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CHAPTER 1


INTRODUCTION

Chapter Outline

· Introduction to macroeconomics

· The long run and short run 

· Economic models and the real world

· A first look at the AD-AS framework

· Unemployment and inflation  

· Actual and potential GDP

· Economic cycles

Changes from the Previous Edition

Only minor modifications have been made to Chapter 1. All figures involving actual data have been updated, as has been Table 1-1, and a paragraph has been added to indicate how the NBER defines a recession. 
Introduction to the Material

Chapter 1 provides an overview of the key concepts covered in the textbook. It also outlines the different time frames that are used to describe the economy in the aggregate. The very long-run model focuses on the growth of productive capacity and ignores fluctuations in employment and output. This is important when trying to explain why some countries have higher average growth rates (and thus higher living standards) than others. In the long run, fluctuations in demand relative to the level of productive capacity determine the level of prices. But in the very short run, the level of output is determined by aggregate demand alone, while prices are not affected by changes in aggregate demand. The medium run describes the transition between the short run and the long run. In this case, economic policies or disturbances affect the rates of inflation and unemployment simultaneously, and the speed at which prices adjust is critical for analyzing the effects of the disturbances or policy changes.

The behavior of the economy can be analyzed using the AD-AS model. Three different AS-curves are presented here, each describing a different time frame: the vertical AS-curve describes the very long run, the horizontal AS-curve describes the very short run, and the upward-sloping AS-curve describes the medium run. The AD-AS framework is a very simplified representation of the real world that cannot describe the behavior of all people and enterprises in an economy. However, it serves very well to explain how economic disturbances affect output, employment, and prices, and how policies can be used to mitigate economic disturbances. 

To understand the behavior of the economy as a whole, students must learn some basic concepts. Among the concepts presented in Chapter 1 is GDP, that is, the market value of all final goods and services currently produced in a country over a certain time period. A nation's 
GDP changes as the amount of available resources and the efficiency with which these resources are used changes. Since the level of nominal GDP can change simply due to inflation or a change in population, real GDP per capita is often used as a measure for the standard of living in a country. But even real GDP per capita is not a perfect measure for people's welfare since it does not take into consideration such things as changes in the distribution of income, environmental quality, or leisure activities. 

The performance of the economy is generally judged by three broad measures: the growth rate of output, the unemployment rate, and the inflation rate. The trend path of output is the path that real GDP would take if all factors of production were fully employed (also known as potential GDP). Actual GDP generally tends to be below this trend path, since in most years the factors of production are not fully employed. The output gap measures the size of these cyclical deviations and is defined as the gap between potential GDP and actual GDP. This gap grows during recessions when unemployment increases. In periods of exceptional growth, like in the late 1990s, actual GDP can become larger than potential GDP, so the GDP gap can actually become negative. Section 1-2 discusses how inflation, growth, and unemployment are related through economic cycles, that is, patterns of expansion and contraction in economic activity around the trend path of GDP. 

Knowing the speed with which prices adjust is critical in understanding the workings of the economy, and much economic research is devoted to this subject. The Phillips curve shows an empirical relationship between changes in inflation and the unemployment rate in the medium run. The question of whether there is a useful trade-off between unemployment and inflation is of considerable importance for the implementation of macroeconomic stabilization policies, and there is much controversy among economists about the usefulness of the Phillips-curve. 

Suggestions for Lecturing

Most students won’t have opened the textbook before coming to the first class session. However, as upper-level students of economics, they should not be ignorant of current economic issues and their elected officials’ views on them. The first day of class is a good time to remind students to pay attention to the economic news in newspapers and other media. One way to start a course in macroeconomics is to ask students to define and list the current levels of some key economic variables. It is important for students to have at least an idea of the approximate magnitude of variables such as nominal and real GDP, the rates of inflation and unemployment, the sizes of the national debt, the budget deficit and the trade deficit, money supply (M1 and M2), the discount rate and the prime rate. Starting the course this way indicates to students that it is important to follow the current state of the economy. This approach has the additional advantage that students will have the definitions and values of these variables as the very first entry in their notes and can easily refer back to them as needed for class discussions.
Chapter 1 provides some tables and figures that show recent trends in output growth, inflation, and unemployment. But students should also be encouraged to look at other sources of economic data. For example, the Economic Report of the President provides an enormous amount of historical data, including an assessment of the state of the economy in the Annual 
Report of the Council of Economic Advisers. Other good sources include the Statistical Abstract of the United States, the Survey of Current Business, and periodicals such as Economic Trends by the FRB of Cleveland and National Economic Trends and Monetary Trends by the FRB of St. Louis. Several other Federal Reserve Banks publish journals that discuss current macroeconomic issues. Most students prefer to look for data on the Internet and all of the sources mentioned here are accessible on the Internet. For example, the data needed to solve the empirical problem at the end of this chapter should come from the official web site of the Federal Reserve Bank of St. Louis, that is, http://researchstlouisfed.org/fred2. Another very comprehensive source of data and helpful links is www.rfe.org.
Instructors may want to arrange a tour of their campus library to point out the sources that are available there. There also is an enormous wealth of information on the Internet including the sources listed at the end of Chapter 2. The best way to encourage students to make use of these types of resources is to assign appropriate class projects.

Since Chapter 2 will start out by discussing GDP measurements and price indexes, some instructors may want to discuss some of the economic indicators that are most often used in assessing the current position in the economic cycle and assign Chapter 2 simultaneously with Chapter 1. Students will be more interested and motivated if they know how to interpret new economic developments and how to make predictions of where the economy may be headed based on the news they read in the newspaper. 

Instructors may want to require students to read a newspaper or magazine such as The Wall Street Journal, Bloomberg/Businessweek, or The Economist on a regular basis. If the class size is fairly small, a student may give a report once a week for a few minutes on some recent macroeconomic issue she or he has read about in one of these publications. Requiring students to give such reports may take some class time but it pays off in terms of a more lively class environment. Students who keep up with financial and economic news on a regular basis are generally more active in class and demonstrate greater insight in answering their homework and examination questions. Another good way to make students work with actual data is to assign a country project, that is, ask students to collect data from a foreign country and then use these data to assess the economic performance of the country. 

Most students should be at least somewhat familiar with the key concepts presented in Chapter 1 from their introductory macroeconomics course, and discussion of this chapter helps the instructor get a sense of what students have retained. Ample time should be given to the discussion of the different time frames or economic situations for which the vertical, horizontal, and upward-sloping AS-curves are most useful. 

· The very long-run AS-curve is vertical, that is, output is determined by aggregate supply alone.

· The very short-run AS-curve is horizontal, that is, output is determined by aggregate demand alone.
· The medium-run AS-curve is upward sloping, that is, fluctuations in aggregate supply or aggregate demand can determine actual output and the price level under the assumption that productive capacity is given.

In this framework, the effects of changes in aggregate demand on output and prices depend largely on the slope of the AS-curve. Macroeconomic stabilization policies have different effects on economies in different circumstances; prices remain fairly fixed in periods of high unemployment but tend to rise fairly rapidly when the economy is close to full employment. 

Although the AD-AS framework is a very rudimentary tool for explaining real world events, for many students this analysis is probably still the most intuitive way to show how prices and output are affected by economic disturbances or policy measures designed to mitigate them. Most will remember the AD-AS diagram from their introductory macroeconomics course, but it may be useful to stress again that there is a significant difference between the demand and supply analysis they use in their microeconomics classes and the aggregate demand and aggregate supply framework in a macroeconomics class. 

It is always helpful for students to learn early on that there are no clear-cut answers to many of the questions that this course will address, and that economists’ interpretations of events and proposals for solutions often vary widely. Students should be aware of the historical and economic situations that lead to the development of different macroeconomic theories and should understand that new theories continue to be formulated. 

It is beyond the scope of this chapter to go into details about the different schools of macroeconomic thought, but it is worthwhile to broadly outline some of the major advances in macroeconomic thinking. For example, out of the Great Depression in the 1930s came John Maynard Keynes' General Theory. Keynes questioned Adam Smith's and the classicals’ contention that the free market, if left alone, would lead to an optimal allocation of resources and that unsatisfactory outcomes are only temporary. He also advocated government intervention, mainly fiscal stimulation of aggregate demand, as a way out of a deep recession. 

Much earlier Karl Marx also questioned the free market approach, believing that capitalism would lead inevitable to a class struggle. His views remain controversial and are often neglected in textbooks, but some instructors may want to make reference to Marx, especially if they plan to discuss the developments in Eastern Europe in recent decades. After many years of an economic system that was based to a large degree on Marx's theories, Eastern European countries started to embrace capitalism, but had to undergo a painful adjustment period. 
In the 1960s, monetarists, led by Milton Friedman, challenged Keynes' views, stating that unstable monetary growth is the primary cause of economic fluctuations. Monetarists tend to favor minimal government intervention and advocate the control of money supply as a way to keep inflation low. 

The new classical school, which includes Robert Lucas, Thomas Sargent, Robert Barro and others, emerged in the 1970s. The neo-classicals believed that government intervention has little value for stabilization policy. Consumers and firms make rational decisions using all available information and, as a result, wages and prices adjust and markets clear rapidly. In their view, most unemployment is voluntary and attempts to affect the unemployment rate are likely to be counterproductive.

In the 1980s, economists including Larry Summers, Gregory Mankiw, George Akerlof, Ben Bernanke and others moved beyond the Keynesian tradition. These new Keynesians believe that markets do not clear easily because of the information and adjustment costs involved. They try to 
provide a theoretical explanation for the slow adjustment of wages and prices and suggest that a better understanding of the wage and price adjustment may lead to more successful activist policies designed to stabilize the economy.

The late 1970s and early 1980s also saw the emergence of supply-side economists such as Arthur Laffer, Paul Craig Roberts and others, who advocated tax cuts. They suggest that tax cuts would stimulate incentives to work, save, and invest, which would increase productivity and therefore reduce inflation and unemployment simultaneously. Any discussion of the successes or failures of the tax cuts during the Reagan administration should include an assessment of the claims made by supply-side economists. One undeniable result of the Reagan policies was an enormous increase in the U.S. national debt caused by massive federal deficits. By the late 1990s, huge federal budget deficits were finally eliminated and turned into budget surpluses for the first time in three decades, leading policy makers to discuss what to do with these surpluses. However, new tax cuts under George W. Bush, combined with policies implemented after the events of September 11, 2001, including the war in Afghanistan and Iraq, lead to a quick turnaround as large federal budget deficits developed again. 
Budget deficits really ballooned as a result of the stimulus package that was implemented to address the financial crisis that started in 2008. As some of the terms originally coined by J.M. Keynes, such as "liquidity trap" and "paradox of thrift," resurfaced in newspaper articles during what is now termed as "the Great Recession of 2007-2009," instructors may want to emphasize that the success or failure of fiscal or monetary policy measures often depends on the exact nature of the economic circumstances at the time. For example, as U.S. interest rates fell to near zero, rendering traditional monetary policy measures ineffective, fiscal stimulation was needed despite a rapidly growing public debt. Also, while protectionist sentiments dominated during the Great Depression, international policy coordination was favored during this most recent world-wide financial crisis, despite continued disagreements among nations on whether fiscal prudence should be favored over continued stimulation to avoid a double-dip recession.    

As Chapter 1 provides an outlook of some of the issues that will be discussed in later chapters of this textbook, instructors should always keep in mind that it is much less important that students remember a specific theory representing a specific school of thought than it is for students to develop an ability to apply certain ideas, concepts, or models to the economic issues of today. The ultimate goal of any student of economics should be to be able to use economic reasoning in a meaningful way when discussing current economic problems.
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Learning Objectives

· Students should understand the use of the AD-AS diagram as an important tool in macroeconomic analysis. 

· Students should be able to differentiate between the effects of policy changes in the long run, the short run, and the medium run.

· Students should be aware of the difference between fiscal and monetary policy. 

· Students should know certain key concepts in macroeconomics including real, nominal, actual, and potential GDP.  

· Students should be able to interpret economic indicators and understand their importance in assessing current economic trends. 

· Students should have some sense of the different schools of macroeconomic thought and how they developed from the problems of the time in which they were formed. 

Solutions to the Problems in the Textbook

Conceptual Problems

1.
The way output and prices are determined in the aggregate can be analyzed most easily using the AD-AS model; however, we have to determine first which time frame we have in mind. 
The vertical AS-curve describes the very long run and output is determined by aggregate supply alone while the price level is determined by the level of aggregated demand relative to the output the economy can supply. 



The horizontal AS-curve describes the very short run and output is determined by aggregate demand alone while the price level is fixed and unaffected by changes in output.


The upward-sloping AS-curve describes the medium run and fluctuations in aggregate supply or aggregate demand can determine actual output and the price level under the assumption that productive capacity is given.



The AD-AS framework is a very simplified representation of the real world that cannot describe the behavior of all people and enterprises in an economy. In this framework, the effects of changes in aggregate demand on output and prices depend largely on the slope of the AS-curve. We should keep in mind that the long-run AS-curve tends to shift to the right from year to year as potential output tends to grow. Therefore, even in the unlikely event that the AD-curve remains fixed, the price level would change, that is, decline over time.

Technical Problems

1.
The textbook defines the output gap as the difference between actual GDP and potential GDP. Therefore the output gap in this hypothetical economy is -$36 billion. Since actual output falls short of potential output, we should expect the unemployment rate to be higher than usual.  
Empirical Problems

1. Since this question requires comparisons between the current year and a student’s birth year, the answer is student specific. 
The answers below are based on the assumption that a student was born on 01/01/1990, and that this year is the start of 2009 (the most recent year for which data are currently available). Using the data for 01/01/1990 and 01/01/2009, we find that real income per capita in the U.S. was about 1.3 times as high in 2009 as it was in 1990. 

	Variable
	This year

2009
	Your birth year

1990

	Real GDP (2005 dollars)


	12,987 billion 
	8,015 billion

	Population


	306,208 thousand
	251,889 thousand

	Real GDP per capita = RGDP/population (2005 dollars)
	42,412
	31,820


Additional Problems and Possible Solutions
1.   
“Since the long-run AS-curve is vertical, we can conclude that the total real output of a nation cannot grow in the long run.” Comment on this statement.
The AD-AS framework is a static framework that assumes a fixed level of potential GDP. However, the potential GDP of a nation grows over time as the amount of available resources or the efficiency with which these resources are used increases. Therefore, the long-run (vertical) AS-curve actually tends to incrementally move to the right each year.

2. “Long-run growth can best be studied by focusing on the reasons for business cycles.” Comment on this statement. 

Growth theory focuses primarily on the accumulation of inputs and improvements in technology that allow for an increased standard of living over time. Since growth theory tries to explain the average growth rate of an economy over many years, it ignores the short-run fluctuations (recessions and booms) that occur over the course of business cycles.

 3.  
“In the very short run, real output is fixed so any increase in aggregate demand will simply increase the price level but not affect how many goods and services are produced in an economy.” Comment on this statement.



The short-run AS-curve is completely horizontal, based on the assumption that prices remain constant in the very short run. An increase in aggregate demand will therefore increase the level of output but will not affect the price level. This implies that, in the short run, the level of output is solely determined by aggregate demand.
4.   
“A country's rate of economic growth is determined solely by the amount of resources available to the country.” Comment on this statement.

Increases in the availability of resource, such as labor and capital used in the production of goods and services, account for only part of a nation's economic growth. The efficiency with which these factors of production are used also affects economic growth. Increases in the efficiency of production result from increases in the education and skill levels of the labor force and from newer and more efficient technology. In addition, the factors of production are not fully employed all the time. During an expansion or recovery, the use of the factors of production increases, which leads to an increase in production and output. 

5.  
In the 1960s, increases in the unemployment rate were associated with decreases in the inflation rate and vice versa. However, in the 1970s and 1980s, unemployment and inflation often moved in the same direction. How can you explain this?

A shift in aggregate demand causes the unemployment rate and the inflation rate to move in opposite directions, whereas a shift in aggregate supply causes unemployment and inflation to move in the same direction. Most disturbances in the 1960s came from the demand side, while many of the disturbances in the 1970s and 1980s came from the supply side.

6. 
Comment on the following statement:


 “There is always a clear tradeoff between unemployment and inflation.” 
The short-run Phillips curve describes an empirical relationship between the rate of inflation and the rate of unemployment. This curve shows that the higher the rate of unemployment, the lower the rate of inflation and vice versa (at least in the short run). However, in the long run there is no clear-cut tradeoff between inflation and unemployment. The economic events of the 1970s, 1980s, and 1990s showed us that unemployment and inflation can increase or decrease simultaneously.

7.   
Briefly discuss the usefulness of each of the following as leading economic indicators:

         (a)
inventory changes, 
         (b) the unemployment rate, 
         (c)  stock values.

 a.
Desired inventory changes reflect changes in business expectations and can be used as a leading economic indicator. But undesired inventory changes reflect changes in demand for the product and are therefore a lagging economic indicator. Only if one can separate out desired from undesired inventory changes, will it be possible to spot more clearly signs of an upcoming boom or recession. 

 b.
The unemployment rate has fairly small cyclical variations and is used as a measure for variations in the demand for labor. Changes in the unemployment rate also correspond well with changes in GDP. But the unemployment rate is a concurrent indicator.

 c.
Changes in stock values generally reflect changes in expectations of financial investors about dividends. If stock values go up people may feel wealthier and thus consumer spending may increase. Firms may have an easier time issuing new stock and thus they may be able to invest more. In this case, we can expect an economic upswing. However, changes in stock 
values often may simply be due to speculative behavior and may not be related to real economic activity. 

8.  
In each of the three pairs below, which variable would you choose as a leading economic indicator and why:  


         (a)  labor productivity or the unemployment rate
         (b)
 the CPI or the PPI

         (c)
 stock market changes or housing starts

 a.
Changes in labor productivity will affect wages and therefore living standards. It is a leading indicator, but labor productivity generally shows long-run trends in the labor market and therefore cannot be easily used for forecasting. 



The unemployment rate has fairly small cyclical variations and is used as a measure of variations in the demand for labor. It is a very accurate measure of economic performance—at least as far as the labor sector is concerned. However, the unemployment rate is a concurrent and not a leading indicator.

 b.
The CPI measures the price increase of a fixed market basket of goods and services purchased by an average urban family. The CPI is easily available and is supposed to measure cost of living increases. However, the CPI is a concurrent indicator.



The PPI measures average price changes of a market basket of intermediate goods up to the retail stage. It is easily available and shows future price trends with relative accuracy. The PPI is a leading indicator and does not always correspond exactly with the CPI.

 c.
Stock market changes reflect changes in expectations of financial investors about dividends arising from a perceived change in economic conditions. If stock values increase, consumers may feel wealthier (and thus spend more), and firms have an easier time issuing new stock (and thus invest more). But while a change in stock values may indicate an upcoming change in economic conditions, it can also simply have been caused by speculative behavior. Thus, although it is a leading indicator it is not always reliable. 



The demand for housing is very interest sensitive, since mortgage interest payments are a large part housing costs. Housing starts tend to increase sharply when interest rates drop to low levels, that is, when the economy is at the bottom of a recession. A change in housing starts thus is often seen as a turning point in the economy, since other sectors in the economy are expected to react similarly to changes in interest rates but with a lag and to a lesser degree. The increase in construction work also can stimulate economic activity in other sectors of the economy. Therefore housing starts is seen as a fairly reliable leading economic indicator. 

9.  
Leading economic indicators are supposed to signal future developments in the economy. Pick one leading economic indicator for each of the following sectors and briefly state why it is effective as an indicator.  
        (a) 
business activity, 
        (b)  the financial sector, 
        (c) 
residential construction.

The answer to this question is student specific. Here is a sample answer.
 a.
Business activity: 

New orders, changes in inventories, capacity utilization, and industrial production are often used to interpret business activity. When using inventory changes it is important to distinguish between desired inventory changes, which may reflect changes in business expectations, and undesired inventory changes that reflect changes in the demand for the product.

 b.
The financial sector: 

Stock market activity, changes in money supply, or credit conditions can be used to show trends in financial markets. While the relationship between changes in stock values and the economy is not as close as it used to be, a continued increase in stock prices generally reflects increased optimism about future economic conditions. It also means an increase in wealth for stockholders and easier access to funds for firms wishing to make new investments.

 c.
Residential construction: 

Any large change in the number of new building permits or housing starts may be the first sign of changing economic conditions. The housing sector is very sensitive to interest rate changes and tends to be fairly reliable in predicting changes in economic activity. 
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