Final Exam Review Guide

Macroeconomics

Spring 2010

(Ch. 10, 11, 12 and part of 13)

Note: The beginning of this review covers ch. 9 as background material…

The Classical Vs the Keynesian Model

 The fundamental problem macroeconomic theory confronts is the business cycle (unemployment, inflation). The two schools of thought approach these problems differently. The classical school approaches it from the supply side and the Keynesian school argues the problem lies on the side of insufficient (or excessive) levels of aggregate demand.

The Classical School

This school of thought believes in the natural rate of unemployment, a level of unemployment to which the economy tends to settle. This is not zero unemployment, but includes structural unemployment (unemployment due to inadequate skills) and frictional unemployment (that due to workers moving between jobs). These theorists have said the natural rate of unemployment is anywhere from five to six percent. 

Solution: Leave the market system alone. Full employment and price stability will return in time – the system is naturally self-equilibrating (wages fall, workers are hired back; prices fall and consumers start buying again). Remove regulations on business (environmental, job safety, toxic air etc), reduce business taxes and weaken labor laws. 

The Keynesian School

Keynes believed that involuntary unemployment (that caused by the business cycle) did exist. People are out of work for cyclical reasons, i.e., through no fault of their own. The market system is fundamentally flawed. The problem can begin with a drop in investment spending as business leaders’ expectations of profitability weaken.

Solution: During recessions government will need to support spending to create jobs and raise the level of consumption and investment spending. The key to understanding Keynes’ theory is to remember his famous statement, “As income rises, consumption rises, but not by as much as the rise in income.” 

Understanding Inflation
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A general rise in prices can be caused by factors on the demand-side. Using the production possibilities curve, it can be shown that inflation will occur when the aggregate demand for output exceeds the limit of the economy to produce aggregate supply (i.e., the capacity shown on the PPC line).

If consumers and businesses demand levels of output like A, prices will be forced up (inflation). 

A general rise in prices can also be caused by factors on the supply-side. Even if we are at C on the diagram (below capacity levels), inflation may occur due to rising production costs (cost-push inflation). An example is rising petroleum prices which push up all product prices even though factories are operating at far less than full capacity and many workers are out of work. Another example is rising costs of borrowing (higher interest rates, shorter-term loans). 

Understanding Unemployment

The Classical School argues that labor unions force up wages or refuse to accept wage cuts during recessions. Workers are therefore out of work voluntarily (they caused their own unemployment, employers are blameless – Rush Limbaugh once said, “Didn’t anybody ever think that laid-off workers might have deserved it.” Al Franken replied, “I often feel the same way about people in an airplane crash.” This school of thought also argues that government regulations and business taxes impose excessive costs on business, forcing them to lay-off workers.

The Keynesian School argues that businesses’ investment decisions are central to understanding the cause of recessions and involuntary unemployment is very real (Al Franken’s point – it’s the airplane crash, stupid!). Fundamentally, business must buy capital goods at a level that will absorb the leakages from the income-consumption stream. In other words, II = S (in the simple Keynesian economy – no government sector).

The Keynesian Consumption Function

Simply stated, consumption depends upon some constant level of consumption (c ) and a function of the level of national income (bY) where b  = MPC (marginal propensity to consume). 

                      C = c + bY

Assuming c is equal to 30 and b = .75, we can draw the consumption function on a two-dimensional diagram as below:
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The constant (c ) of 30 is shown as the vertical intercept in the diagram. The marginal propensity to consume is the value (rise over run) of the consumption function (C ). We can calculate the level of Y when C crosses the 45-degree line (or the level of Y when C=Y). Again, this is the level of consumption when consumption spending is just equal to the level of national income (Y). 

C = 30 + .75Y

Now set Y = C and solve for Y:

Y = C

Y = 30 + .75Y

Y - .75Y = 30

Y (1-.75) = 30

Y = 30/.25

or

Y = 1/.25 (30)

or

Y = 4 x 30

Y = 120

So, C crosses the 45 degree line at a level of Y equal to 120. So, if this is correct, C should also be equal to 120 when Y is equal to 120. Let’s see if that’s true.

C = 30 + .75 (120)

C = 30 + 90

C = 120

Y = C

But what if the level of full employment national income (Y*) is above 120. Let’s say it’s at Y = 500. So, as you can see by the diagram, at any Y higher than 120 there will be too little consumption spending to buy all the goods produced (i.e., the value of Y). What will that level of consumption spending be at a Y of 500?

C = 30 + .75(500)

C = 30 + 375

C = 405

So, new spending of 95 will have to be found somewhere. Keynes argued that businesses would have to invest in new plant and equipment (II) to the tune of 95 – that would fill the gap (hence the term gap analysis). 

Notice that the new spending doesn’t have to be as much as the shortfall of Y from Y* (500 – 120 = 380) because of something called the Multiplier. A given increase in spending will produce a multiplied increase in national income (and spending). A $1 increase in spending results in an increase in income of $1 by a second person who spends $.75 which then causes an increase in income of $.75 to a third person and so on until the entire $1 has been absorbed into savings. By that time, the initial extra dollar of spending caused a 1/.25 x $1 or $4 of an increase in national income (assuming b = .75). 

The Multiplier has been calculated above:

1/(1-b) = 1/(1-.75) = 1/.25 = 4

In the example above, an increase of 380 necessary to close the gap between Y and Y* would need to be only:

1/.25 x delta (II) = (500 – 120)

4 x delta (II) = 380

delta (II) = 380/4

delta (II) = 95

The multiplier seems almost magical. It means also that if business is reluctant to spend enough to close the gap between equilibrium Y and full employment Y, then the government can do the rest. As long as aggregate demand (C + II + G) crosses the 45 degree line at full employment Y we’re aces.

How about other values for the multiplier?

What if b = .60 or .70 or .80 or .90. What would the value of the multiplier be? 

Fiscal Policy

Now add Government spending (G) to the Keynesian model:

AD = C + II + G

Now the multiplier can be applied to changes in government spending:

DeltaY = (1/1-b) deltaG

Assume b = .75 and government spending changes by $50 billion: (1/.25) x 50 = 200 = deltaY

How to close a full-employment gap:

If the full-employment level of GDP is 200 billion dollars above the equilibrium level of GDP then the government needs to spend an additional $50 billion to push equilibrium GDP to the full employment level.

[image: image3.png]CHII+G'

CHI+G

$50 b. rise

100 300




Notice that G is now G’. It has shifted the AD line up by the $50 b rise in G. That creates a $200 b. rightward shift in the level of equilibrium GDP (Y). So, the economy has reached the full-employment level of national income with a smaller initial rise in spending. This is all due to the multiplier – the subsequent rounds of respending as the money continues to add to peoples income by a declining amount until the rise in spending is absorbed into savings and leakages once again equal injections. See table 10.1 and figure 10.1 for another review of this effect.

Disposable Income

Once we add G to the model we now have to add taxes and transfer payments:

Yd = Y – T + TR        T = taxes and TR = transfer payments (social security etc)

Tax Multiplier (always one less than the value of the regular multiplier)

Since we have to down recognize that a change in taxes has an inverse relation with changes in national income (rise in taxes (fall in Y and vice versa) we must add a negative sign to that part of the multiplier. And since a rise or fall in taxes is just a change in income (not spending), we have to apply the multiplier to b x deltaT or

                                 Delta Y = (1/1-b) delta C = - (1/1-b) x b delta T

                                                         Or

                             Delta Y = (- b/1-b) delta T

Balanced Multiplier (no matter the value of b, it always has a value of 1)

  1/(1+b) added to – b/(1-b) = (1-b)/(1-b)

Contractionary and Expansionary Fiscal Policy

Contractionary ( government reduces spending or raises taxes

Expansionary ( government raises spending or lowers taxes

Surpluses or Deficits

See figure 10.3 showing federal government surpluses and deficits since 1975. To what can we attribute the presence of surpluses and deficits?

See figure 10.4 showing federal debt as % of GDP. What has happened to foreign-held debt as % of all federal debt. Explain why it has changed.

Automatic stabilizers

Even if the government does nothing during a recession, there will still be a counter-cylical effect on the decline in income employment. Explain why.

Supply Side Versus Demand Side Explanations

One side explains the effect of tax cuts on national income in one way and the other side has a different explanation. Explain.

Complete Macroeconomic Model with Trade

Looking at figure 10.6 explain the effect of adding a trade sector to the Keynesian model. How does it complicate our ability to manage our economy? What does it do to leakages and injections?

Money and The Fed

 Money serves the function of a means of payment, a store of value, and a unit of account.

Commodity money (goods etc) once used has been replaced by fiat money (paper money with no intrinsic worth)

The Fractional Reserve banking system means banks can create money by lending out more than they have in their vaults or in their accounts at the regional Federal Reserve bank. Although this is based upon the experience that not all depositors will seek their funds at once, the FDIC insures our deposits up to $250,000 per account. 

M1 includes cash and currency circulating in the economy, checkable deposits and travelers checks.

M2 includes M1 plus savings accounts, CDs and money market accounts.

The Fed can change the money supply through:

Open Market Operations (buying or selling government bonds)

Changing the reserve requirement (the percent of deposits held and not lent out by banks)

Changing the discount rate (rate banks can borrow from the fed)

Changing the federal funds rate (the rate of interest banks charge each other to borrow)

Because there is a reserve requirement, open market operations have a multiplier effect (some money is held by a bank when it sells bonds to the Fed and some is loaned out)

Expansionary Monetary Policy ( Fed sells bonds ( increase in bank reserves ( bank lends more

     Chg in bank reserves X money multiplier = actual increase in money supply

Contractionary Monetary Policy ( Fed buys bonds ( decrease in bank reserves ( restricts bank lending

The increase (decrease) in the supply of money causes the federal funds rate to fall (rise), making it less expensive or more expensive to borrow. 

Intended investment schedule describes a negative relationship between intended investment and the rate of interest. So, as the Fed acts to change the supply of money it can cause businesses to borrow more or less.

This change in intended investment causes the aggregate demand schedule to rise (expansionary policy) or fall (contractionary policy) which will, via the regular multiplier, cause an increase or decrease in national income.

More to come tonight!

Here’s the more:

Also, if investor confidence (or consumer confidence) changes this can cause shifts in Aggregate demand and, via the multiplier, in equilibrium national income. See figure 11.6.

The quantity equation of money: MV = PY is true by definition (the GDP must be equal to the amount of money in the economy times the number of times on average a dollar is spent. The controversy is over whether V is constant and whether Y is constant. The Classical Monetarists believe both V and Y are constant (Y at the natural rate of unemployment) which makes monetary policy a rather ineffective tool. Keynes said V varies – during a deep recession everyone saves more (hangs on to their money) and V falls so aggressive monetary policy isn’t very effective and during periods of hyperinflation people spend like crazy due to inflationary expectations so tight monetary policy (contractionary) isn’t very effective either. 

In chapter 12, the authors introduce the Fed’s role in reacting to inflation (during the 1980s, the Fed began to target inflation ranges and accordingly would engage in contractionary policy if inflation rates tended high and in expansionary policy if inflation rates fell below the targeted range. This gives the ADE curve its characteristic negative slope. The ASR curve is a function of actual output relative to the capacity of the economy to produce goods and services. As the economy closes in on full capacity, the only thing that can rise are general prices, not physical output (Y is output) so the curve bends upward. The so-called Keynesian Range (where Keynesian demand side policies can work is on the flat part of the ASR range. The so-called Classical Range is the full-capacity range where ASR turns vertical.

Supply Shocks (upward shifts in ASR – also causing a backward shift) caused by higher oil prices, increases in wage and other factor prices or, according to conservative economists, any new regulations that impose higher costs on business (OSHA, EPA etc), will shift the equilibrium output to lower levels. Conservatives then call for union decertifications, deregulation, reduced business taxes – anything to reduce the cost burden on businesses.

Notice that the Phillips Curve becomes inoperable when we’re in a supply shock environment, i.e. close to full capacity – prices rise while unemployment increases.

Chap. 13 informs us we’re in a global economy. This is in part due to the successful take-over of conservative free market ideology since the late 1970s. Trade barriers have come down (NAFTA, CAFTA – free trade agreements … the European Union etc), capital controls removed, free trade zones have been imposed while immigration barriers have risen (capital is footloose, labor is hobbled).

Much of this free market frenzy was founded on David Ricardo’s 1820 development of the Theory of Comparative Advantage, an idea that on paper makes sense – you can arrange a model that shows (e.g. wine in Portugal and cloth in England) countries will always benefit by specializing in some goods and trading for others (review the example on pp. 335-337). The difficulty comes in determining the Terms of Trade. The largest, most advanced countries will always benefit more by international trade because they have greater leverage in determining the exchange rates between their currency and other countries’ currencies.

