
PL AD1 AD2
AD1 AD2 |
Real GDP

Real GOP With Effect of di
Without Effect of ith Effect of Crowding

Crowding Out Out; smaller changein AD

Aggregate Supply, Fiscal Policy and Inflation
OThe updloping range of aggregate supply curve means that part of an
expansionary fiscal policy may be dissipated in inflation.

Pushing AD into the Intermediate
range of ASwill result in arisein
the Price Level.

Fiscal Policy does not escape the
realities of the upsoping portion of
the AScurve.
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Fiscal Policy and Net Exports

OFisca policy may be weakened by an accompanying net export effect which
works through change in (a) interest rates (b) in international value of the dollar (c) exports
and imports.

Expansionary Fiscal Policy triesto solve problem of Recession and slow growth,
leading to higher domestic interest rates, increasing the foreign demand for dollars, which
causes dollar to appreciate, which resultsin lower net exports and aggregate demand
decreasesto offset fiscal policy.

Contractionary Fiscal Policy triesto solve problem of Inflation, leading to lower
domestic interest rates, decreasing the foreign demand for dollars, which causes dallar to
depreciate, which resultsin higher net exports and aggregate demand increases to offset

fiscal policy.

SUPPLY-SIDE ECONOMICS:

* Supply siders manipulate aggr egate supply by enacting policies designed to
stimulate incentives to work, to save and invest (including measures to encourage
entrepreneurship). These may include tax cuts which they feel will increase
disposable incomes, thusincreasing household saving and increase the
profitability of investments by businesses.

PL AS1 AS?2

PL2

PL3 \

T < e
—— AD1

él Q2 Q3 Real GDP

_OTax cut stimulates more consumption, saving and investment to increase AD
OWork incentives push more workers into employment and they spend and save
Low taxes act to push risk takers to move toward new production methods and new

) products.
OThe new equilibrium at PL3 and Q3 shows growth on lower relative inflation.

Mainstream Criticism

» Most economists feel that the incentives to work, spend and save are not as strong
asthe supply-siders believe; the rightward shiftsin AS occur over along time period while
the effects on AD are much more immediate.
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Chapter 12, p. 248-253

Non-Discretionary Fiscal Policy:

Some changesin relative levels of government expenditures and taxes occur autometically.
Thisisnot like discretionary changes in spending and tax rates studies earlier since these
net tax revenues vary directly with GDP.

OAlmost all taxeswill yield morerevenue as GDP rises. Sales and excisetax
revenues rise as GDP increase. New Jobs and more income will yield greater income tax
and payroll tax revenue, in addition to the gain realized by the progressiveness of the tax
structure.

OAs GDP declines, tax receipts will fall.

OTransfer payments (“ negative taxes’) decrease during expansion and
increase during a contraction. These include: unemployment benefits, welfare payments,
and farm subsidies.

» Congress establishestax rates NOT thelevel of tax revenues so there exists
aBUILT-IN STABILIZER function.

T G isgiven and
assumed to be
/ independent of GDP

Fplus

P G Direct Relationship between
tax revenuesand GDP is
shown by upslopoing line

—AR®

GDP, GDP, GDP,

OTaxes are leakages or withdrawals of potential purchasing power.
O Stability of the economy depends on reducing the leakages, or to reduce
inflationary pressures

Built-In Stabilizers...is anything which tends to increase the government
deficit (or reduce the surplus) during recession or to increase the surplus ( or reduce the

deficit) during inflation without requiring specific action by policy makers.

OThe size of the deficit or surplus and therefore stability depends on the
responsiveness of changesin taxesto changesin GDP

Olf tax revenues change sharply as GDP changes, the dope of T will be steep and
the vertical distance between T and G will belarge.

Olf tax revenues change little when GDP changes, the slope will be gentle and
built-in stabilizer will be low.

O Steepness of T depends on the type of tax system in place. The more
progressive the tax system, the greater is the built-in stability.

01986 Tax Reform Act reduced the progressivity of income tax, but the 1993
changesincreased progressivity.
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* Actual VS Full Employment Budget

OBecause of built-in stability, the actua budget deficit or surplus will vary with the
size of GDP, therefore, actual budget varies with GDP.

OMeaningful picture of government’ sfiscal policy or budget comes from looking
at what would be the surplus or deficit if full-employment existed (Figure 12-5, p.250)

Actual budget deficit or surplus... may differ greatly from full employment
budget deficit or surplus estimates. Actual budget consists of structural deficit (or full-
employment) and the cyclical deficit.

Structural deficits... occur when thereis adeficit in the full-employment budget
aswell asthe actual budget. Discretionary fiscal policy isreflected in deliberate changesin
this structural deficit.

G Fu||_emp|oyment or T At fU”-employment
& structural deficit output GDP , the actud
deficit isab, the structural
T a deficit is ab and the cydlical
(G deficitisO.

At recessionary output
GDP,, the actual budget isec,

i the structura deficit ised
%B’Ei'g?' (=ab) and the cydlical deficit
isdc.
GDP, GDP Real GDP
Year 2 Year 1

Proposed Balance Budget Requirement

» Calling for a balanced annual budget would eiminate discretionary fiscal policy as
tool for stabilization. Government could not use deficit and surplus budgets to change the
level of GDP.

» Government in recession would be forced to equalize spending and revenue by
raising taxes and lowering spending at atime when thisis counter productive. Thisis
contractionary fiscal policy, and would certainly worsen the recession.

||Think about This! ||

» Examine figure 12-5 on page 251 and note how full-employment deficits or
surpluses are better indicators of whether government fiscal policy is
expansionary, neutral or contractionary than are the changesin the actual budget
deficits or surpluses.

» Large full-employment deficits began in the 1980's and persisted throughout
most of the 1990's. Discretionary fiscal policy was largely abandoned in favor of
the use of monetary policy as controlled by the Federal Reserve. Hasit worked?
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AP M acr oeconomics
Chapter 12, p. 242-248

Assessing the Impact of Government on GDP and Aggr egate Spending

Consumption and Investment decisions are based on self-interest;
government is an instrument of the whole society. Government decisions with respect
to spending and taxing are supposed to influence equilibrium GDP in terms of the general
welfare. Fundamental function of government isto stabilize the economy through fiscal and
monetary policy.

FISCAL POLICY ... isthe manipulation of the public budget process (spending
and taxation) to achieve full employment, non-inflationary GDP levels.

OLegidative Mandatesinclude: Employment Act of 1946, Council of Economic
Advisors, and Joint Economic Committee.

Discretionary Fiscal Policy:

ODefined asdeliberate changes in gover nment spending and taxation
policies by Congressto offset cyclical fluctuations in output and employment and to
stimul ate economic growth.

Olncreasesin government O Decr easesin government
spending will stimulate the spending will retard the
multiplier effect (these are growth of the economy; the
injections into income stream) multiplier effect will cause
and GDP will rise. even greatey.

Fiscal Policy over the business cycle
OFiscal policy’sgoa isto eliminate unemployment or inflation

Expansionary fiscal policy used to Contractionary fiscal policy used
) reduce effects of recession . againgt demand-pull inflation
Olncrease government spending and/or O Decrease government spending and/or
ODecrease taxes Olncrease taxes

I nitial Increase " AD
— | nitial Decr ease
oL multiplies! AS multiplies! AS
_ PL AD?
AD AD?

N N

REAL GDP

REAL GDP

* Financing Deficits...Disposing of Surpluses
OBorrowing: government competes with private borrowers for funds and could
drive up interest rates; may_“crowd out” private borrowing
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OMoney creation: is more expansionary yet voids the “crowding out” effect
O Budget Surplus: debt reduction (may reduce the anti-inflationary effects of
the surplus since it causes interest rates to fall when the government buys back some of its
bonds.) or idle surplus (more anti-inflationary effect since the government is withholding
purchasing power from economy.
* Policy Options...Which is better? G or T???
OLiberas Higher government spending??
OConservatives: Lower taxes???

|Think About This! |

What are the government’ s fiscal policy options for ending severe demand-pull inflation?

Which of these policies are supported by conservative economists over liberal ones?
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AP M acr oeconomics
Chapter 12, p. 248-253

Non-Discretionary Fiscal Policy:

Some changesin relative levels of government expenditures and taxes occur autometically.
Thisisnot like discretionary changes in spending and tax rates studies earlier since these
net tax revenues vary directly with GDP.

OAlmost all taxeswill yield morerevenue as GDP rises. Sales and excisetax
revenues rise as GDP increase. New Jobs and more income will yield greater income tax
and payroll tax revenue, in addition to the gain realized by the progressiveness of the tax
structure.

OAs GDP declines, tax receipts will fall.

OTransfer payments (“ negative taxes’) decrease during expansion and
increase during a contraction. These include: unemployment benefits, welfare payments,
and farm subsidies.

» Congress establishestax rates NOT thelevel of tax revenues so there exists
aBUILT-IN STABILIZER function.

T G isgiven and
assumed to be
/ independent of GDP

Fplus

P G Direct Relationship between
tax revenuesand GDP is
shown by upslopoing line

—AR®

GDP, GDP, GDP,

OTaxes are leakages or withdrawals of potential purchasing power.
O Stability of the economy depends on reducing the leakages, or to reduce
inflationary pressures

Built-In Stabilizers...is anything which tends to increase the government
deficit (or reduce the surplus) during recession or to increase the surplus ( or reduce the

deficit) during inflation without requiring specific action by policy makers.

OThe size of the deficit or surplus and therefore stability depends on the
responsiveness of changesin taxesto changesin GDP

Olf tax revenues change sharply as GDP changes, the dope of T will be steep and
the vertical distance between T and G will belarge.

Olf tax revenues change little when GDP changes, the slope will be gentle and
built-in stabilizer will be low.

O Steepness of T depends on the type of tax system in place. The more
progressive the tax system, the greater is the built-in stability.

01986 Tax Reform Act reduced the progressivity of income tax, but the 1993
changesincreased progressivity.
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* Actual VS Full Employment Budget

OBecause of built-in stability, the actua budget deficit or surplus will vary with the
size of GDP, therefore, actual budget varies with GDP.

OMeaningful picture of government’ sfiscal policy or budget comes from looking
at what would be the surplus or deficit if full-employment existed (Figure 12-5, p.250)

Actual budget deficit or surplus... may differ greatly from full employment
budget deficit or surplus estimates. Actual budget consists of structural deficit (or full-
employment) and the cyclical deficit.

Structural deficits... occur when thereis adeficit in the full-employment budget
aswell asthe actual budget. Discretionary fiscal policy isreflected in deliberate changesin
this structural deficit.

G Fu||_emp|oyment or T At fU”-employment
& structural deficit output GDP , the actud
deficit isab, the structural
T a deficit is ab and the cydlical
(G deficitisO.

At recessionary output
GDP,, the actual budget isec,

i the structura deficit ised
%B’Ei'g?' (=ab) and the cydlical deficit
isdc.
GDP, GDP Real GDP
Year 2 Year 1

Proposed Balance Budget Requirement

» Calling for a balanced annual budget would eiminate discretionary fiscal policy as
tool for stabilization. Government could not use deficit and surplus budgets to change the
level of GDP.

» Government in recession would be forced to equalize spending and revenue by
raising taxes and lowering spending at atime when thisis counter productive. Thisis
contractionary fiscal policy, and would certainly worsen the recession.

||Think about This! ||

» Examine figure 12-5 on page 251 and note how full-employment deficits or
surpluses are better indicators of whether government fiscal policy is
expansionary, neutral or contractionary than are the changesin the actual budget
deficits or surpluses.

» Large full-employment deficits began in the 1980's and persisted throughout
most of the 1990's. Discretionary fiscal policy was largely abandoned in favor of
the use of monetary policy as controlled by the Federal Reserve. Hasit worked?
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AP M acr oeconomics
Chapter 12 p. 253-258

Problems, Criticism & Complications
* Problems of Timing:
ORecognition L ag— an awareness that the economy is changing; |leading indicators
my not be up-to-date; recessions often are not recognized for 6 months
OAdminigtrative Lag —wheels of government turn slowly; action taken may be
wrong for the times
OOperational Lag—time for spending to take effect may be slower than tax
changes
* Political Problems:
OOther Goals —Economic Stability + Providing Govt.” goods and services +
Redistribution of Income
OState and Loca Finance— Requirements to balance budgets may prove to be
counterproductive at times
OExpansionary Bias—deficits may be politically attractive since spending on your
home district and lowering taxes are well received; surpluses may be unattractive since
cutting spending and raising taxesis not well received
OPalitical Business Cycle—politicians god isto get reelected; assumption that
voters take economic conditions into consideration when voting; Incumbents want to cut
taxes and spend in their own districts; continued expansion of economy after the election
may push usinto inflationary territory; then the recession is anew starting point for
reelection
 Crowding Out Effect:
OExpansionary (deficit) fiscal policy will increase the interest rate and reduce
investment spending, weakening or canceling the effect of fiscal policy.

AS PL AS
PL AD1 AD2
AD1 AD2 |
Real GDP

Real GOP With Effect of di
Without Effect of ith Effect of Crowding

Crowding Out Out; smaller changein AD

Aggregate Supply, Fiscal Policy and Inflation
OThe updloping range of aggregate supply curve means that part of an
expansionary fiscal policy may be dissipated in inflation.

Pushing AD into the Intermediate
range of ASwill result in arisein
the Price Level.

Fiscal Policy does not escape the
realities of the upsoping portion of
the AScurve.
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Fiscal Policy and Net Exports

OFisca policy may be weakened by an accompanying net export effect which
works through change in (a) interest rates (b) in international value of the dollar (c) exports
and imports.

Expansionary Fiscal Policy triesto solve problem of Recession and slow growth,
leading to higher domestic interest rates, increasing the foreign demand for dollars, which
causes dollar to appreciate, which resultsin lower net exports and aggregate demand
decreasesto offset fiscal policy.

Contractionary Fiscal Policy triesto solve problem of Inflation, leading to lower
domestic interest rates, decreasing the foreign demand for dollars, which causes dallar to
depreciate, which resultsin higher net exports and aggregate demand increases to offset

fiscal policy.

SUPPLY-SIDE ECONOMICS:

* Supply siders manipulate aggr egate supply by enacting policies designed to
stimulate incentives to work, to save and invest (including measures to encourage
entrepreneurship). These may include tax cuts which they feel will increase
disposable incomes, thusincreasing household saving and increase the
profitability of investments by businesses.

PL AS1 AS?2

PL2

PL3 \

T < e
—— AD1

él Q2 Q3 Real GDP

_OTax cut stimulates more consumption, saving and investment to increase AD
OWork incentives push more workers into employment and they spend and save
Low taxes act to push risk takers to move toward new production methods and new

) products.
OThe new equilibrium at PL3 and Q3 shows growth on lower relative inflation.

Mainstream Criticism

» Most economists feel that the incentives to work, spend and save are not as strong
asthe supply-siders believe; the rightward shiftsin AS occur over along time period while
the effects on AD are much more immediate.




AP M acr oeconomics
Chapter 13, p. 264-268

Money and Banking
... Money isanything that is generally accepted in payment for goods and
services.

Functions:
OMedium of Exchange—convenient way to exchange for goods and services
OUnit of M easurement—yardstick for measuring worth
O Stor e of value—way to store wedlth

Supply of Money:
* Amount of money in circulation is constantly changing. The amount
depends on how much money is desired by individuals and businesses. In November and

December, banks need more currency since people want it for shopping funds; supply of
money automatically expands and contracts with the needs of business.

*M 1 Money Supply... currency and checkable deposits

OCurrency—Coin is 2-3% of total M1 for convenience money; caled token
money (intrinsic value isless than the face value). Paper money is 28% of total M1 in the
form of Federal Reserve Notes (no longer tied to gold reserves) esee Exclude currency held
in the bank vault or deposited in Federal Reserve Banks or held by US Treasury

O Checkable Deposits—checks are 70% of total M1, used for 90% of
transactions (offered by commercial banks, thrift institutions, and credit unions), called
demand deposits, NOW accounts, Automatic Transfer Service and share draft accounts.

Near Monies... M2 and M 3: highly liquid financia assets that do not directly function as
medium of exchange but can be easily converted into currency or checkable deposits.

OM 2: M1 components + noncheckabl e savings accounts money market accounts, time
deposits like CD’ §( | ess than $100,000),, money market mutual funds.

OM3: M1 and M2 components + savings instruments greater than $100,000.
We do not include less liquid assets like Treasury Billsand US Savings Bonds.

* Wewill use M1 money supply asthe definition of money in our discussion.

O Near monies areimportant for several reasons:
1)_spending habits: the greater the amount of financial wealth held as near
money, the greater the willingness to spend out of current income;
2) gtability: conversion from near money to M1 supply may force inflation
to occur
3) policy: complicates actions to be taken.

* Credit Cardsare NOT money, but rather a“bank loan”. They
do allow usto “economize” our use of money.
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AP M acr oeconomics
Chapter 13, 269-272

What " backs' Money Supply?

Money as Debt
... Paper Money isthecirculating debt of the Federal Reserve Banks.
. Checkable Deposits are the debts of commer cial banks and thrift institutions.
* It has no intrinsic value; it cannot be redeemed in gold or other “valued” item.
Value of Money
OAcceptability : confident they are good for goods and services
OL egal tender: matter of law (creditor must accept or forfeit right to sue or charge
interest) and government will accept money in payment of taxes
OFiat money: paper dollars are accepted as money because the government
says so and is willing to accept for payment of taxes
ORelative scar city: demand and supply relationship
Money and Prices
OPurchasing power of money isthereal value. Theamount adollar will buy
variesinversely with the price level.

D=1/P D=Valueof the$
P= Pricelevel

OFigure 13-1 showsthis relationship.
Olnflation and Acceptability:
* Read text for example. p. 271. Inflation isthe result of asociety’s
spending beyond its capacity to produce.
* HH & BSarewilling to accept currency and checkable deposits as
long asthey know it can be spent without a loss of purchasing power.
* _Ininflation
.. therapid loss of purchasing power will cause money to lose
its function as a medium of exchange.
.. Money will serveitsfunction asa store of valueaslong as
thereisno unreasonablelossin value by storing it.

Stabilization of Money’s Value

O Major backing for money isthe government’s ability to keep the value of
money stable.

OThis meansappropriate fiscal policy and wise management of the money
supply through sound monetary policy.

OIn US, ablend of legislation, government policy, and social practice stops
the unwise expansion of the money supply which could change money’s value in exchange.

| Think About This! |

What “backs’ the money supply of the US?

What determinesits value?

Who isresponsible for maintaining the value of money?
Why isit important to be able to alter the money supply?
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AP M acr oeconomics
Chapter 13, p. 272-275

Demand for Money
Two reasons for demanding money:

Transaction demand Asset demand
OMedium of exchange Ostore of value
Ovariesdirectly with GDP Ovariousinversaly with GDP
% %
I D, |
n n
t t
e e
r r
e e
s S D,
t t

Total Demand D,,
OCombining thetwo creates the total demand for money and portrays the money
market and determines the equilibrium interest rate.

[ S Money Market... supply of money isavertical line since
% monetary authorities (FED) and financia ingtitutions have
provided the economy with a certain stock of money.
The Price axisistherate of interest and $3$ is the amount of

money demanded at that rate.
Dm

. S1S Response to a Shortage of Money...if the

| m= =m supply slipsback to S 1, people will adjust by

% selling some financia asset like bonds causing the

< price of bondsto fall since there will be agreater
supply of bonds than demand. The supply of
money does not change because one person will
gain cash by the sale but another will lose to pay

M for the bond.

101

R

L ower bond prices are associated with higher interest rates...theyield of the
bonds has risen when prices fall and this causes an increase in interest rates (5% to
7% on graph). A higher interest rate will raise the opportunity cost of holding
money that firms and households want to hold. So the change in interest rates move
upward along the D,, and reduces the $$ of money demanded. Equilibriumis
restored.
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S. S.2 Response to a Surplus of Money...if the supply
pushes outward to S, 2, people will adjust by
buying some financial asset like bonds causing the
price of bonds to rise since there will be a greater

5 demand for bonds than supply. The supply of
3 I\ money does not change because one person will
D losecash by the sale but another will gain by
% selling his bond.

Higher bond prices are associated with lower interest rates...theyield of the
bonds has fallen when prices rise and this causes an decrease in interest rates (5%
to 3% on graph). A lower interest rate will lower the opportunity cost of holding
money that firms and households want to hold. So the change in interest rates move
downward along the D,,, and increasing the $$ of money demanded. Equilibrium is
restored.

||Think About This! ||

How isthe equilibrium interest rate in the money market determined?

How might each independently of these affect the transaction demand for money
and the equilibrium interest rate

a. the expanded use of credit cards

b. a shortening of worker pay periods

c. anincreasein nomina GDP
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AP M acr oeconomics
Chapter 13, p. 276-280

Federal Reserve System

Established by an Act of Congressin 1913. It isthe system that coordinates
commercia banking operations, regulates some aspects of al depository institutions and
oversees the United Sates Money Supply.

TheDepository I nstitutions Deregulation and Monetary Control Act of 1980
expanded the ability of thrift ingtitutions to create money as the commercial banks, but also
put them under regulatory control of the FED.

Theprimary goal of the FED isto adjust the money supply to meet the
needs of the economy. Through its control of the size of the money supply, the FED has
the ability to influence the levels of employment and pricesin the economy. It can also be
part of policieswhich alleviate the problems of unemployment and inflation.

The organizational structure of the FED includes:

Open mar ket BOARD OF
c?ommittee s GOVERNORS

‘ Advisory
Councils

12 Federal Reserve
—
Banks and 25 Branches

{

Commercial Thrift
Banks Institutions
The Public:

Households and Businesses

» The Board of Governor sare seven members appointed by President, approved
by Senate for 14-year terms. Alan Greenspan is current chairman. He acts as spokesman
and isleader in setting pace of monetary policy for the economy. The Board develops
objectives and policies that are consstent with the stated goals. The current goalsinclude
low interest rates that will stimulate investment spending and |ow rates of inflation to protect
the value of the nation’sincome.

* TheOpen Mar ket Committeeincludes Board members and 5 of the district
bank presidents who authorize the buying and selling to government securities by the FED.

» TheFederal Advisory Council include 12 commercia bank presidents from the
12 districts and offers advice on the nation’ s financial situation to the Board.

» The12 Federal Reserve District Banks (and 25 branches) are the central bank
of the US and serve as “bankers bank”. They deal with commercia banks and thrifts;

they enforce the Board policies, and operate as independent entities which are owned by
their member banks.
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* Functions of the FED include:
OProvides banking servicesfor financia ingtitutions
« supplies currency from member bank accounts with FED
* processes checks through its check-clearing system
* holds member bank reserves and other deposits
* makesloansto financia ingtitutions when necessary
* provides wire transfer services (ETS)
OBanker to the Federal Government
» maintains the Treasury Department’ s checkbook
» issues and redeems government bonds and other securities
O Supervises and regulates the nation’ s banking system
» establishes rule of behavior for banking system
» shares responsibility with Comptroller of the Currency and Office of
Thrift Supervision
OManages the Supply of Money and Credit
* responsibility to see that money and credit supply are matched to demand
* uses three tools:
Reserve requirement, Discount Rate and Open Market Operations
* Federal Reserve Independence

Pros Cons
ONeedsto be free from political influence | OUndemocratic not to elect members who
to be effective have such power
OCite other country’s high rates of OL egidative and Executive branches have the
inflation as being related to their lack of responsibility to promote romote growth and
independence maintain stability...but not the tools.

OFear pressure on Congressif they had OVoterstry to blame Congress and the
the power to regulate the money supply President though they have no control over
OFew understand that the high rates are FED action

necessary at times to control inflation O Some say that the FED policy isoftenin
conflict with the fiscal policy of Congress.

» Recent Developments

OMany kinds of financial institutions offer checkable deposits and banks and
thrifts (traditional institutions) are losing market share. Table 13-2 on page 281 showslist.

OExpansion of services has enlarged the market for these services—home equity
loans, low-or-zero down payments, ATM machines, Internet banking and telephone banking
areall new services of the 90's.

OConsolidation of the banking and thrift industry through mergers are
expected to continue. In 1999, there are 4500 fewer banks than in 1990.

OTherecent repeal of the Glass-Steagal Banking Act has changed the
landscape of the financial servicesindustry. Banks can merge with non-bank
operations...but critics argue that this might cause problems in hard times.

Olnnovationsin computer and telecommunication technology will mean a
trend toward globalization of financial markets. Capital flows can happen in a nanosecond
and cause aquick turn-around like in Asiain 1997-98.

OElectronic cash and “smart cards’ arethe future. Banking serviceswill be
paperless and direct deposits of paymentsisaready reality. You will find on your college
compass next year that your ID can be *loaded” with cash and you can it at various
locations. Theworry isthe amount of E-cash that is created by private firms and the fraud
that might result.
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AP M acr oeconomics
Chapter 14 p. 287-288

Balance Sheet approach

A balance sheet is a statement of assets, liabilities and net worth. Assetsare
items of economic value; liabilities are debts or obligations, and net worth is the equity
remaining.

A balance sheet must “balance’. The Assets must be equal to the Liabilities
plus the Owner’s Equity.

Assets= Liabilities+ Net Worth

How Banks Create M oney!

» Bank Customers deposit money in their checking accounts. This transactions
createsaLIABILITY for the bank since they have the obligation to repay the depositor his
funds.

* Fractional Reserve Banking System ... legally permits financia institutionsto
hold less than 100 percent of their deposits as currency in their vaults.

OGoldsmithsin the Middle Ages were the first to use this method when they issued
gold receipts when people stored gold with them. the recel pts began to circulate and the
goldsmiths began to issue more “money receipts’ as interest-bearing loans to merchants as
confidence grew.

OOur system today has two characteristics:

» money cregtion and reserves. banks can create money but they are
restrained by the FED’ s power to set reserve regquirements.

» bank panics and runs: confidence is the key in our system since thereis no
gold or other metal that backs our currency. Prudent laws, good enforcement and FDIC
insurance are ways that confidence is maintained.

* Financial institutions are required to keep a fraction of their depositson
reserve to cover withdrawals and to maintain alevel of confidence in the monetary system.
Thisfraction is set by Congress and regulated by the Federal Reserve System. Thislegal
reserveiskept in the bank’ s vault or in the vault of the District FED bank. The Current
legal reserve requirements and the Congressional statutory limitsare listed in Table 14-1, p.
290.

Type of Deposit Current Requirement Statutory Limit
Checkable Deposits
$0-49.3M 3% 3%
Over $49.3 M 10% 8-14%
Noncheckable nonpersonal 0 0-9%
savings and time deposits

* A bank can loan out its excess reser ves to credit-worthy customers. This process
will create an asset since customers must repay the loan according to the terms given.

» Usually abank does not loan out all of its excess reserves—" good”
customers or loan purposes are hard to find OR other investment opportunities may be
more lucrative.
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AP M acr oeconomics
Chapter 14 p.288-296

A SINGLE COMMERCIAL BANK

Transaction 1: Creating A Bank

New owners obtain a charter and sell capital stock in anew bank which raises cash
to begin operations. The cash is an asset; the capital stock represents the stock holder’s
worth.

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $250,000 [ Capital Stock $250,000 |

Transaction 2: Acquiring Property and equipment

The Board of Directors of the new bank purchase a building and equipment needed
to begin operations. The building and equip is an asset; the cash is reduced by the amount
of the purchase

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $ 10,000 Capital Stock $250,000
Property 240,000

Transaction 3: Accepting deposits

Customers begin to make deposits to checking accounts they have opened. These
are called demand deposits since the bank must give the money to the customers when
asked. Cashisincreased by the amount of the deposit and a liability called Demand
Depositsis created.

Balance Sheet of a Bank (partial) ||

ASSETS = LIABILITIES& NET WORTH
Cash $ 110,000 Capital Stock $ 250,000
Property 240,000 Demand Deposits 100,000

Up to this point, the money supply has remained the same since these transactions only affect the
composition of the money supply. Cash held by customers has been exchanged for another “kind” of
money—checking accounts. Currency held by the bank is not counted as part of the money supply.

Transaction 4: Separating L egal Reserves from Excess Reserves

The FED requires banks and thrift institutions to keep alegal reserve aside from the
amount customers deposit. Thislegal reserve can be kept on deposit at the FED district
bank inwhich thisbank islocated. For thisexample, 20% isthe legal reserve requirement
set by the FED. To facilitate this example, we will just have the bank divide itsreserveinto
Required Reserve (20% of demand deposits) and Excess Reserves (available for loans and
investment)

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $ 10,000 Capital Stock $ 250,000
Property 240,000 Demand Deposits 100,000
Legal Reserve 20,000
Excess Reserves 80,000
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Transaction 5: Clearing a Check drawn on one of the bank’s Demand
Deposits.

Customers write checks to pay bills and make purchases. When the bank receives
the check from amerchant or through the FED’ s check clearing service, the amount of
Demand Deposits is decreased, and the legal reserve/excess reserve amounts will change as
well. In the example, the amount of the check was $5,000. (legal reserve is reduced by
$1,000—20% of $5,000; excess reserve is reduced by $4,000)

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $ 10,000 Capital Stock $ 250,000
Property 240,000 Demand Deposits 95,000
Lega Reserve 19,000
Excess Reserves 76,000

Up to this point, the money supply has remained the same since these transactions only affect the
composition of the money supply. Cash held by customers has been exchanged for another “kind” of
money—checking accounts. When they pay bills, they are moving money through the economy not
creating any new money. Currency held by the bank is not counted as part of the money supply.

Money Creating Transaction of Commercial Banks

Transaction 6: Granting a L can

Customers often want to borrow money to buy goods and services like cars and
homes; businesses want to borrow to build new plant facilities or expand their business.
Banks can loan out funds up to the amount of their excessreserves. They will judge each
loan applicant on their previous financia record and their current ability to repay theloanin
time. In our example, let’s assume aloan of $76,000, the total of our current excess
reserves. Theloan customer receives the fundsin the form of a new demand deposit.
Demand deposits rise to $171,000 ($95,000 +$76,000), the bank has a new asset in the
form of aLoan ($76,000) which will be repaid. Excess reserves are reduced by the amount
of the loan ($76,000)

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $ 10,000 Capital Stock $ 250,000
Property 240,000 Demand Deposits 171,000
Lega Reserve 19,000
Excess Reserves 0
Loan 76,000

The money supply has been increased since a new demand deposit has been
created from the excessreserves held by the bank. Theloanee' s10U has replaced the
excess reserves and he will write checksto pay for anew car or whatever. Asthe checks
covering the entire loan are cleared, the demand deposits will fall back to the pre-loan
amount, but the new money has been used to purchase goods and servicesin the
economy—increased Money Supply.

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $ 10,000 Capital Stock $ 250,000
Property 240,000 Demand Deposits 95,000
Legal Reserve 19,000 The bank will need to wait for new
Excess Reserves 0 demand deposits before it can make any
Loan 76,000 mor e loans. It does not have any excess
I eSer ves.
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Transaction 7: Repaying a L oan

When customers repay |oans, the opposite happens—money supply is decreased.
If theloanisrepaid in alump sum, the Loan asset account returns to zero, the demand
deposit of the loanee (used to pay the debt) is reduced by the amount of the exchanged
IOU. Money supply decreased because the |oanee has given up money (from his checking
account) but reclaiming his 1OU which is not money. The new total for Demand Deposits
will mean $3,800in legal reserve and $ 15,200 in excess reserves.

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $ 86,000 Capital Stock $ 250,000
Property 240,000 Demand Deposits 19,000
Lega Reserve 3,800
Excess Reserves 15,200
Loan 0

Transaction 8: Buying Government Securities

When a bank buys Government bonds from the public, the effect isthe same as
lending the money. Assume we have the data after Transaction 5, and the bank buys a
government bond from abond dealer. It gets an asset—Securities in the amount of $50,000.
It gives the bond dealer $50,000 in a demand deposit, which rises to $145,000.

Balance Sheet of a Bank (partial) |

ASSETS = LIABILITIES& NET WORTH
Cash $ 10,000 Capital Stock $ 250,000
Property 240,000 Demand Deposits 145,000
Lega Reserve 19,000
Excess Reserves 76,000
Securities 50,000
Asthe checks drawn on the demand deposit of the bond dedler are cleared, the demand

deposits will fall back to the pre-loan amount, but the new money has been used to obtain
for the bank an asset. Bond Purchases from the public (like a bond dealer) increase
the money supply in the same way as lending to the public. Securities (not money)
are exchanged for Demand Deposits (new money).

Transaction 9: Selling Government Securities

When abank sells government securities to the public, the money supply is
decreased. The securities (not money) is exchanged for money coming out the economy,
since buyers are writing checks or giving up their cash.
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The Banking System: Multiple Deposit Expansion

The commercia banking system can create money, by amultiple of its excess
reserves. Multiple lending is possible even though each bank in the system is limited by the
dollar amount of their own excess reserves.

Three assumptionsin this discussion:

1. Reserve Ratio—20%

2. All banks “loaned out” 3. New loans are deposited in another bank.

Bank Acquired Required Excess Reserves | New Money
Reserves and Reserves Created
deposits

Bank A $100.00 $20.00 $80.00 $80.00

Bank B 80.00 16.00 64.00— 64.00

Bank C 64.00 12.80 51.20 51.20

Bank D 51.20 10.24 40.96 40.96

Bank E 40.96 8.19 32.77 32.77

Bank F 32.77 6.55 26.22 26.22

Bank G 26.22 5.24 20.98 20.98

Bank H 20.98 4,20 16.78 16.78

Bank | 16.78 3.36 13.42 13.42

Bank J 13.42 2.68 10.74 10.74

Bank K 10.74 2.15 8.59 8.59

Bank L 8.59 1.72 6.87 6.87

Bank M 6.87 1.37 5.50 5.50

Bank N 5.50 1.10 4.40 4.40

Other Banks 21.97 4,40 17.57 17.57

Total Amount on Money Created 5 $400.00

The Money Multiplier
» Asan entire system, $400.00 of new money was created by the initial
deposit of only $100.00, $80.00 of which wasthe excessreserve. The $400.00isa

multiple of the $80.00—5 timesthe initial excess reserve amount.
» TheMoney Multiplier or demand-deposit multiplier exists because the reserves
and depositslost at one bank are received by another, magnifying excess reservesinto a

larger creation of demand-deposit money. m = /R
Om =_1 monetary multiplier equals the reciprocal m = 1/.20
R of the Reserve Requirement m=5

OFinding the maximum amount of new demand deposit money (D) by using:

D= EXmM maximum new money equals excess reserves
multiplied by the money multiplier D =E xm
D=$80x5
D =$400

» Complications:
Currency Drains—some borrowers want cash instead of DD
Excess Reserves—do banks fully loan out excess?
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Objective Of Monetary Policy

» The fundamental objective of monetary policy as practiced by the Federal Reserve
Banks... isto assist the economy in achieving a full-employment, noninflationary level of
total output.

» TheFED usesitstoolsto ater the economy’s money supply to stabilize aggregate
output, employment and the price levdl.

* Monetary policy entailsincreasing the money supply during arecession to stimulate
spending, and to restrict it during inflation to constrain spending.

Tools of Monetary Policy
Open Market Operations

The FED acts as the buyer and seller of US government securities. It isthe most important
and most used tool of monetary policy.

Open Market Buying Securities Selling Securities

Operations

Commercial Banks | OCB gives | OFED paysfor OFED OCB reserves are
up part of its | these securities by givesup reduced in their
holdings of increasing the securities | account with FED
securitiesto | reservesof CB to CB
FED

The Public OCustomer | OCB collectscheck | OFED OFED collectsthe
givesup fromFED inform | sells check drawn on CB
security to of increased reserves| securities | and reducesthe
FED and gets to reserves held.
acheck customer
drawn on who pays
FED account; witha
; customer check
deposits drawn on
check in CB their

account at
CB
Effects

Buying Securities...FED is potentially increasing the money supply by providing more
excess reserves for money creation. When the banks loan out their excess, they create new demand
deposits

Selling Securities...FED is potentialy decreasing the money supply by providing fewer
excess reserves for money creation. Lower bank reserves means that the banking systemis
restricted in the amount of new money creation.

Bond Pricesand Interest Rates...bond prices and interest rates are inversely related.

» When EED s buying bonds, the demand for them increases: price of bondsrise and
their interest ratesfall. Lower interest rates causes banks and other bond holdersto sell them to
the FED.

» When EED is selling bonds, the increase in the supply of bonds in the market, causes
price of bondsto fall and their interest ratesto rise. Higher interest rates causes banks and
other bond holders to buy them from the FED since bonds are now a better investment.
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The Reserve Ratio

The FED control theratio of legal reserve to demand deposits. Thistool aidsin maintaining

confidence in the “fractional” banking system .

Raising Reserve Ratio

L owering Reserve Ratio

* Increases the amount of $ required to be withheld
from loaning and investment activity.

* Decreases the amount of $ required to be
withheld from loaning and investment
activity.

* Diminishesthe ability of abank to make new
loans and increase the money supply—Iower
excess reserves are now available.

* Increasesthe ability of abank to make
new loans and increase the money supply
—(Qreater excess reserves are now available

» Banks would need to recetve new demand
deposits or they may be forced to foreclose on
loans to be compliant.

» Banks can 1ssue more loans if they have
customerswilling and able; they may have
new funds for investments

The Discount Rate

The FED can make short-term loans to its member banks. It will act asthe “lender of last

resort”.

Raising the Discount Rate

L owering the Discount Rate

» CB will be discouraged to borrow at higher rates

» CB will be encouraged to borrow at lower
rates

* CB will not increase thelr excess reserves

» CB may choose to increase their excess
reserves

» Money creation will be decreased because fewer
new loans are given

» Money creation could be increased
because more new loans are given

Easy Money policy:

Goal: Cheap, available credit Increase the money supply
Actions: | :* FED will buy government « FED will lower the legd * FED will lower the
bonds from banks and the reserve ratio discount rate
public charged to member
banks
Results: | Olncrease the bank excess An increase In the money The amount of the
reserves, and banks can supply will lower the change will be
make mor e loans. interest rate, causing dependent on the
Investment to increaseand | size of the Income
equilibrium GDP torise. | Multiplier
(UYMPS)
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Tight Money policy:

Goal: Restriction of credit, Decrease the money
higher costs supply

Actions: | :» FED will sl * FED will raisethelega | « FED will raise the discount
government bonds reserve ratio rate charged to member banks
from banks and the
public

Results: Decrease the bank OA decreasein the The amount of the change will

excess reserves, and

banks will refrain
from making new
loans asold loans are
repaid.

money supply will raise
the interest rate, causing
investment to decrease,
with the resulting lower
aggregate demand

restraining demand-pull
inflation

be dependent on the size of the
Income Multiplier (1/MPS)

Relative Importance:
OCentral bank borrowing by commer cial banks at discount rateisvery small,
mostly in response to open market operations involving buying and selling of bonds

OTheeffectiveness of the discount rate as atool depends on theinitiative of the
commercial banksto increase reserves and make loans

OChangesin thereserverequirement israre sinceit hasimmediate effects on the cash
balances held by the FED for commercia banks; this can lower profit if the rate isincreased.

OThe use of open market operationsisthe quicker tool to use and the method that
has also immediate effect. In today’ s money markets, the Federal Open Market Committee
(FOMC) meets every 6 weeks to debate and set interest rates. They will often change the Federal
Funds Rate which is an interbank overnight rate.
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* Equilibrium GDP and Price Level: Cause and Effect Chain

AD, AS
m 2 Sm 3 PL
% % % \ AD,
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m 1

of1 of of 10 Py [ K5 ~—
N | nvestment
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e P ¢ —
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TheMoney Market I nvestment Demand Equilibrium GDP and Price Level

* TheMoney Market is where the demand for money and the supply of money are used to determine quantity of money and a % of
interest stated asarea % of interest. In Chapter 10, we learned that real rates of interest isimportant in investment decisions.

ORecall from Chapter 13 that the total demand for money isrelated to transaction and asset demand. Thetransaction
demand is directly related to the level of GDP and the asset demand is related inversely to the interest rate since the rate is the opportunity
cost of holding money. An increase in GDP will shift D™ to the right and adeclinein GDP will shift to the l€ft.

OThevertical S™ is some fixed amount of money determined by the FED. Theinterest rate does not determine the location
of S™ though the FED’ s monetary policy can have some effect.

* Investment Demand shows the inverse relationship between the interest rate and the $ of investment undertaken. We assume that
investment decisions are more likely to the influenced by interest rates changes than consumption spending is influenced. Astherate
changes, the $ amount of investment changes in the opposite direction.

* Equilibrium GDP and the Price L evel shows that investment spending changes influence the position of the AD curve. Lower
interest rates cause more investment spending which raise the AD since Investment is a component of the AD. Higher interest rates cause
lower investment spending which lowers AD.
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Monetary policies for Recession and I nflation

Easy Money Policy | Tight Money Policy
Problem: Unemployment and Recession Problem: Inflation
FED buys bonds, lowers reserve FED sdlls bonds, raises reserve requirement,
requirement, or lowers the discount rate or raises the discount rate
Excess Reserves increase Excess Rgew&s decrease
Money supply rises Mone&supply fals
Intef Rate Falls Interi Rate rises
Investment Spending increases Investment Spending decreases
Aggregate Demand increases Aggregategemand decreases

Rea GDP rises by amultiple of theincrease  Inflation decreases as the price level falls
in investment

Refinements and Feedback
* Policy Effects:

OThesteeper the D™ curve, the larger will be effect of any given changein the
money supply upon the rate of interest.

OAny given changein the interest rate will have alarger impact upon
investment—and hence the equilibrium GDP—the flatter the investment-demand curve.

OA specific change in monetary policy will be most effective when the demand
curve for money and the investment demand curve isrelatively flat.

* Feedback Effects:

Olnterest rate, working through the investment-demand curve, is an important
determinant of equilibrium GDP.

OThelevel of GDP isadeterminant of the equilibrium interest rate.

OThislink isrelated to the transaction component of money-demand that depends
directly on thelevel of nominal GDP.

O Resault: Theincrease in the GDP which an easy money policy brings about will
in turn INCREASE the demand for money, tending to partially offset or blunt the interest-
reducing effect. OR

OResult: Thetight money policy will tend to reduce the GDP, and this will
DECREA SE the demand for money and tend to dampen theiinitial interest-increasing effect
of the tight money policy.

* Monetary policy and Aggregate Supply

OThe effect will depend on whereinitial and changed equilibrium points are located
on the aggregate supply curve. M ovement within the horizontal range of ASwill gain
full benefit of multiplier without inflation. If economy isat near or full employment,
changesin AD will have alimited effect.
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* Strengths of Monetary Policy
O Speed and flexibility (even on adaily basis with actions of the FOMC)
Ol solation from political pressure (works more subtly, more politically palatable)
OSuccesses of 80'sand 90's:
1. monetary policy cure for 13.5% inflation in 1980 to 3.5% in 1983
2. monetary policy moves ended 1990-91 recession since huge budget
deficitsnegated fiscal policy curves
3. current FED and FOMC policy to “foresee’ inflation and use monetary
policy as preventive instead of curative has given usthe longest
period of prosperity in our this century.

» Shortcomings and Problems

OLess Control? The ease of money transfer, E cash and smart cards, and the flow
of money through global markets can complicate monetary policy-making

QCyclical Asymmetry: Easy money policy isnot as easy to affect! Banks are not
forced to make loans when excess reserves rise. This may mean that moving the economy
out of recession and low employment may be more difficult than * cooling off” the
economy.

QChangesin velocity: An easy money policy will increase velocity (turnovers) since
the cost of holding money islower. A tight money policy will work in the opposite
direction.

Olnvestment impact: Factors such as business conditions or other incentives play a
part in where the investment-demand curveis set.

Olnterest asIncome: interest isinversaly related to interest-sensitive consumer
goods and investment for capital goods, but househol ds and businesses are al so recipients
of interest income which will influence spending.

* For those who pay interest asan expense, arisein interest ratesreduces
spending and afall in interest rates increases spending.

* For those who earn interest asincome, arisein interest ratesincreases
spending, while decline will reduce spending.

Recent Focus: The Federal Funds Rate

TheFederal Funds Rateistheinterest rate which banks charge one another
on overnight loans. The FOMC has recently used this rate to effect changesin monetary
policy.

But...the FED does not set the Federal Funds rate or prime rate. Each is established
by theinteraction of lendersand borrowers. The FED can change the supply of excess
reserves in the banking system and so it can obtain the market rates it wants.

* Toincrease the Federal Fundsrate, the FED sells bonds, excessreserves are
reduced, lessening the amount available for overnight loans. This rises the Federal Funds
Rate. Thelower excess reserves also means less borrowing and less growth in demand
deposits. Other rates (prime for example) rise as well.

* To decrease the Federal Funds rate, the FED buys bonds, excess reserves are
increased, increasing the amount available for overnight loans. This lowers the Federa
Funds Rate. The higher excess reserves may mean more borrowing and growth in demand
deposits. Other ratesfall aswell.

71



AP M acr oeconomics
Chapter 15, p. 322-324

Monetary Policy and International Trade

O|n chapter 12, we learned Fiscal Policy may be weakened by an accompanying
net export effect which works through changein (a) interest rates (b) in international value
of the dollar (c) exports and imports.

OWith Monetary Policy, the net export effect works to strengthen monetary
policy actions. Exchange-rate changes which occur in response to interest-rate change act to
increase the effect.

Monetary Policy and Net Export Effect

Easy Money Policy | Tight Money Policy
Problem: Unemployment and slow growth Problem: Inflation
Easy money policy (lower interest rate) Tight money policy higher interest rate)
Decreased foreign demand for dollars Increased foreign demand for dollars
Dollar Depreciates Dollar Appreciates
Net Expclts Increase Net Exports Decrease
Aggregate Demand Increases Aggregate Demand Decreases
Effect: Effect:
Strengthens Easy Money Strengthens Tight Money

OMonetary policy can also work to aid in reducing trade deficits since an easy
money policy and lower interest rates causes net exports to increase and thisaids in moving
the trade balance closer to equality.

OBut...atight money policy with higher interest rates causes net exports to
decrease and thiswill push the trade deficit higher.

And so... Easy money Policy alleviates a trade deficit, but aggravates a
trade surplus.

Tight money policy aggravates a trade deficit, but alleviatessa
trade surplus.
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Extending Aggr egate Supply Analysis
Short run : period in which nominal wages ( and other input prices) remain fixed asthe price level
changes. Inthe short run, workers may not be aware that inflation has affected their real wages and they do
not adjust thelir labor decisions. Long -term union contracts are also a cause of this short run occurrence.
Long run : period in which nomina wages ( and other input prices) are fully responsiveto
changesin the price level. Workers gain information about their real wages and do ask for higher wagesto

adjust. AS,, ASgr,
L AS, PL ASggr,
....... ASqqs
Real GDP Real GDP

Short Run Long Run

Short Run AS curveis pogtively Long Run curve isvertica because nomina wages
doped because nominal wagesstay  eventually change by the same amount as changein the PL.
constant as PL changes. Increasesin A pricelevel change will move the AS curve leftward and a
the price level will move aong AS, new equilibrium is established.

and show changesin the Real GDP.  Connecting the dots will give usthe vertical AS,

AS,
P AS,
r e
i Equilibrium
c
e in the extended AD-AS model occurs at
the intersection of AD and the long run AS
L and the Short AS.  Q, isthe amount of
e AD Real GDP.
Y
e
Q. Real GDP
Demand Pull Inflation:

P
r Short Run Increasein AD shows
i b as the new output and price level
C at p2
e

Long Run: Nomina Wagesrise
L AD? and ASmovesto left and GDP
e returnsto previous level, But...H
Y, AD rises even more to p3!
e
I

Q Real GDP
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Cost Push Inflation:

Leftward Shift in AS, showsb as
the new output and pricelevd at p,
caused by a changein input prices.

If government triesto push economy
to full employment by pushing AD to
dotted line, aninflationary spiral will
occur...p; at Q.

If government lets the recession take

its course, nominal wages will fall and
Real GDP returntoa...p, at Q,
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AS

Sr

AS2, Recession
L eftward Shift in AD showsb asthe
new lower output and price level at p,
— caused by alower level of spending.

Thisdeclinein the price level will
D eventualy shift the AS, to AS2, Price

& level deciinesto p, and Q returnfo Q,

a c.

Qs

Real GDP
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The Phillips Curve

AS
Basic Idea:
* Larger theincreasein AD, the
higher the rate of inflation and the greater
\ theincrease in Real GDP.
\ * Real GDP and unemployment
rate are inversely related, so...
* the opportunity cost of reducing
AD;  unemployment is higher inflation and the
= N— AD opportunity cost of reducing inflation is
1 2 higher unemployment
P, —AD, Given AS,,, high rates of inflation
should be accompanied by low rates
D, of unemployment

Mo —=T
e

— o< O

O. O. 0. O. Real GDP
potential output

LR Phillips
curve

Rate /
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SR Phillips
a  curve

°?

Real GDP Unemployment

>
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N
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In the short run, changes in aggregate demand are movements a ong the short-run aggregate supply
curve

= |f Aggregate Demand moves upward (point c to a), price level risesand Real GDPrises. Thisis

reflected as a new point on the short-run Phillips curve showing higher rate of inflation and higher
unemployment.

= |f AD movesdown (point b to a), price level fallsand Real GDP falls. Thisisreflected asanew
point on the short-run Phillips curve showing lower rate of inflation and lower unemployment.

In thelong run, the actud price level equals the expected price level and output is at potentia output

with unemployment at its natural rate. This occurs at points a, d and e on the LR Phillips curve.

= To compensate for a higher than expected price level, (expansionary gap) Labor shortages and
dissatisfaction with lower REAL wages will lead to higher wagesin the next round of negotiation.
The SR AS curve will shift up (due to higher costs) to coincide with point d returning the economy
to its potentia output. The higher AD here will have no lasting effects since the price level increase
is not matched by adecline in employment.

= To compensate for lower than expected price level, (recessionary gap) Labor surpluses and firms
gaining advantage in labor negotiations will force lower wagerates. The SR AS curve will shift

right (due to lower costs) to coincide with point e returning the economy to its potential output.
Both pricelevel and unemployment fall.
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Stagflation... suggests that the Phillips curve shifted to aless desirable position that negates the
tradeoff between inflation and unemployment. Examine Figures 16-8 showing that in many years of
1970's and early 80’ s the economy experienced increasing inflation and rising unemployment

Aggregate Supply Shocks... may be one explanation. Rapid and significant increases in resource
prices which push AS to the |eft. The OPEC-induced price increases for oil in the 1970’ s are an example.
Agricultural problems, depreciated dollar, arise in wages following the wage-price control of mid 70's
combined with declining productivity also caused the situation.

P AS, A$s2 A leftward shift of
r AS, AS, will causethe
! pricelevel to

c increase and

e decrease Real GDP
| T causing

o AD unemployment.

%

e

I

— Real GDP

In the later 80 and 90’ s, the effect of high unemployment and hence smaller increasesin wages
were coupled with foreign competition that held down prices and wage. This seemed to be the demise of
stagflation. Deregulation and the decline of OPEC’ s power pushed the rates back closer to the earlier
tradeoff picture. The As,, shifted back to its old position and the AS,, adjusted.

Natural Rate Hypothesis

Thisidea questionstheinverserelationship between % of inflation and % of
unemployment. The Natural Rate believers view that the economy is stable at the natural rate of
unemployment. Recall that the rate of unemployment existing when cyclical unemployment is zero isthe
full-employment rate—the economy operates at its potential output. They feel that the incorrect Phillips
Curve view led to misguided attempts by government to push the unemployment rate below its natural rate
causing inflation.

» Adaptive Expectations view: their view will use aLong-Run Vertica Phillips curve. (Figure
16-9, p. 340) Expansionary monetary and fiscal policy may temporarily boost profits, output and
employment. But nominal wages will rise, reducing profits and thereby negating the short run gain.

» Rational Expectations Theory: It contends that businesses, consumers, and workers
understand how government policies will affect the economy and anticipate the impactsin their own
decision making. Fiscal and monetary actions will quickly be read and businesses, consumers, and workers
think rationally and caused the opposite effect intended.

Changing I nter pretations

The Phillips curve relationship of the 1960’ sisin disfavor. Most economists today accept the idea
of a short-run tradeoff perhaps lasting afew years. Most believe that adverse supply shocks can cause
periods of rising unemployment and rising inflation.

The decade of the 1990’ s when the US enjoyed the greatest period of economic growthin its
history, unemployment reached an 30-year low of 3.7%, well below that most economists judge as the
natural rate. Inflation was tamed in the mid-decade period and remained low till the new century. Some
suggest that the FED under the wisdom of Alan Greesnspan learned more about controlling inflation.
Others suggest that the surplus budgets of the later 1990’ s coupled with the gainsin productivity helped
the economy to grow at low rates of inflation and higher rates of employment.
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Supply-Side Economics
* Supply siders manipulate aggregate supply by enacting policies designed to stimulate incentives
towork, to save and invest (including measures to encourage entrepreneurship).
OThese may include tax cuts which they feel will increase disposable incomes, thus
increasing household saving and increase the profitability of investments by businesses.
OMarainal tax rates are most relevant to decisions to undertake additional work; after-
tax earnings are the incentive. Lower marginal tax rates will induce more work and this
will increase productive effort.
OToo many transfer disincentives erode incentives to wor k. Unemployment and
welfare programs are cushioning the effect of these troubles and act as disincentive.
Recently legidation has changed the face of the welfare programs across the states.

n

L affer Curve...
shows therelationship
between tax rates and

Tax
tax revenues

Rate
m

)y Maximum revenue

O  —
| Tax Revenue

Up to point m, higher tax rateswill result in larger tax revenues. But still higher tax
rateswill adver sely affect incentivesto work and produce, reducing the size of the tax
base and reducing tax revenues. Lower tax rateswill lessen tax evasion and avoidance, and
reduce government transfer payments.

BUT...

—some people will work mor eif taxes are lowered

—demand-pull inflation likely sincetax cuts will stimulate AD and overwhelm
effect on AS

—L affer assumed we were at point n (abovetheided); other s disagr ee where the
economy; in 1993 the increases in marginal tax have generated large increasesin tax
revenues.

Overregulation

Government regulation istarget of supply-siders; it adversely affects productivity and
As, |
Olndustrial regulation—gives firms monopoly power and keeps costs higher
OSocial regulation—pollution, product safety, worker health, equal accessto
opportunity will cost more

Reagonomics

* Substantial deregulation, a 25% tax cut over 3 yrs (lowered rate from 50% to 28%)
* Large declinein inflation and interest rates, long peacetime expansion, surgein
entrepreneurship

BUT...little evidence that program led to positive impacts on savings and
investments; savings rate dropped and productivity did not rise after 1983. Laffer curve
predictions did not occur; high deficit spending for defense caused the crowding out effect.
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Disputesin Macro Theory and Policy

Classical View:
» ASisvertical and determines the output at Q, AS
» AD isstable and determines the price level aslong
money supply is stable

* If AD isunstable, prices and wages adjust

« Here the shift to AD? shows that the price

level declines

— o< O® —O®O —T =T

Keynesian View:

* Product prices and wages are downward

inflexible

» ASishorizonta up to Qf then becomes vertica

» AD isungtable; changesin AD will have no
effect on PL

« Movement from AD* to AD? reduces the AS y
Real GDP but the PL remains constant.

®mo — = T

AD2 AD1
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Qu Qf
Real GDP

What causes Macro I nstability?

Mainstream View: Keynesian Based
» Changes in Investment spending which changesin AD and/or Supply shocks which change AS
» Aggregate Expenditures: C+G+lg+Xn = GDP
* Investment spending subject to “booms and busts’” and the effect of the multiplier cause AD to
swell and can lead to demand-pull inflation
* External eventsor artificial supply restrictions boost prices of key imported resources and raise
per unit cost. AS decreases and destabilizes the economy and causes cost-push inflation.
» Changes in the money supply will affect the supply of money changing interest rates, changing
investment undertaken, affecting GDP and AD. Keynesians view monetary policy as a stabilizing
factor.

Monetarist View: New Classical

* Focus on money supply; markets are competitive; market system gives a high degree of macro

stability.

* Accept classical view of flexible prices and wages AND no government interference.

* Claim that government has caused the instability—minimum wage laws, pro-union legidation,

farm price supports, and pro-business monopoly legislation—most limiting competition.

» Equation of Exchange: MV = PQ
MYV represents total amount spent (M ismoney supply; V isvelocity)
PQ represents total amount received by sellers  (Pispriceleve, Q isphysical volume)
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Thedollar value of total spending hasto equal the dollar value of total output.

* Velocity is stable—the factors dtering it change gradually and predictably. People have a stable
desire to hold money relative to other financial assets, holding real assets or buying current output. The
factors depend on the level of nomina GDP. GDP/M =V.

* If V isstable, changesin M directly lead to change in nominal GDP (PxQ). When M rises, and V
is stable, then people use the additional M to buy the current output stimulating directly GDP.

* Inappropriate monetary policy isthe single most important cause of macroeconomic instability. A
change in the money supply directly affects AD, causing demand-pull inflation or deflation.

Self Correcting Economy

New Classical View—Adaptive and Rational Expectations
Economy self correctswhen unanticipated events divert it from its full-employment level of Red

GDP. ASr ASZS
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°
&
(@]
1)
®o—=7

. 1
L pl ................................ ;ﬁ L AD
e | ——AD* ¢ — AD?
v : v
° o2 e
I —
Q Real GDP ! Q4Q3 Qq Real GDP
Effect of an increase in AD-Expansionary Gap Effect of an decrease in AD—Recessionary Gap
Movement from AD1 to AD2 first moves economy from Movement from AD1 to AD3 first moves economy from a
ato b. Price level rises and then self-correction to ¢ by tod. Pricelevel falls and Then self-correction to e by
shifting left to AS2. shifting right to AS3.

Rational Expectation Theory (RET) believesthat unanticipated price-level changes cause
change in real output in the short run but not in the long run. Market participants immediately

change their actions in response to anticipated price level change such that no changein real
output occurs.

M ainstream economic view of Self-correction

M ainstream economists accept someideas of new classicals, but they maintain that wages
and prices are downward inflexible. There is ample evidence that thisis true especially for long periods.
It may take the economy years to move from recession back to full-employment output. They believe it
will take fiscal and monetary help..

* In the second diagram, when AD shiftsto AD3 (caused by, they say, achangein
investment). The Price Level is stable at P1 so the economy will not moveto e asthe RET says.
Mainstream believe it will move asif on ahorizontal AS curve and moveto f. Red output will declineto
arecessionary level of Q4.

* Downwar d inflexible wages are caused by wage contracts and minimum wage laws. Firms
do not wish to reduce wages and risk low morale, or losing a skilled worker to another firm.

OEfficiency Wage theory is another idea here. Greater work effort, lower supervision costs,
reduced in job turnover are the benefits of paying higher wages for the firm.

Olnsider-Outsider relationships may aso keep wages up. Insiders (those not losing work
because of recession) would resent the outsiders ( those losing work during recession) who might be
induced to return to work for lower wages. Harassment and lack of cooperation might resullt.

* Self-correction might occur but it will take much longer than RET.
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Policy rulesor Discretionary fiscal and Monetary Policy?

Policy rules. supported by Monetarists and Rational Expectationists

* Policy Rules will reduce instability; preventing government from “managing” AD.

* Monetary rule: direct the Fed to expand the money supply each year at the same annual rate as
the typical growth of the economy’s productive capacity. The FED would use its tools to ensure that the
nation’s money supply grows steadily by some percent each year.

AS 1
P ASL o AS, 2 An increase in the money supply to match the
r \ increase in potential GDP would shift AD
i rightward to AD, at the same pace as the shift
c inlong-run ASto As, 2. Thusthe economy
e would experience growth without inflation
P or deflation.
L AD,
e Py AD
Vv 1
e
I

Q Q, Redl GDP

* Other pointsof discussion for policy vs. fiscal or monetary include:
OChanges in Money supply directly change AD according to monetarists.
ORET saysthat monetary or fiscal policy is*“read” by the public and they react to cause the
opposite effect with instantaneous market adjustments. They want balanced budgets.
O Government should be passive not intentionally running deficits or surpluses.
OMonetarists oppose deficits and feel crowding out effect is the result of such. Printing money to
finance expansion (like achangein Money Supply) isonly temporary and aboost in wages would
soon follow to combat the inflation.

In Defense of Discretionary Stabilization Policy

Mainstream Economists oppose a monetary rule and a balanced-budget amendment. They believe
that fiscal and monetary policy aretools for achieving and maintaining full employment, price stability and
economic growth.

OMonetary ruleisflawed because velocity is not always stable as monetarists claim and a
change in the MS in the quantity equation (MxV=PxQ) does not always make AD change is velocity could
a'so be moving.

OMainstream feel that the FED’ s tight money policy can affect investment spending to put a stop
to demand-pull inflation caused by an move in AD beyond the range of AS movement. An easy money can
expand the economy in the same way.

OMainstream uses fiscal policy to keep recessions from deepening and inflation from expanding.
Crowding out in their view is not a serious problem. It should be held in reserve and used if monetary
policy is not effective.

OThe effects of a requirement to balance the budget T,
during arecession are shown here. A declinein Real GDP T,
will automatically create abudget deficit of ab. If requiredto G&T «—
balance the budget the government must do one of the following: a / G,

* enact a combination of tax increases and spending cutsso that the
new lines intersect at GDP year 2.

Each of these measuresis contractionary and will further reduce
Real GDP. GDP GDP Real GDP

year 2 yearl

« shift the tax line upward to T, so that it intersects at a
« shift the government spending line downward to G, to intersect at b / / l
b G
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Success with monetary and fiscal policy actions are:
* Tight money policy dropped inflation from 13.5% in 1980 to 3.2% in 1983.

» Expansionary fiscal policy reduced unemployment from 9.7% in 1982 to 5.5 in 1988.
 Easy money policy help the economy recover from 1990-91 recession.

* The prosperous mid 1990’ s have been in part attributable to good policy management. The FED
has been diligent in watching for signs of inflation yet keeping the economy on the long-term growth path.

Summary of Alternative views
New Classical Economics
Issue Keynesian Monetarism Rational Supply-side
Based expectations Economics
View of the private Potentialy Stable inlong run[ Stableinlong run May stagnate
economy unstable at natural rateof | at naturd rate of without work,
unemployment unemployment saving and
investment
incentives
Causeof observed | Investment does Inappropriate | Unanticipated AD| Changesin AS
stability of private | notequa saving| monetary policy | and AS shocksin
economy causing changes the short run
in AD; AS shocks
Appropriatemacro | Activefiscal and] Monetary rule Monetary rule | Policiesto increase
policy monetary AS
How changesin By changing By directly No effect on By influencing
money supply affect interest rates, changing AD output because | investment and thus
the economy changing which changes | price-level changes AS
investment and GDP are anticipated
real GDP
View of velocity of Unstable Stable No consensus No consensus
money
How fiscal policy | ChangesAD and No effect unless No effect on Affects GDP and
affects the economy GDPviathe money supply output because pricelevel via
multiplier changes price-level changey  changesin AS
are anticipated
View of Cost push | Possble (wage-| Impossibleinlond Impossibleinlong  Possible (tax-
inflation push, AS shock)| runinabsenceof| runin absence of transfer
excessvemoney| excessive money disincentives,
supply growth supply growth | higher costs dueto
regulation)

Think About This!

Explain the difference between “active” discretionary fiscal policy advocated by mainstream

economists and “passive” fiscal policy advocated by new classical economists.

Explain“ The problem with a balanced-budget amendment isthat it would, in a sense, require active
fiscal policy—but in the wrong direction—as the economy dides into recession.
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Deficits and Debt: Definitions

A budget deficit isthe amount by which the government expenditure and the government
revenuein aparticular year.

TheNational or Public Debt isthe accumulated deficits and surpluses of the government
over time. Thisisonly debt of the US government, as most state and local governments by law
must balance their budgets.

Budget Philosophies

In Chapter 12, we learned that discretionary fiscal policy isatool of economic stabilization.
Isit good to incur deficits? surpluses? or must we balance the budget each year.

» Annually balanced budget...is not economically neutral. Itispro-cyclical.

OThink what would happen to the power of Congress to stabilize the economy in a period
of recession. Running a deficit can aid the economy by adding to AD raising the level of Resal
GDP. Losing the boost of a deficit budget could deepen arecession or make it longer.

Olnaperiod of inflation, a surplus budget could aleviate some pressure on the price level
asthelevel of government spending and/or the rise in tax rates would reduce AD and lower the level
of Real GDP. An annualy balanced budget would make inflation worse since government
spending or tax rates would not change.

O Some may argue that this type of budget would be good because deficits are politically
motivated. In election years, every candidate wants to win votes and is unlikely to think of the fiscal
irresponsibility. They do not want voters to realize that “enjoy now, pay later” isthe strategy.
Some think that deficit spending is out of control. There has been support for the Balanced Budget
amendment mostly from “uninformed” politicians.

* Cyclically balanced budget...baances the budget not over 12 months, but over the
business cycle. Thiswould be counter-cyclical.

Oln the recessionary phase, government would lower taxes and increase spending, incurring
adeficit.

OAt the peak where inflation might be present, government would raise taxes and reduce
spending, and use the surplus to retire the debt incurred in the previous recessionary cycle.

OThe problem is that the business cycle phases are not of equal duration or magnitude. The
need for deficit may be greater than the need for surplus. The business cycleis not realy
predictable.

* Functional Finance...abalanced budget is not asimportant as the purpose of Federal
Finance—to provide for noninflationary full employment.

OThefocus of concern is the devastating effects of recession and inflation. Deficits and
surpluses are not important, and if they happen so what?

OThe best way to finance government spending depends on economic conditions. The goal
isto achieve macroeconomic stability and growth.

* Worries about Functional Finance...overcome!

OUS tax system is based on personal and corporate income tax which automatically rises
when the economy expands. A deficit that succeedsin raising GDP will be self-liquidating.

OTaxing power of Congress and the FED ability to increase the money supply can finance
any deficit.

OA large Federal debt isless burdensome that some think.

Public Debt: Factsand Figures
e Table 19-1, p. 388 showsthe numbers! By 1997, the Federal National Debt was $5.4
Trillion. GDP for that year was $8.1 Trillion. (in current dollars)
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* Why so large?

OWars—In WW2, most of the war bills were paid by selling bonds to the public.
This also diverted some of the earned income from spending and held down the price level and
aided in allocating resources to war goods.

ORecessions—the built-in stabilizer function of the federal budget causes tax
collectionsto fall in times of recession. If spending is not cut, deficits occur. The Great Depression
was such atime. If the funding for the New Deal had not been assigned, the misery level probably
would have gone even lower.

OTax cuts—the Economic Recovery Tax Act of 1981 under the Reagan
Administration did not make offsetting reductions in spending. This condition caused a structural
deficit. When the tax cutstook effect, the recession of 1980-82 generated rapidly increasing annual
deficits. Asspending rose, the tax revenue did not reach the amount needed even when the
economy was close to full employment. Later, huge sums were needed to bail out the failed savings
and |oan associations.

OLack of palitical will—politiciansfind it hard to cut programs like entitlements.
Differing views of various constituent groups make it hard to convince anyone that tax increases are
needed to fund the programs everyone wants. The Deficit-reduction Act passed in 1993 shows that
some ideas can work. With its passage, the US has enjoyed two years of surplus. But now, the
argument centers over what to “fund now with our new available funds’!

* Why no fear?

ODebt and GDP—Though the debt has increased, the relative size of the debt to GDPis
much lessin 1997 than in 1950. The absolute growth flgure (doubled in 10 years) ignores the
growth in wealth and productivity of US economy.

Olnternational Comparison—US s good compared to others in terms of % of GDP.

Olnterest Charges—interest is now fourth largest itemsin Federal Budget, and it fluctuates
with interest rates. Taxes equal to 3.0% of GDP are used to pay interest on national debt.

OOwnership—Figure 19-1, p. 391 shows that less than 2/3 of public debt is held outside
the Federal government; more than 1/3 is held internally by Federal agencies and FED. Foreigners
hold 23%.

OAccounting and Inflation — numbers are not really what they appear! Use of a capital
budget accounting plan would reduce the size of the deficit, counting infrastructure spending as
growth in capital. Use of depreciation counting methods would also change the numbers. Inflation
benefits debtors. A rising price level reduces real values and creates an “inflationary tax” to reduce
deficits and public debt.

* Why befearful?

Olnterest rates are akey determinant of Investment and are critical to economic growth.

OWhen the federal government deficit spends and adds to the national debt, they must
finance this activity by selling government bonds. These bonds are attractive to investors since the
US government supports them — they compete for savings dollars and hence fewer dollars reach the
financial market for investment loans. Thiswill raise interest rates in the loanable funds market and
have a negative effect on investment spending which can lower Real GDP. Thisiscalled
CROWDING OUT.

Olnthe early 1980's, when huge deficit spending needed to be financed, the US Treasury
sold many bonds, raising market interest rates. Foreigners wanting to gain the advantage of the
higher interest rates, exchanged their currency for dollars causing the US currency to appreciate.
That makes it more expensive for foreignersto buy our exports, but cheaper for our citizens to buy
imports. This caused a huge negative Trade Deficit—Net exports were negative. Foreign
investment in the US increased and we “ surrendered” some control of our economy to foreigners.
Further, return on foreign investment in US flows back abroad.

Think About It

Doesit matter if the US government uses deficit spending to finance improvement in our
infrastructure or to pay for items of current consumption like farm supports or retirement benefits?
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Economic Growth
» Growth Economics examines factors which expand an economy’ s productive capacity over
time.
» Economic growth isdefined and measured in two related ways:
1. theincrease in real GDP which occurs over aperiod of time
2. theincrease in real GDP per capitawhich occurs over time
» Usually calculated in terms of annual percentage rates of growth, economic growth iswidely
accepted economic goal . A growing economy isin asuperior position to meet new needs and resolve
socioeconomic problems both domestically and internationally. Growth lessens the burden of scarcity. We
can consume more while still increasing our capacity with new capital investment if the strategy isto
encourage growth.
*» Growth can be modeled using the Production Possibility Curve.

Capital v Economic Movement from ato b shows
Goods Growth Economic growth—a shift of the
b PPC reflected asa changein
a productivity.

Consumer Goods

* I ngredients of Growth
Supply factors: quality and quantity of natural resources
increasesin quality and quantity of human resources
increasesin the stock of capital goods
improvements in technology
Demand factor: Full employment of resources which require agrowing level of AD
Efficiency factor:  Productive Efficiency (least costly way)
Allocative efficiency (society’s optimal mix of products)
* Real GDP viewed as product of quantity of labor inputs multiplied by labor productivity.
- =
1. Size of employed labor force

2. Average hours of work Labor Inputs (hours of work)

1. Technological advances Real Domestic
2. Quantity of Capital Output

3. Education and training Labor Productivity (average

4. Allocative efficiency output per hour)

5. other

Dennison Study

» Edward Denison examined sources of growth in US real national income, 1929—1982. This data
is updated to 1997.

Sour ces of growth Percent of total growth
(2) Increase in quantity of labor 33
(2) Increasein labor productivity 67

Technological advance 28

Quantity of capita 20

Education and training 12

Economies of scale 8

Improved resource allocation 8

Legal-human environment & other —9
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» The most evident conclusion from the dataisthat productivity growth has been the most
important for ce underlying the growth of real domestic output and national income. Increasesin the
quantity of labor account for only about one-third of the increase in real national income over this period;
the remaining two thirds is attributable to rising labor productivity. Here, again, technological advanceis
more the 40% of the gain.

* Over thelast 130 years labor productivity has grown an average of 2.1% per year. Output per
hour of work is about 15 times greater today than in 1870. Research like the Dennison study suggest that
the quality of labor and capital is much moreimportant than the quantity of these resources. Rates jumped
after World War Il continuing to about 1973. Growth was slow in the decade of the 1980’ s averaging less
than 2% per year. But beginning in the mid 1990’s, rates of growth rose as shown in thistable.

Years Avg. Growth in Productivity Annual Real GDP
Growth
1973-81 0.7% 1.1%
1981-90 1.3% 1.8%
1990-96 1.2% 1.3% .
1996 2.0% only 3
1997 T.9% 34% Quarters
1998 2.7% 6.1%
1999 2.5% 4.1%
2000 3.4% 4.1%
2001 2.0%* 0.3%*

A “New Economy” ?

Boostsin productivity rates rose based on innovations in computers and communications coupled with
global capitalism. Stable energy pricing, increased research and development budgets, downsizing of
corporate workforces, higher wages for college grads, baby boomers are more productive, expanding export
markets are all reasons cited for the growth of the mid 90’ s period. Some economists like Paul Romer
suggest anew model of growth emerging. Think back to the Waves of Innovation materialsin Chapter 8.
Has growth been spurred before by some new idea? Isthere a New Economy as some has dubbed it?
Only timewill tell! Maybe you will be the future economist that winsthe Nobel Prize for
explaining the New Economy Theory!
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Extending the AD-AS Model to Growth
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Economic Growth in the Extended AD-AS model
Lon%run and short run Aggregate Supply has increased over time
(AS™to AS- and AS™ to AS¥?), while Aggregate Demand has
shifted rightward. These combined shifts show Economic
Growth—increase in Real GDP to Q, accompanied by some degree
of inflation to PL,

Growth in theUS

» Growth in the US has been at the annual average rate of 3.1% since 1948.

* Real per capita GDP gain has been nearly 2% annually since then.

* The numbers hide these facts:
OlImproved products and services—a measure of improved well-being
OAdded L elsure time—average work week has been reduced from 50 hours per
week to 40 or so.
OEnvironmentd effects—adverse effects on the quality of life may be the price we
pay for economic growth
Olnternational Comparisons—US does not grow as faster as others, but we are
already much bigger.

Growth Policies
» Demand Side—fiscal and monetary policies directed to insure full production and capital
accumulation
* Supply Side—education and training policies, tax policies, and other pro-growth
initiatives to raise productivity over time.
» Examples:

OFED’s monetary policy that has given the US low interest rates, low inflation, high
employment and balance surplus government budgets

Oretraining of workers who have lost to foreign competition

Otuition credits for college students—Hope Scholarship

OIRA’sand tax policies to encourage savings and investment

Ogovernment spending for infrastructure and research

Otrade agreements which foster specialization and comparative advantage to expand trade
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Facts of International Trade
» The US enjoys an increasing amount of trade. Exports in 2000 were 12% of GDP at about $1.1T;
Imports in 2000 were about $1.4T. The US has had in the past 20 years a trade imbalance or deficit ($375
B in2000). The USdollar is strong against many foreign currencies making it cheap for American citizens
to buy foreign goods.
» The USis dependent on the world economy for a number of items, yet the world is aswell dependent on
the US. (p. 698)
* International trade is a substitute for the international mobility of resources.
* International trade is subject to political interference and controls.
BasisOf Trade
» Why nations trade is related to two points:

ODistribution of economic resourcesis uneven.

OEfficient production requires different technol ogies and combinations of resources

OCapitd intensive vs. labor intensive vs. land intensive?
* Specialization And Comparative Advantage
OTotal output would be greatest when each good is produced by the nation which hasthe lower
opportunity cost.
OSpecialization can be profitable in terms of output. It resultsin mor e efficient allocation of world
resources.
OComparative Advantage isthe ability to produce an item at a lower opportunity cost. Resources
are scarce, so that one can only produce more of one product by taking the resources away from another. It
means that total world output will be greatest when each good is produced by the nation which hasthe
lowest domestic opportunity cost.
OAsaresult of trade, countries that trade products based on their own specialization will have more of
BOTH products (produced and traded for)

Graphical analysis:

Country Outputsbefore | Outputsafter | Amt exported Outputs Gains
Specialization | Specialization | (—) or available after from
imported (+) trade Trade
Country A | 18 whesat 30 wheat —10 wheat 20 whesat 2 wheat
12 coffee 0 coffee + 15 coffee 15 coffee 3 coffee
Country B | 8 wheat 0 wheat + 10 wheat 10 wheat 2 whesat
4 coffee 20 coffee —15 coffee 5 coffee 1 coffee
Coffee Coffee
These two PPC show the
combinations of coffee and
whest that can be produced by
12 each of these countries without
trade assuming constant
opportunity cost 4
18 3 Wheat
USA Wheat Brazil
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OTermsof Trade...the exchange ratio between goods traded. This ratio explains how the gains from
international specialization and trade are divided among the trading nations;_it depends on the world supply
and demand for the two products. Because the US in this example wants both coffee and whest, it must get
more than aunit of coffee for each unit of wheat or it will not benefit since 1IW=1C. Brazil must get one
unit of wheat by exporting some amount less than two units of coffee since 1IW=2C.

IW=1C in USA and 1W=2C in Brazil arethe cost conditions
Let’s say that world supply and demand for the products sets terms of trade at 1W=1.5C. The USA
exports 10 units of wheat to Brazil and in return Brazil exports 15 tons of wheat to USA. Will the

countries trade at that exchange ratio?

Note in the graphs above, USA gained 3 coffee and 2 wheat with trade; Brazil gained 1 coffee and 2
wheat. Isthis better than when they ignored each other and produced only domestically? Check the table!

Note that each country has expanded its production possibility frontier with trade. Thisisthe
equivaent of having more and better resources or discovering new production methods.

Who Benefitsand Who IsHurt By Foreign Trade

BENEFITS
Consumer Benefits

» Consumers benefit from foreign trade
by being able to consume products that
would not be available without trade.

» Consumer benefit by being able to
purchase many products at lower cost
than if they were no foreign trade both
because of the lower prices of imported
goods and because of competition from
imports holds down the prices of
domestic goods.

Producer and worker benefits
» Domestic industries that use imported
inputs benefit.
» Export industries, their workers,
and their suppliers benefit from
the sales to markets abroad.

LOSSES

I mport-competing firms' and

workers' losses
» Competition from imports can be costly to the
domestic firms and their workersin lost sales
and lower prices.
* These costs are smilar to the costs of competition
from new domestic producers or from new substitute
products.

Mobility of capital and labor
* The costs of free trade to import-competing firms
and workers can be minimized by mobility of
capital and labor to alternative employments.

Domestic consumer s of export industries
The export of part of the output of an industry
tends to raise the price of the good to domestic
consumers.
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TradeBarriers

Revenue Tariffs

taxes placed on imported goods not produced domestically

Protective Tariffs

taxes placed on imported goods to shield domestic producers from
foreign competition

Import Quotas

guantity restrictions on imported goods

Voluntary Trade
Restraint

guotas that an exporting country places on its own products

Government Subsidy

payments to domestic companies which allow for production at
lower cost

Non-Tariff Barriers:

Product Standards and

health and safety rules to guarantee minimum standard of quality

Regulations which are often disguising an import quota

Red Tape bureaucracy involved in exporting products to a particular country;
licensing is an example

Dumping charging aprice for exported good that is below the actual cost of

production to undercut the competition

Economic Impact of Tariffs

* Direct Effects:

Odecline in consumption since the price is higher with less competition
Oincreased domestic production spurred by higher price in the market

Odecline in imports caused by lower consumption of foreign good
Ogovernment gains portion of what consumers lose by paying more for the good

e [ ndirect Effect:

Opromote the expansion of inefficient industries which do have the comparative advantage and
cause the contraction of those industries which do have the comparative advantage.

Graphic Analysis:

World Price

S a—increasein producer

b& f—increasein
producer revenue just

with tariff

offset by increased cost of
production
c—qgov't revenue from the

surplus
* [\

World Price

/|

tariff
d—Ioss of consumer
D surplus
b—higher marginal cost

b& d—net welfarelossto

Q> QT QT” Q°

society
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Economic Impact of Quotas

* Animport quotaisalegal limit on the quantity of a particular commodity that can be imported.

» Same effect astariffs except that the revenueis not gained by the domestic government but rather
isagain for the foreign producer.

*» Generally, an import quotawill shift the supply curve to the left causing a higher price than the
world price.

CASE FOR PROTECTIONISM

OMilitary self sufficiency Olncrease Domestic employment
ODiversification for stability Olnfant-Industry Argument
OProtection against “ dumping” O Cheap Foreign Labor

INTERNATIONAL TRADE POLICIES
OReciprocal Trade Act of 1934 OGenera Agreement on Tariffs and Trade (GATT)
O European Economic Community(EU) ONorth American Free Trade Zone (NAFTA)

World Trade Organization now provides the legal and institutional foundation for the
multilateral trading system. It offersthe platform for trade rel ations between member countries
through collective debate. It handles disputes involving dumping and export subsidies between
trading partners.
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Balance of Payments and Foreign Exchange

* A nation’s balance of payments records al the transactions that take place
between its residents and the residents of aforeign nation. These include: merchandise
exports and imports, tourist spending, purchases and sales of shipping and insurance
services, interest and dividend payments received, purchases and sales of financia or red
assets, and so on.

A simplified balance sheet for the US might look like this:

Figures shown in billion (1996)

Current Account

US goods export $+612

US goods imports —803

Balance of Tradein Merchandise $—191

US exports of services +237

US imports of services —157

Balance of Tradein Services +80

Balance on goods and services $—111

Net Investment income +3

Net Transfers —40

Balance of Current Account $—148

Capital Account

Foreign purchases of Assetsinthe US +157

US purchases of Assets Abroad —376

Balance of Capital Account +141
Official Reserves Account +7

$0

The current account includes:

* Balance Of Trade in merchandise exports and imports ($—191)

* Balance Of Trade in services exports and imports ($+80)

* Net Investment income is the difference between dividend and interest payments coming
into and going out of the US ($+3)

* Net transfersreflects net aid and grants both public and private between the US and the
rest of the world. Thiswould include foreign aid given to foreign nations by US and
pensions paid to people living abroad. ($—40)

The capital account includes:

* Redl investments are direct purchases of real estate and businesses.

* Financid investments are direct investments like stocks and bonds that reflect indirect
clamson physical assets.

* Purchases of US assets would create a demand for dollars and would be a positive entry in
the capital account.($+157)

* Purchases of foreign assets by Americans would create a supply of dollarsin exchange
for foreign currency and would be a negative entry in the capital account. (—$376).

The official reserve account represents:

» the exchange of foreign exchange reserves when the balance on the capital account does
not offset the balance on the current account.

* A positive number indicates an export of foreign exchange reserves which represents a
decrease in US officia holdings of foreign exchange. (+$7)
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Balance of Payments:

* A deficit occurs when the sum of the balances of the current and capital accountsis
negative

* A sur plus occurs when the sum of the balances of the current and capital accountsis
positive

* Persistent deficit balance of payments are troubl e since reserves were be depleted in time.
Some policies to correct the problem are: currency depreciation, trade barriers, reduction of
budget deficits to lower interest rates, easy money policy by the FED and others.
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Foreign exchange is foreign currency needed to carry out international transactions. The exchange
rate is the price of one currency measured in terms of another currency. Rates are determined by the
interaction of the households, firms, private financia institutions, government and central banks that buy
and sell foreign exchange.

Freely floating (flexible) exchange rates

Thedemand for any currency is $ Price of S

downs oping because as the currency Foreign

becomes less expensive to obtain, peoplewill Currency

be able to buy more of that nation’s . . .
Goods & Servicesand thereforeneed more Lo : The inter section will
of that currency. : bethe exchangerate.

Thesupply isupsoping because asiits price
rises, holders obtain more of their currencies
more cheaply and will want to buy more
important goods and therefore give up more
of their currency to obtain other currencies.

D

Quantity of Foreign Currency

oS

» Depreciation—value of currency hasfallen; it takes more units of that country’s currency to buy
another’s currency. Example: If the Rate had been $2 for 1 £ but now the rate is $3 for 1£, the dollar
has depreciated.

% Appreciation— value of currency hasrisen; it takes fewer units of that country’s currency to buy
another’s currency. Example: If the Rate had been $2 for 1 £ but now the rate is $1 for 1£, the dollar
has appreciated.

Deter minants of Example Depreciates Appreciates
exchanger ates:
Changesin tastes Japanese autos decline in popularity | JapaneseYen Dollar
inUS
German tourists flock to US German mark Dollar
Changesinrelative England isin recession; itsimports | Dollar Br. Pound
incomes declinewhilethe USisgrowing
increasing US imports
Changesinrelative Germany experiences a 3% inflation | Dollar German Mark
prices rate compared to US 10% inflation
rate
Changesinrelative FED raises interest rates while Bank | Br. Pound Dollar
interest rates of England does not
Speculation Currency traders believe France will | French Franc Dollar
have more rapid inflation than US
Currency tradersthink that German | German mark Dollar
interest rates will plummet relative to
US. rates
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Graphic analysis:

Sl

£lper $ S

These

two

graphs T

aelinked " |~/

sincethe :

labels are !

opposite !

! D

. .

’ Qof £ Qof $
 England isin recession; itsimports decline while the US is growing increasing US imports.
» The DEMAND for £ increases, » The SUPPLY for $ decreases, causing
causing the $/per £torise and Q of £ the £/per $ torise and Q of $ to
to increase showing that the dollar has decrease showing that the dollar has
depreciated. depreciated.

Any increase in the demand for foreign exchange or any decrease in its supply, other
things constant, causes an increase in the number of dollarsrequired to purchase one unit of
foreign exchange, which is a depreciation of the dollar.

$lper £
Sl

Dl D D
¢ Qof £ ’ Qof $
» FED raisesinterest rates while Bank of England does not.
The DEMAND for £ will decrease The SUPPLY for $will increase
causing the $/per £tofall and Q of £ causing the £/per $tofall and Q of $
to fall showing an appreciation of the to rise showing an appreciation of the
dollar. dollar.

Any decrease in the demand for foreign exchange or any_increase in its supply, other
things constant, causes a reduction in the number of dollarsrequired to purchase one unit of
foreign exchange, which is a appreciation of thedollar.
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% Appreciating (Strong) Dollar—dollar is currently exchanging for more foreign currency.
Olmports are cheaper for Americans OEXxports are more expensive for foreigners

% Depreciating (Weak) Dollar—dollar is currently exchanging for less foreign currency.
Olmports are more expensive for Americans OExports are cheaper for foreigners

% Strong dollar helps: Businesses who import foreign goods for resale and American tourists and
business people in foreign countries

s Strong dollar hurts: Business who export foreign goods for resale and American tourists and
business peoplein foreign countries

% Strong dollar makesthetrade deficit wor se since imports grow and exports decline.

L)

Flexiblerates have the ability to automatically correct theimbalance in the balance of payments.

If there isadeficit in the balance of payments, this means that there is a surplus of that currency
and itsvalue will depreciate. Asdepreciation occurs, pricesfor goods and services from that country
become more attractive and the demand for them will rise. At the same time, imports become more costly as
it takes more currency to buy foreign goods and services. With rising exports and falling imports, the

deficit iseventually corrected.
S
$ Price of /
Foreign \ C

Using a Flexible Rate Exchange Currency
System X
A shiftin D to D* would cause a
US balance of payments deficit ab;
it would be corrected by achangein
exchangerate noted at cwhichis
higher than x

Quantity of Foreign Currency

Disadvantages of Flexible Rate Exchange

1. Uncertainty and Diminished trade resultsif traders cannot count on future prices of exchange  rates
2. Terms of trade may be worsened by a decline in the value of anation’s currency

3. Unstable exchange rates can destabilize an economy especialy if exports and imports are alarge part of
the GDP.

Fixed Exchange Rates
* Rates that are pegged to some set value like gold or the US dollar.
» Official reserves are used to aleviate imbalance in balance of payments since exchange rates
cannot fluctuate
* Trade policies must be used directly to control the amount of trade and finance
» Exchange controls and rationing of currency are bad for 4 reasons.
1. distorts trade patterns,
2. involves discrimination among importers,
3. reduces freedom of choice by consumers,
4. black market rates develop unless policed.
» Domestic macroeconomic adjustments are more difficult until fixed exchange. A persistent trade
deficit may call for tight monetary policy and fiscal policies to reduce prices, which raises exports and
reduces imports, but this can also cause recession and unemployment.
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