Economics 104B - Lecture Notes - Professor Fazzari

Topic I:  The Concerns of Macroeconomics
(Updated January 21, 2011)
This material surveys the main topics covered this semester.  Important topics such as unemployment, inflation, and economic growth are briefly discussed here, but they will be explained in much more detail over the course of the semester.  At this point, you need only concern yourself with what these phenomena are, not exactly why they occur.

A. Micro vs. Macro:  Looking at the Whole Picture

1. Macro issues

a) Fluctuations in aggregate output:  the business cycle

· One often hears terms like "recession" and "recovery" in reference to the state of the economy.  What do they mean?

· For now, we will define output as the measure of total production of a country for a fixed period of time (but be ready to go into some detail about the definition of output).  The most common measure of output is “gross domestic product,” usually abbreviated as GDP.

· The business cycle refers to systematic patterns in the economy's total output over time.  Output rises for a while, then falls.  If you graph this pattern it looks like a wave.

· Negative slopes indicate a recession; positive slopes indicate expansion
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· Expansions typically last much longer than recessions, which creates a positive trend of economic growth over time.
b) Unemployment:  birth of macro in the Great Depression

· The “unemployment rate” is a statistic reported monthly by the Bureau of Labor Statistics that measures the percentage of people without a job that are looking for work.

· The most recent unemployment statistics will be discussed in class.  In recent years the unemployment rate was as low as 3.8% (April, 2000), but it rose dramatically after the U.S. economy went into recession in late 2007.  The unemployment rate peaked at 10.1% (October, 2009) and has declined only modestly in the past year. The unemployment rate reached nearly 8% in the early 1990s recession, it also exceeded 10% in the early 1980s recessions, but it reached 25% during the Great Depression of the 1930s.  

· Unemployment tends to rise during a recession because it takes less labor to make less output.  When firms produce less, they lay off workers and slow their hiring of new entrants into the labor force.  Symmetrically, unemployment falls when the economy expands quickly.

c) Economic Growth

· Historically, output (GDP) has risen over long periods of time.  While there are periods of recession (declining GDP), output usually rises.

· Economic growth is the key factor that determines standards of living over generations.  When the long-run trend of output has a high positive slope, this indicates improvement in living standards over the years.  

· Look at long-term economic growth statistics to answer the question of whether one generation will be better off than the next one.

· Small changes in economic growth from year to year can have large effects on living standards and on economic policy.  Various indicators, like the state of the government budget deficit and the ability of the Social Security system to provide benefits, depend fundamentally on economic growth.


[image: image2.wmf]Economic Growth 

Differences

time

GDP

High

Growth

Low

Growth


d) Inflation

· Definition: systematic increase in all prices in an economy

· Inflation is not an increase in the prices in a particular industry

· Example:  the increase in gas prices in the fall of 2005 after Hurricane Katrina compromised supplies of gasoline from the New Orleans area was not inflation, per se, although higher gas prices will contribute to overall inflation, as they reflect an increase in oil and energy prices.  Such a price rise affects the inputs cost of the transportation industry and other sectors of the economy.  Furthermore, in response to a rise in oil prices, workers may demand an increase in their wages, contributing to a price-wage spiral, and ultimately to higher inflation.

· Inflation has been low in the past couple of decades (2-4%, updates given in class), but reached close to 10% in the 1970s.  But even the worst inflation years in recent U.S. history are tame by comparison to the "hyperinflations" experienced in other countries where annual inflation rates reach thousands of percent!  (Examples include Germany between the two world wars and Zimbabwe recently.  Germany, in particular, seems to have a very aggressive stance against inflation, likely due in large part to its experience with hyperinflation.  A number of Latin American countries experienced hyperinflations over the past 25 years.)

· Deflation, a general decline in all prices, is a possibility.  It hasn't happened for more than a month or two in the U.S. since the Great Depression in the 1930s.  Japan has experienced some deflation during a prolonged period of economic weakness that started in the early 1990s.  Some analysts worry that the stagnation in the U.S. economy beginning in late 2007 (the “Great Recession”) could lead to deflation.  

2. Distinction between micro and macro issues

a) Individual Markets vs. Full System

· Micro: analyzes specific markets such as the ice cream or video game industry.

· Macro: looks at national economies of entire countries; it requires aggregation across all the diverse goods produced in a country

· Macro and micro cannot necessarily be defined by the amount of money one talks about.  For example, the microeconomics of the global auto industry or petroleum markets involve far more money than the macroeconomics of Luxembourg or many other small countries.  The key aspect of macroeconomics is aggregation, macro analysis aggregates, or “adds up,” all the production in a particular geographic region.

· It would make sense to talk about the macroeconomics of a region smaller than a country.  Sometimes people discuss the aggregate economies of states, or even cities.  These issues belong conceptually to macroeconomics.  That said, the vast majority of macro analysis is done for national economies.

b) Aggregate Production versus Composition (or Allocation) of Production
· Micro focuses the composition of output, such as whether nachos or roller blades are produced.  It deals with how resources are allocated across different markets.

· Macro does not analyze specific kinds of goods and services produced, but emphasizes how much total output is produced in a country.  The concept of total output requires some way to aggregate across diverse goods and services.  We will discuss how macroeconomists do this aggregation in some detail later in the course.

c) Correlation Across Markets

· If we look at microeconomic markets, we observe correlation, that is, the output levels in individual markets tend to move together.  This fact suggests that there are systematic forces acting on the economy as a whole, not just on individual markets.

· The collapse of all markets during the Great Depression of the 1930s marks the birth of macroeconomics, as economists tried to figure out what affected all the markets so dramatically.

· The presence of a correlation among markets does not imply that all markets move in lock-step with each other.  That is, the correlation is not perfect.  Some markets may expand while most are contracting (like the computer industry during the recessions in the 1980s and 1990s).  But there is an overall tendency for the majority of markets to move together.

· The correlation across individual markets extends to prices as well as output.  The tendency for all prices to move (roughly) together suggests that there are aggregate forces affecting inflation in national economies.

· In some sense, we have macroeconomics because there is correlation in production and prices across markets.  The objective of macroeconomics is to measure and understand the forces working across all markets in a national economy.

· A recent example: Unemployment rates differ across states significantly (in recent months, unemployment in North Dakota was below 4%, in California and Michigan it exceeded 12%).  But the unemployment rate has risen substantially in every state since the onset of the Great Recession in late 2007.  This is an example of the correlation of economic activity across markets and regions.

B. Macroeconomics and Public Policy: An Overview

1. Positive vs. Normative Economics

· Positive Economics: analyzes how economies work, what we know, what can be tested by looking at macroeconomic data.  (Examples:  What causes recessions?  What is the relationship between inflation and unemployment?  How does a tax cut affect the economy?)  One might think of positive analysis as the scientific part of macroeconomics:  the objective is to understand how national economies work.
· Normative Economics: analyzes how to improve the economy, deals more with economic policy, what we should do.  (Examples:  Should we cut taxes to stimulate the economy?  Should we raise taxes to reduce the government deficit?) Normative analysis obviously has important political implications.

· Of course, a good normative analysis must be based on a strong positive foundation.  We must understand how the system works to recommend policies to improve economic performance.  For example, we can’t tell if a tax cut should be implemented to get us out of recession until we know the relationship between output and taxes.

· More examples (don’t worry if you don’t understand the economics behind these statements, just be able to understand why a statement is positive or normative).

· Positive Statement: Lower taxes lead to higher consumption.
· Normative Statement: The government should take actions to raise consumption to increase output during a recession.
· Positive Statement: A tax cut will raise interest rates.

· Normative Statement: Payroll taxes are too high.

2. Tradition of normative analysis in macro

· Traditionally, macro has emphasized normative analysis.  Macro was "born" as a separate part of economics during the Great Depression of the 1930s when economic performance was terrible.  The unemployment rate exceeded 25%!  The specific objective of the initial macro analysis was to design policies to improve this awful situation (normative objective).  But to accomplish this goal, economists needed to understand what caused the Depression (positive objective).

3. Macro Outlook

· Current Economic Conditions  (Refer to discussion in class for updates, the comments below may be somewhat dated.)

· Recent recession and recovery
· The economy experienced a recession (negative real GDP growth) in 2001.  Since the fourth quarter of 2001, GDP has increased leading many economists, and President Bush, to declare that the recovery from the recession is well under way.

· But growth from 2002 through the first half of 2003 was not particularly high.  During this period, growth was not high enough to catch up with what most economists consider the long-term "trend" of economic activity, roughly 3 to 4 percent growth in real GDP every year.  Usually, a "recovery" gets the economy back to trend quickly with growth rates that exceed the trend rates for a while, until the economy catches up with its long-term trend.

· Slow growth during this period prevented recovery in the labor market, anxiety remained about the availability of jobs. 

· The previous point is supported by the fact that the unemployment rate rose substantially, from roughly 4 percent to just over 6 percent.  Even during the so-called recovery period in 2002 and 2003, unemployment did not decline. The job creation / job destruction data gives a similar weak picture.  For most months from 2002 through the middle of 2003 the total number of jobs declined.  For much of Mr. Bush’s first term, job creation has been negative.  144,000 jobs were created in August 2004 (net of job creation minus job destruction).  This number can only be understood relative to the fact that the economy needs to create 125,000-130,000 jobs per month to keep up with people entering the labor force.   

· The economy did not gain the momentum economists expected through 2004, even though Bush was re-elected.  

· Economic growth was somewhat better in 2005 and early 2006.  There were renewed concerns about low growth and possibly higher unemployment in late 2006.  Why?  Two possibilities:  

a. Higher oil prices raised the cost of production and reduced the amount that consumers could spend on other things.

b. Rising prices for homes in the past few years have allowed consumers to borrow a lot against there homes to finance their spending.  But home prices have recently declined substantially.  Some economists believe that the deflation of home prices will cause a recession.  

· The previous entry was written in the spring of 2007.  By the end of 2007 the forecast that problems in the housing market might cause a recession unfortunately came true.

· Recent economic performance, according to most economic analysts the worst it has been since the 1930s.  Production and employment began to fall in December of 2007.  The severity of the recession took a significant turn for the worse with the collapse of the large investment banking firm in New York, Lehman Brothers, in September of 2008.  The last part of 2008 and the beginning of 2009 were exceptionally bad periods.  This time has become known as the “Great Recession.”  Recovery from this collapse began in the summer of 2009 as output began to grow again.  But recovery has been sluggish, faltering significantly in mid 2010.  

· Unemployment remains high and job growth is barely enough to keep up with slow growth in the working-age population (roughly 125,000 jobs per month).  There are significant worries about the state of the economy in early 2011.  

4. Linkages of Macroeconomics to Government Policy

a) Fiscal Policy

· Fiscal policy refers to government spending and the means to finance it through taxes.  The government budget deficit, that is, the difference between government spending and tax revenues, also fits into fiscal policy.

· Government Spending:  Government spending is often criticized, but it can be a stimulus to the economy in weak periods.  Higher government spending raises the demand for goods and services in various sectors of the economy.  (Think about the effect of higher military spending on the employment and production of defense firms.)

· Demand-side government spending: government purchases directed toward the domestic private sector (example: buying planes from Boeing, buying supplies and labor to build roads).  This stimulates demand in some industries and raises production (GDP).  A stunning example of the demand-side effect of government spending took place during World War II.  Military spending created a dramatic increase in production in the early 1940s.  (We will look at these statistics in more detail in a few weeks.)  Some economists advocate demand-side spending policies to help the economy recover from a recession.
· Supply-side government spending:  The supply side of the economy represents the capacity of businesses to produce, or “supply,” output.  (Whether the businesses actually use the available capacity may depend on demand.)  Some government spending affects productive capacity of the economy.  One example is infrastructure improvements such as highways and airports that improve the transportation network and raise productive capacity.  Perhaps a more important example is spending on education.  An educated work force is more productive than an uneducated one, which raises the capacity of the economy to produce output.  These effects may be very important, but they can take a long time to have an impact.  Thus, the supply-side effects of government spending are usually not emphasized in discussions of policies to improve the economy over a short horizon.
· Demand side economics: taxes and consumer spending.  If the government cuts taxes, disposable income rises, allowing people to buy more, thus increasing consumption.  Policy makers often propose tax cuts of this kind when the economy is weak.

· Demand-side tax cuts tend to stimulate consumption for the poor or middle class citizens.  Increasing their disposable income will lead to increased spending.  

· Increasing the disposable income of the rich may not increase consumption very much.

· Supply side economics: taxes and incentives.  The theory behind supply-side tax cuts is to cut taxes to improve the incentives to work, invest in new factories and equipment, and develop new products.

· Examples of how this works:

· If for every hour I work at my job, I get to take home more money, my incentive to work has increased, so I may work more.

· If a firm has to pay less tax, it will have a greater incentive to invest in new equipment and new technologies.

· In the 1980s, the Reagan administration emphasized supply-side tax cuts, as personal income tax rates were lowered several times throughout his time in office.

· Government Deficits

· Government Budget Deficit = Government Spending – Tax Revenues

· Government Deficit: When the government spends more than it collects.
Government Surplus: When the government collects more than it spends.  (In this case the "deficit" defined above would be negative.

· World War 2 caused huge deficits.  Relative to the size of the economy at that time, these deficits far exceeded anything seen since.  From the war until the early 1980s, the federal government ran deficits in most years, but they were modest.

· In the early 1980s a deep recession caused both tax revenues to decline (due to lower incomes and high unemployment) and spending to rise (due to the higher cost of unemployment and welfare benefits).  The result was a substantial deficit.  In addition, President Reagan pushed for, and Congress adopted, substantial tax cuts, which further reduced government revenue.  The deficit increased to much higher levels than in the previous three decades. 

· These deficits persisted until the early 1990s.  During the good economic period in the Clinton administration, incomes and the corresponding tax revenues increased at a high rate.  Also, military spending declined with the end of the Cold War.  In 1998, the federal budget actually went into surplus and some debt was paid off.

· President Bush proposed tax cuts to refund some of the projected government surplus to taxpayers.  Congress passed some of these tax cuts in 2001.  The intention was to reduce the surplus, but certainly not to create new deficits.  However, the weak economy and the tax cuts together led to a dramatic reversal in fiscal policy.  Large deficits returned to the U.S., although they shrunk significantly as the economic recovery gathered strength in 2005 and 2006.

· The Great Recession has led to massive deficits by historical standards.  The 2009 deficit was about 10 percent of GDP, by far the highest figure since World War 2.

· Burden on Future Generations
· Why are deficits viewed so negatively in political and economic discussions? The most often cited concern with deficits is that future generations of taxpayers will have to pay the interest and principal created by today's deficits.  Thus, not covering the costs of current government spending with current taxes imposes an extra tax burden on future taxpayers.

· We will explore this claim in detail later in the course.  For the moment, note that there are problems with this simplistic way of analyzing the effect of deficits.  Most economists do not emphasize this problem.

· Interest Rates

· When the federal government borrows large amounts in capital markets, the demand for loans rises.  Higher demand for loans can increase interest rates.

· Higher interest rates raise the cost of borrowing for both households and firms.

· If firms and households borrow less due to the higher costs, they will reduce their spending and businesses will lower production when sales fall.  The result is a weaker economy.

· In addition, over a longer horizon, high interest rates may reduce the investment of businesses in new factories, equipment, and technology.  Thus, deficits over the long term that raise interest rates can reduce the productive capacity of the economy.

· Economists usually focus most of their criticism of deficits on the problem that long-term deficits raise interest rates and reduce long-term productive capacity.

· Deficits and Stimulus

· In contrast to the conventional wisdom, and some economic theory, that emphasizes the harm caused by deficits, most economists believe government deficits can do some good in a weak economy with high unemployment.

· As discussed in the previous lecture, tax cuts and higher government spending provide economic stimulus that raise sales and encourage firms to produce more and hire more workers.

· Other things equal, however, tax cuts and/or higher government spending will increase the government deficit.  Thus, to obtain the beneficial effects of stimulative fiscal policy in a weak economy, we might have to tolerate higher deficits.

· Hopefully, if the deficit stimulates the economy, growth will improve, incomes will expand, unemployment will fall, and tax revenues will grow, reducing the deficit.

· Many economists believe that having a deficit in a weak economy is very beneficial.  Policies to reduce deficits (such as tax increases or spending cuts) when the economy is in a recession or growth is weak could be destructive.

· In summary, the government faces a tricky dilemma.  Most economists and politicians agree that low, even zero, deficits in the long term are a good thing.  But deficits may play an important role in stabilizing weak economies in the short run.  Often policy has to deal with these conflicting objectives.

b) Monetary Policy

· The Federal Reserve (more commonly known as the Fed). 

a. A group of seven members make up The Board of Governors of the Fed

b. The Board of Governors are appointed by the President of the United States and approved by the Senate

c. Their terms are 14 years long, as this keeps them somewhat independent from normal election politics.  It is important for the Fed to maintain independence from party politics to avoid incentives to give the economy a short-term boost right before election time, which would help the election of the party already in power, but may create higher inflation in the long run.

d. Ten times a year the Board of Governors meets with the Presidents of District Banks in the Federal Open Market Committee (usually known as the FOMC) to formulate monetary policy (i.e., to decide whether to raise, lower, or maintain current interest rates).

e. The Chairman of the Board is currently Ben Bernanke.  He succeeded Alan Greenspan, who was a true celebrity in the economic world.  

(If you want to learn more about The Fed, check out http://www.federalreserve.gov/general.htm)

· Interest Rates and the Business Cycle

a. The Fed controls the supply of money in the economy.  While they do have the ability to print more paper currency (the green pieces of paper in our wallets), this is not the most important modern method of controlling the money supply.

b. The main operating decision of the Fed is to control interest rates (with its current procedures).  The interest rate the Fed directly controls is the "federal funds rate," the interest charged on short-term loans among financial institutions (banks).  However, changes in this interest rate quickly (within minutes) affect other interest rates paid by consumers and businesses who borrow money from banks.

c. The effect of interest rates on GDP:
1) A lower interest rate means that it is cheaper to borrow money; this makes it easier for families to borrow money for a house or for businesses to borrow money for new plant and equipment investment.

2) Thus, a lower interest rate encourages spending, which stimulates firms to increase production, thus increasing GDP and lowering unemployment.

3) The reverse is true of higher interest rates.; The Fed raises interest rates when it is trying to slow down the economy because of a fear of accelerating inflation.

d. Note that because monetary policy and interest rates operate on spending, monetary policy is usually considered a demand-side policy.
· Some other effects of monetary policy we will consider:
a. Many economists believe that stimulative monetary policy will lead to inflation, at least eventually.

- Consider this simple analysis.  Suppose Professor Fazzari brought pineapples to class to sell and that everyone had only $1.00.  The price of the pineapples would be $1.00.  But, if suddenly we increased the money supply and everybody had $2.00 and kept the number of pineapples the same, the price of the pineapples would rise.  In short, you have more money chasing the same amount of goods, which will most definitely lead to a rise in the price level.

- Though the real world is far more complex, lowering the interest rates will lead to an increase in the money supply, thus driving up prices.

b. Exchange Rates:  If the U.S. offers high interest rates, foreigners will want to hold more U.S. dollars.  Thus an increase in interest rates will increase the value of the currency which in turn affects spending.  Appreciation of the dollar makes U.S. goods more expensive abroad while at the same time making U.S. imports less expensive.  A decrease in exports and an increase in imports will cause spending to decrease.  Symmetrically, with lower interest rates, spending will rise.  (More on this channel later in the semester).

c. Fed’s Dilemma: 

- In a weak economy, the Fed wants to reduce interest rates to stimulate spending, raise production, and reduce unemployment.
- But lowering interest rates requires the Fed to increase the quantity of money in the economy, which may eventually lead to more inflation.  The Fed walks a fine line between encouraging spending and preventing inflation.  Because a low interest rate will stimulate spending and economic growth and a high interest rate will keep inflation low, the Fed decides whether to raise or lower interest rates based on the current economic situation.
- This problem is particularly difficult because there are often substantial lags between the Fed's actions and actual changes in the economy.  If the Fed cuts interest rates now, it may take months, or even more than a year, for the economy to experience the full effect of the policy.  Thus, the Fed may be in a situation where it has cut interest rates to improve the economy, but no improvement is yet evident.  The Fed may be under pressure to cut rates further, but this may cause inflation once the full effects of the Fed's actions emerge.
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