Economics 104B - Lecture Notes - Professor Fazzari

Topic III:  Introduction to Macroeconomic Theory:  The Supply Side and the Demand Side

(Final Update February 23, 2011)
A.  Objectives of macro theory

1.  Provide explanations for the key macro variables (positive theory)
· Positive analysis focuses on understanding economic variables (unemployment, inflation, growth rates, interest rates, etc) and how they relate to one another.

· This goal of theory is to explain how the macro economy works.  

· Positive theory attempts to answer questions like:  What causes business cycles?  What are the determinant of long-run economic growth?  Why was inflation high in the mid-1970s?

· Positive theory is the “science” of economics.

2.  Policy advice (normative theory):  how should government activity in the economy be designed to promote national welfare?

· Normative analysis using positive economic theories to give advice on policies.  

· Positive economics would address the question “what effect will lowering interest rates have on GDP growth rates?” while normative economic would address the question “Should the Fed cut interest rates?”

· The theories we are about to study will address both positive and normative issues.

3.  Causation vs. correlation

· Some time ago, analysts observed that the outcome of the Super Bowl (The American football championship game) predicts the economic outlook for the year.  If the AFC (American Football Conference) wins, the economy will do poorly.  If the NFC (National Football Conference) wins, the economy will do well. 

a. The NFC won in 2011.  (Go Packers!  Oops, Fazzari let his southern Wisconsin roots show through.)  Are you feeling optimistic about the economy? 

· Statistically speaking, the outcome of the Super Bowl may have been a better predictor of economic performance than the policies of the Fed.  (AFC teams won more often in the rough years of the 1970s (think Pittsburgh Steelers and Terry Bradshaw) while NFC teams won in the (usually) better years of the mid 1980s and 1990s (SF 49ers; Dallas Cowboys).  However, based on economic theory, there is no sensible reason for a causal relationship between the winner of the Super Bowl and the economic performance of the year.

· There may be correlation between these variables, but it is important not to confuse correlation with causation.  We use economic theory to distinguish between the two.  We may observe a correlation, but we need a theory to identify causation.  In the football example, there is no existing theory that implies causation.  The correlation is almost certainly a coincidence.

· Separating correlation from causation is a key objective of any scientific theory.  From a positive perspective, we want to know what is really going on.  From a normative perspective, we want to know if a policy change will truly cause a change in economic performance.

· Another example from a past class:  Professor Fazzari's weight and long-term economic output since 1982 are highly correlated (both are trending upward slowly).  But no one will suggest that Fazzari's weight "causes" economic growth.  This, again, is correlation without a theory to establish causation.

4.  Need for "abstraction:" focus on the most important issues

· In economic theory, as well as the theory of other sciences:  simple is good.  If we try to explain everything about the economy, we will probably explain nothing.  Economists build models that abstract from details and will still make accurate predictions about the questions of interest.  The challenge is knowing which details can be assumed away and which information is really crucial.  
· Therefore, economic theories (or economic models) will likely ignore many details of reality.  This fact does not mean that the models are bad.  The key question is whether the models generate useful predictions and provide guidance and insight on the most important issues.  If they do this, then the "abstraction" has been effective at focusing attention on the main phenomena.
· Note that the effectiveness of abstraction depends on the questions under investigation.  Example:  ignoring the great diversity of production by focusing on GDP may be a good "abstraction" for purposes of explaining the aggregate business cycle.  But this approach would be very ineffective at determining the future prospects for the market of large cars versus the prospects for small cars.

· Maps provide a nice non-economic example of a "model" and abstraction.  The map is a model of a geographical area.  It ignores lots of details to focus on the main features of the geography.  One's choice of abstraction depends on what one intends to use the map for.

· If you want to find the Arch in St. Louis and get there from Washington University, a city map with detailed street information is helpful.

· However, if you want to travel from St. Louis to Miami by car, the level of detail contained in city maps would be hopelessly confusing.  State maps that just show main roads will be much more helpful.

· The general point is that the appropriate choice of abstraction depends on the question you want to answer.  In macro, we typically look at highly aggregated models that ignore all sorts of micro detail because we want to understand phenomenon operating at the level of the system as a whole.

5.  Controversy exists, various theories have conflicting predictions

· Currently, economics cannot explain with certainty how the economies of modern countries works.  There is no consensus among economists of how to pull a country out of a recession or what causes the recession in the first place.   Here’s an example:

a. Some economists argue that the instability of the private market led to the financial crisis that caused the Great Recession beginning in late 2007

b. Others argue that the private market is very efficient and usually leads to optimal results.  These economists often identify the cause of the Great Recession as the result of inappropriate government efforts to encourage too much home ownership through various subsidies.
· However, this is not to say that there is no hope to finding the answer to economic problems.  Research shows convergence towards an answer to many economic questions.

· The progress in research is slow.  Economic research usually does not have landmark experiments like the ones in biology or chemistry.  Rather, economists test their theories using statistical data gathered from real-world economies.  (Some economists have conducted limited controlled experiments, but not in macroeconomics.)

· Another difference between economics and the natural sciences is that economies change over time.  Correct theories for today’s economy will not necessarily be the correct economic theories a hundred years from now because the economy will be different.  (Physicists can be pretty sure that the basic laws of the universe won't change as they try to discover them!  In biology, evolution changes the characteristics of species, but change occurs over much longer horizons than in social structures like national economies)
6.  Role of empirical evidence and problems of interpretation in a non-experimental science
· Evidence is the key to resolving controversy.  You should always ask how well the predictions of a theory or model are supported by real-world evidence.
· But fully convincing evidence is often hard to obtain in economics.  Part of the reason for this problem is that it is difficult, if not impossible to run controlled experiments in economics, particularly macroeconomics.

· Think about the challenge of running the U.S. economy for 20 years with a low tax rate and high government deficit versus the exact same economy for 20 years with a high tax rate and low government deficit.  Obviously, this kind of experiment is infeasible.

· In macroeconomics, we need to test conflicting theories my observing how actual economies behave through time, often using statistical techniques to infer how well the theories can explain the data.  This kind of empirical research is often difficult and the results of any single study are usually far from conclusive.  But, over time, one hopes that the evidence will allow us to reject poor theories and refine good ones.

B.  Two Theoretical Perspectives: Supply Side and Demand Side

· As discussed during the introduction to the course, macroeconomic theory has two major components:  theories that explore the supply side and those that analyze the demand side.

1.  Supply Side: What can be produced?  What is the economy’s “potential?”
· Supply side theory explores the economic factors that determine the economy’s potential to produce output.  This kind of theory emphasizes what the economy can produce, that is, what the economy can “supply.”

· Supply side theory focuses on the availability of resources and how people will choose to use those resources to produce output.

a. Example:  A country with a lot of people will have a large supply of labor that could produce a lot of output.  But it’s not just the number of people that matter.  To understand the economy’s productive potential we also need to know how much the population will choose to work rather than taking it easy.  We also need to know how skilled they are.

· Perhaps even more important to the supply side is the economy’s technology.  Technology determines who effective the resources will be in producing output.

a. Example:  A tribal society with few agricultural tools will have a less effective agricultural technology than a modern mechanized farm in a developed country.  A given amount of farm labor will be much more productive in an economy that employs the better technology.

2. Demand side:  Can output be sold? 
· It is not enough that the economy have the “potential” to produce output.  Producers have to be able to sell their output (assuming it’s produced for the market).

· The economy can’t produce more than its resources and technology allow.  So, demand that exceeds the economy’s potential will not be met.

· But it is possible that demand falls short of potential.  In this case, businesses may not fully utilize all the resources available to them and produce less than would be possible.

· Demand less than what is necessary to fully employ all resources could lead to unemployment.

a. Example:  In the Great Recession, consumer spending dropped more than it had in many decades.  Home construction also collapsed.  These are both components of aggregate demand.  Many economists (probably a fairly strong majority) believe that this decline in demand was the primary direct cause of the Great Recession.

3. Both supply side and demand side necessary for actual production and employment

· Supply-side and demand-side theories often emphasize different issues, but they are not necessarily inconsistent.  A full understanding of the macro system almost certainly will require elements of both supply-side and demand-side theory.

· All economists agree that resources and technology, the basic supply-side factors, ultimately limit production.  It is necessary to have supply-side potential to produce.

· All economists also agree that output will not be produced if it cannot be sold.

· So, the supply side and demand side are both necessary.  Nonetheless, different theories emphasize different aspects of these ideas, and these differences can create debate and controversy.

4. Central questions in macro debates

 

a) When does one side or the other determine the actual level of activity?
· Many economists believe that the demand side limits economic activity much of the time, especially if there is unemployment.  From this perspective, a decline in some component of demand is the most obvious and common reason for recessions.

· Other economists argue that the adjustment of demand to supply is more or less automatic.  Usually, these theories predict that price and wage adjustment assures adequate demand to purchase what can be supplied.  From this perspective, a recession has to be the result of a contraction in the supply side.  For example, people might choose not to work as hard, so the potential output of the economy declines.

· Again, all economists recognize supply is necessary for production.  But demand-side economists argue that supply may not be sufficient if demand is not strong enough.  This is a central controversy in macroeconomic theory.

b) How do supply and demand forces interact to affect macro outcomes?
· Most economists believe that demand and supply factors interact to determine macroeconomic outcomes.  What actually happens requires consideration of both sides of the economy.

· But even according to this “middle-of-the-road” approach, there may be particular times when demand factors or supply factors are the dominant influence in determining the course of the business cycle and economic growth.

· A very common perspective is that demand-side factors dominate short-run fluctuations like business cycles, recessions and recoveries.  But over longer horizons, like real economic growth over a decade, supply-side factors dominate.

c) These questions central to policy recommendations
· These different views can have conflicting normative/policy implications for policy.

· If the demand side is the most important limiting factor at a point in time, policy may attempt to boost spending on goods and services.  Spending can be encouraged by changing policies to encourage the private sector to spend more or by directly increasing government spending.

· If the supply side is the limiting factor, policy needs to encourage individuals and firms to increase the amount they can produce.  Such policies usually focus on incentives to take actions that increase the economy’s potential output

d) Brief examples of supply-side and demand-side policy 

· Examples of demand-side policies

a. Tax cuts to increase consumer spending by putting more money “back in the pockets” of households

b. Higher government spending on infrastructure or other public projects

c. Expansion of the social safety net, like extended unemployment insurance.  This kind of policy might have the welfare of disadvantaged people as its primary goal, but it also encourages higher spending by maintaining the purchasing power of some part of the society.

d. Lower interest rates (monetary policy) to encourage firms and households to borrow more so that they will spend more.

· Examples of supply-side policies

a. Tax cuts to encourage people to work more.  (Note the distinction between demand-side tax cuts mentioned above and tax cuts as incentives to increase supply.)

b. Tax cuts to encourage businesses to invest more in equipment or structures.  Tax cuts might also encourage business to develop new technology.

· Note that higher investment also can have a demand-side effect.

c. Deregulation to encourage businesses to produce more or utilize natural resources more intensively. 

C.  Determinants of Potential Output

1.  Definition of potential output 

· The key variable in supply-side macroeconomics is potential output (we will denote potential output as Y* in this class).

· Y* is the level of GDP consistent with the full utilization of a nation’s resources under normal conditions.  When the economy operates at Y*, it is also at full employment (potential output and full employment are interchangeable concepts.)

· You should not think of Y* as an absolute maximum level of output.  Rather, it is the level of output when all resources are fully utilized when workers and businesses make production and labor decisions under normal conditions.

· Example:  In World War 2, people were not making work decisions under normal conditions.  

2.  Key factors that determine potential output

We will now explore the factors that determine Y* in some detail

Here is a general framework of Y* determinants:
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We will now trace through a variety of factors that affect Y* within these categories.

1.  Resources and potential output

a)  Natural Resources linked to “endowments” and regulation

· These resources come from the land and environment of a country.  They are often referred to as a country's "endowment."  They include mineral deposits and oil, farmland, the potential for water power, etc.  The more natural resources a country has, the higher its potential output.   Abundant farmland, for example, provides a key input for agricultural production.  Mineral and energy deposits provide raw materials for production.  Hydroelectric power can be harnessed to provide energy for households and industry.

· Natural resources are often ignored as a determinant of Y* in modern economic models, but they have been important historically in determining which countries are rich or poor. 

·  Oil, for example, has been the major determinant of GDP for Saudi Arabia.  Without this natural resource, the Saudi Arabian economy would be much smaller and likely quite poor.

· The more natural resources a country has, the higher its Y*.  That said, over long sweeps of history natural resources are likely relatively less important, especially in developed countries.  More of the economy’s capacity to produce depends on the inputs discussed below.

· Regulation affects the way resources are used:  environmental regulation impacts the way an economy can use its natural resources.

· More regulation is usually assumed to reduce Y*.  Note that this is a positive, not a normative, statement.  That is, to say that environmental regulation reduces Y* (positive statement) does not necessarily mean that environmental regulation is bad (normative statement).  To undertake a normative analysis, one would have to evaluate the benefits of the regulation and compare them to the costs of lower potential output.  

· Example:  Environmental restrictions, prohibition on drilling for oil in the Alaska National Wildlife Refuge (ANWR) for example, can reduce potential output.

· It is possible to make a supply-side argument, however, that in the long run effective environmental regulation may raise Y*.  This approach considers how the sustainable use of resources might lead to a more productive economy over the long run. Pollution may not only reduce welfare by hurting a country’s aesthetics, but it may make production less effective.  Squandering a limited resource too quickly might reduce future potential output.

b) Labor: population, preferences, incentives

· Perhaps the most important input into production is labor.  Of course the more people a country has the greater its potential output. The labor supply is the number of people willing and able to work at a given time.

· Population: when the population rises, Y* will increase.  This is a key variable in determining Y*.  Countries with more people have higher potential output, other things equal.

· Preferences: people must choose to work (rather than stay at home, volunteer, or go to school).

· Economists might also consider cultural factors as a part of preferences.  These cultural factors may not be entirely a matter of choice.  

· Example:  Female labor force participation.  There has been a large increase in the number of women who want to work over the past 50 years.  This change has led to a substantial increase in the potential labor supply, especially labor supply available to produce goods and services sold in markets.  Some economists model this change as merely a change in preferences, but this change clearly reflects a deeper social transformation.  It has become more culturally acceptable for women to work; more  is going on than just a change in work preferences among women.

· Employment Laws and Labor Regulation: those that affect child labor laws, minimum work age will affect the potential labor supply.

· Wages are an obvious and important incentive to work.  Most economists argue that that the work incentive depends on real wages.  Real wages are adjusted for the cost of living so that they reflect the purchasing power of the wage.  This adjustment for prices and inflation is analogous to the adjustments we discussed that go from nominal to real GDP.  

· Lower income tax rates lead to greater incentives to work.

· Supply-side economics often emphasizes that cutting the income tax rate will improve the incentives for people to work.  When taxes are lower and “take-home” pay is higher more people will choose to work and also current workers will be willing to work more hours.

· High unemployment benefits can lead to reduced incentives to work.

· This has become a controversial issue during the Great Recession period.  Typical unemployment benefits in normal times can be collected for just 26 weeks.  From 2008 through 2011, the federal government has extended unemployment benefits up to 99 weeks for some workers.

· The argument in favor of benefit extension is primarily to provide a stronger social safety net in times unusual difficulty in obtaining jobs.  (Unemployment benefits can also increase spending, which would provide demand-side stimulus.)

· But extended unemployment benefits also discourage unemployed people from actively seeking a new job or accepting a less-than-perfect job offer.  Some supply-oriented economists argue that the disincentive to work due to unemployment benefits is a major factor in the high unemployment from 2008 and into 2011.  This argument provides a possible reason for the extremely sluggish recovery from the Great Recession.

· With more people working, Y* will rise.  Therefore, potential output will be higher, per-capita output will be higher, and material living standards will be higher.  (Remember, the GDP measure that corresponds to Y and Y* does not make a deduction for the leisure foregone when people enter the labor force.)

c) Human Capital: education and skills
· Economists have long recognized that the skill and abilities of workers are critical to determining how much they can produce.  High-skill workers usually produce more highly valued products and therefore contribute more to GDP (in part because the “weight” on different products in GDP depend on their money values).  Thus, potential output will be higher if a country’s workers are better educated in ways that contribute to their productivity.

· Economists often summarize the skills of the labor force with the term “human capital.”

· Therefore, potential output is affected not just by the supply of labor resources, but also by the human capital of the labor force.  

· The most obvious way to enhance human capital is by education.  A more educated work force leads to higher potential output.

· Recent economic research has attributed much of the difference across countries in output per capita to differences in human capital related to differences in education between developed and undeveloped countries.

· Incentives to acquire education can affect human capital accumulation.  Clearly, the costs of education have an impact on education choices, human capital and therefore potential output.

d) Capital and investment
· Of course, it is not just the amount people work or the skills they have that determine their productivity.  Labor will be more productive when it works with it has more and better tools, machinery, etc.

· Physical capital refers to machines, structures, and software firms have as part of their capital stock.

· Holding technology constant, if a firm has more physical capital, its workers will typically be more productive.  The more physical capital in the economy, the higher will be potential output.

· Physical capital is created through investment (the macro concept of investment, not the purchase of stocks and bonds in financial markets).

· One can also think of infrastructure, such as roads, the electric transmission grid, airports, etc. as part of capital.  Some of these things will be controlled privately, but much infrastructure is typically provided by government activities.

· Economists often use the term “capital stock” to summarize all of the productive equipment and structures in the economy.

(1) Saving

· While physical capital is accumulated through the investment decisions of firms, according to some economic theories, investment is made possible by savings.  When people save rather than consume, their actions potentially release resources to be used for investment.  

· Therefore, from the supply-side perspective higher saving enhances growth in the economy because it makes investment in physical capital possible—which leads to increased Y*.  

(a) Role of saving and resources available for capital accumulation
· A simple story to help understand how saving helps the economy:

· Think about a subsistence agriculture tribe that grows corn.  The tribe’s standard of living is based on the amount of corn consumption.  For a single period, the satisfaction may be the highest if they consumed all the corn.  However, saving seeds to plant for next year will raise long-run corn consumption. 

· Saving the seeds for next year’s planting is the analog of investment in modern economies.  In this simple case, the decision to save (not to eat the corn) leads resources that are not consumed to be invested (corn put it in storage for next year’s planting).  The result is higher Y* in the future.

· Certainly, this is a very simple and, for modern economies, unrealistic example.  But this simple “abstraction” does illuminate the relationship between saving and investment.  

(b) Preferences for thrift

· The most basic factor that determines saving in economic models is called time preference.  People save today so that they can consume more in the future (or possibly provide resources to that their heirs can consume more in the future).  Time preference is often related to the concept of patience.  Are people willing to wait to enjoy the satisfaction that comes from consumption?  If people are more patient, the economy saves more, and therefore releases more resources for capital accumulation.  Over time, the higher capital stock raises potential output.

· Saving choices, like labor supply, also likely depends on cultural factors that make a individuals in a social environment more or less likely to save.  Some studies find that the generation of Americans born in the Great Depression era have a stronger desire to save than the “baby-boom” generation born in the decades after World War 2.

· You often observe a contradiction in the media when it comes to consumption and saving.  For example, you may read that the rise in consumption around the Holiday Season is good for the economy (which is a demand-side perspective, see below).  In that same issue, you may read that Americans do not save enough and that low rates of savings are problematic for the long-run economy, which is a supply-side perspective.  We will explore this contradiction further later in the course. 
 (c) Incentives: interest rate, income taxes, special tax preferences for saving

· Because of the benefits of saving, several saving incentive plans have been developed.  An example is the IRA (Individual Retirement Account), where one can get tax benefits by saving for retirement in a special account.  Other taxes affect saving as well.  Lower income taxes reduce the tax burden on interest income, which may stimulate saving.

· The supply-side perspective on saving depends fundamentally on the assumption that the economy has sufficient demand to operate at Y*.  If output falls below Y* for reasons we have discussed throughout the semester, higher saving may not lead to higher investment.  

· The supply-side perspective argues that higher saving provides more resources for investment.  Thus, tax policy that raises the incentive to save will increase investment, raise physical capital, and increase potential output.

(2) Capital investment incentives 

· The most important direct capital investment incentive is technological improvement.  If firms have new opportunities to produce goods and services more profitably, they are likely to invest more.

· Tax policy can also directly target investment (rather indirectly targeting investment by trying to raise saving).

· Lower business taxes are often argued to increase investment.  If business income is taxed at a lower rate, firms could have a greater incentive to invest in new capital that generates profits. 

· Higher investment has a demand-side effect because it leads to greater purchases of capital goods.  But because it leads to a higher capital stock, higher investment also raises Y* through the supply side.

· Note that demand-side and supply-side objectives are consistent with investment.  Higher investment stimulates the economy from both perspectives.  This result contrasts with consumption and saving.  

2. Technology and potential output

· In economics, technology is defined as the way in which resources (natural, labor, and capital) are used to produce output. Most economists believe that improved technology is by far the most important determinant of economic growth in developed countries.  We produce more because we learn how to make new and better things.

· With improved technology, an economy gets more output for a given amount of resources.  Better technology means that with a given number or workers, more output can be produced.  (Note that increasing output just because the population has grown does nothing to improve overall living standards; improvements in technology are those that improve per capita output).

· It is sometimes hard to distinguish the accumulation of physical capital from improvements in technology.  Usually, when businesses purchase new equipment or build new factories they do not simply replicate what they had before but upgrade the quality and technology of what they have.  

a. Think about the replacement of computers, for example.  New computers almost always embody better technology than what they replace.

· Recently economists have argued that more investment in physical capital may speed along technological development.  This effect has been called "endogenous growth" because the endogenous economic factors that affect investment also affect the development of technology which is the main engine of long-run growth.

a) Scientific and engineering knowledge

· Scientific innovation helps push technology forward.  But for potential output to rise, new technologies must find their way into the production process. 
· Therefore, basic science and engineering knowledge that applies the principles of science to actual production processes are important complements in the development of technology.
b) Tax incentives: R&D credits, capital gains taxes on returns from “venture capital” investment

· Incentives may matter for the development of technology.  Tax breaks have been given for research and development spending.  

· In early 2011, President Obama, like many presidents before him, have proposed making the R&D tax credit permanent as a way to encourage faster technological development and implementation.

· Some economists argue that a lower capital gains tax rate spurs technical innovation.  If a technological breakthrough raises the value of your business, you will earn a capital gain.  If this gain is taxed at a lower rate, you might have more incentive to innovate.

a. Capital gains tax policy may be especially important for “venture capital”  Venture capital firms put money into start-up businesses and typically sell the business once it becomes viable.  The gains they would be taxed at the capital gains tax rate.

3.  Potential output as the supply-side benchmark

· Potential output serves as the benchmark, or target, for good macroeconomic performance.  If the economy produces actual output near Y*, resources are fully utilized and not wasted.  While measured unemployment is not likely to be zero when the economy operates at Y*, unemployment will be low and it will be fairly easy for people who want to work at jobs consistent with their skills to find employment.

· It is not desirable for the economy to operate above potential output.  It may be possible to produce more than potential output in unusual times.  For example, people might be willing to work more in wartime (remember the data for World War 2).  But potential output reflects the labor choices people make that reflect their own self interest.  Even if the economy could produce more, it is not desirable for people to work more than they want to when they take into account both what their wages can purchase and the value of time for things beside work.

a. In a sense, recognizing that the target level of GDP is not the absolute maximum that the economy could produce recognizes that other factors, such as leisure time, are valuable for human welfare.

b. Not only labor, but also capital can be over-utilized.  It may be possible to run a factory at higher rates of output than would be desirable to appropriately maintain the capital stock for production in the long run.

· The level of potential output is a critical target for economic policy.  Fiscal and monetary policy should be designed to keep actual output near potential.  Much lower output wastes resources; much higher output pushes the economy too hard possibly sacrificing desirable leisure and risking inflation because people who are pushed to work harder than they choose are likely to bid up their wages.

C.  The Demand Side

1.  Demand as the motivation for production

· Why do businesses produce output and hire workers?  Most economic models assume that the primary objective of firms is to make profits.  But to make profit, firms have to sell what they produce.

· If production is profitable, as long as it is sold, a reasonable assumption is that firms produce what they expect to sell.

· Simply put:  Higher Sales => Higher Sales Expectations => Higher Output => Higher Employment (and vice-versa).

· Sales are created by demand from consumers, government, and other businesses.  For the economy as a whole, aggregate demand determines the actual level of sales.

· We will usually denote aggregate demand as “AD.”

2.  Demand-induced recessions

a)  Effect of a negative aggregate “demand shock”

· Suppose that AD declines, what macroeconomists call a negative AD“shock.”

· Lower sales cause firms to build up inventories, or completely waste productive capacity if output cannot be stored in inventory.

a. An undesired rise of inventories takes place if the firm produces a tangible good that can be stored; think of cars as an example.

b. Consider reduced demand at a restaurant or reduced demand for personal services as cases in which productive capacity is simply wasted if demand falls.  If a restaurant has a slow night, it’s staff sits around and they throw away perishable items.  If a car repair shop loses customers, the its employees will not have anything to do for part of their work day.

· Firms with excess inventories will cut production and possibly employment.  Firms that cannot fully utilize their workers will eventually lay people off, or at least not replace workers who quit.

· A fall in demand reduces output and employment through these mechanisms.
b)  Low demand as an explanation for recessions, unemployment, and under-utilized capital

· Low demand provides an explanation for recessions and unemployment.  Why do resources get wasted?  Why do some workers who are ready to work at prevailing wages fail to find jobs?  One answer is that firms do not sell enough output to justify production at a level that employs all willing workers and fully utilizes capital resources.

· The 2001 recession, and the associated slow growth period, can be explained by this kind of process.  There is evidence that a negative shock to investment spending was responsible, at least in part, for the 2001 recession.  Investment fell after the late-1990s "technology boom" came to an end and investment in high-tech equipment fell.

· It took a while for demand to reignite.  But a combination of factors created a boom in the housing market by the middle 2000s.  This boom led to an increase in residential construction (a component of investment) that caused AD to rise.  In addition, high home values helped homeowners borrow to finance other kinds of consumption, which further added to AD, and the economic recovery began, creating job growth and falling unemployment.

· The Great Recession, however, began in late 2007.  Perhaps the most widely accepted reason for this deep downturn is that rising housing debt could no longer be sustained.  When borrowing began to fall, households could not spend as much.  This caused a negative AD shock, inventories rose, businesses cut production, workers were laid off and the economy contracted.

a. Although recovery officially began in the summer of 2009, demand growth has been sluggish and many economists fear it will be difficult to replace the demand lost when the housing boom/bubble collapsed.  
b. If low AD is the cause of the recession, AD must be restored to recover from it.  After such a severe financial crisis, it may take a long time to generate robust AD growth.
c)  The Depression, Keynes, and demand fluctuations as the source of business cycles

· John Maynard Keynes (pronounced like “canes”) was a British economist who tried to explain the Great Depression in his book The General Theory of Employment, Interest, and Money (usually just called The General Theory, published in 1936).  This book is among the most significant publications in all of economics.
· The main point of his theory is that the weak economy of the Depression was caused by low AD (aggregate demand)
· “Keynesian macroeconomics” argues that AGGREGATE DEMAND SHOCKS are the primary cause of macroeconomic fluctuations and the business cycle, both in weak and strong periods of economic performance.
3.  Social consequences of insufficient demand to reach potential output

· While Keynesian economics emphasizes the demand side, the concept of potential output remains relevant as the benchmark for good economic performance.  The key question in Keynesian theory is whether AD is strong enough to justify production equal to Y*.  

· If AD is not high enough for firms to produce Y*, economic resources are wasted.  Earlier in the course, we discussed the high social costs of unemployment.  Keynesian economics proposes these costs arise because of low AD.

· The waste of resources due to low AD is somewhat of a paradox.  If we believe that “more is better,” people should be willing to consume more stuff, given the chance.  Furthermore, involuntary unemployment implies that there are workers in society who would choose to produce more, given the chance to get a job or work more hours.  If AD falls short of Y*, the market system is somehow unable to coordinate the desire for more consumption with the desires of some people to produce more.  This failure creates a fundamental social problem, most obviously in the Depression, but also during more recent recessions and periods of slow growth and high unemployment.

· Keynes argued that the government should pursue policies to raise AD if it is less than Y*.  We will consider demand management policies in some detail later in the course.

· Note the distinction between a supply-side and a demand-side explanation for a stagnant economy.  The problem, according to Keynesian demand-side theory, is not that a country lacks resources, skills, or modern technology.  Rather, the problem is insufficient desire to buy things.  In a weak economy, it may indeed be “patriotic” to go to the mall!
D. Demand and Supply over Short and Long Time Horizons
1.  View of conventional macroeconomic theory

· The dominant view in modern macroeconomics is that Keynesian demand-side effects matter in the “short run,” that is, over the business cycle.  This time horizon could be from a few months to perhaps 2 or 3 years.

· In the long run, however, the supply side rules.  

· From this point of view, demand-side theory explains recessions, recoveries, and even short-term booms, but the supply side explains long-term growth.

· The connection between these two perspectives is important:  how does the economy get from the short run (when resources may be under employed due to insufficient demand) to the long run (when the economy operates at supply determined potential output)?  We will address this key question in more detail later in the course.

· Briefly, many modern macroeconomists believe that monetary policy is important for this transition.  When the economy is in recession, the Fed cuts interest rates to stimulate demand until the economy again operates at potential output.  If demand gets ahead of potential output, which could raise inflation, the Fed raises interest rates.

· This idea seems simple, but the Fed’s job is far from automatic.  There is uncertainty about the level of potential output and many questions about how much of a change in interest rates is necessary to reach potential over what time horizon.
2.  New “classical” equilibrium models

· While much macroeconomic analysis attribute fluctuations (business cycles) to demand-side factors, some important theories propose that the supply side can explain macro movements in the short run.

· These theories are often called “new classical” because they are a response to Keynesian macro.  (Keynes criticized an older group of economists that he called “classical.”) 

· According to new classical theory, short-run macro movements can be explained by changes in technology or decisions to work (among other things) that affect the supply side.

· Other factors could be institutional or policy induced.  For example, extension of unemployment insurance after a negative technology shock might discourage people from working and cause the recession induced by the shock to persist.
3.  Fundamental Keynesian models

· In contrast to the new classical approach, some economists adopt a stronger version of Keynesian theory in which the demand side matters not just in the short run, but also in the long run.  Thus, demand factors can affect economic growth beyond the business cycle horizon.

· One example of this perspective would explain relatively strong U.S. economic performance, compared with Europe and Japan, from the middle 1980s to the middle 2000s as the result of high American consumption, a demand-side factor.

a. Note the strong contrast of this view with the supply-side perspective.  According to supply-side theory, high consumption reduces saving and therefore reduces resources available for investment.  The result is lower capital and slower growth of Y*.

b. But if insufficient demand prevents the economy from actually producing at Y*, low consumption can hurt the economy, causing resources to be wasted.  In contrast, fast consumption growth could raise resource utilization, employment, and ultimately raise economic welfare.

c. To make matters even a bit more confusing, if high consumption stimulates the demand side a pushes actual output closer to Y*, the incentive for firms to invest in new capital, new R&D, and to develop new technology may well be higher.  So a strong demand side, induced by high consumption (and therefore low saving) could spill over to encourage strong supply expansion that could raise living standards over a longer horizon.

· This debate about the role of saving and consumption is one of the most difficult and critical macroeconomic issues of the early 21st century.  We will have more to say about it throughout the course.













































