Lecture Notes

Goodwin Ch. 5-6

The product approach to calculating GDP (a mirror image of the spending and income approaches) is:

GDP = business production + household and institutional production + Government production

          =             B                                            HI                                                        G

Imputation is used to calculate components of H and G. For example, the value of services provided by the owned housing stock is imputed from the rental market; the value of services provided by the nonprofit institutions and government is imputed from the salaries paid, costs of intermediate goods and an allowance for depreciation of fixed assets. Wages paid for maids, nannies, gardeners and the like are included in the value of housing services. 

Table 5.2 (p. 105) shows that the $13.2 trillion economy in 2006 was overwhelming made up of business production (77%) while both government and the household institutional sectors account for just over 11% of GDP.

The spending approach demonstrates that the bulk of all spending is made by the HI sector (70%) while business and government  account for about 17% each while some spending is for imported goods which must be subtracted from the value of exports to capture of net inflow of money to the U.S. 

GDP = HI spending + B spending + G spending + Net foreign sector spending (X)

Notice this is really the identical equation given as the traditional macro model at the end of the chapter:

GDP = C + I + G + X (net exports) which corresponds to the circular flow model. The only difference is that this spending approach has added in nonprofits and included investment into the government sector.

The income approach in Table 5.4 (p. 107) lumps in all forms of spending into one national income figure when we can suppose that this is the sum of

GDP = (wages + rent + profits + interest ) – net income from abroad (U.S. profits earned abroad and foreigners’ incomes earned in U.S. & sent home) + Depreciation – statistical discrepancy.

All these approaches add up to the same total – mirror images of each other.

Remember the difference between Nominal and Real GDP (constant value)?

Let’s quickly solve a Real GDP problem. Look on pages 110-111 for quidance.

The base year prices of apples are $1.50 and oranges $3.00. The quantities of apples and oranges produced in the base year are respectively 60 and 40. 

First, calculate nominal GDP in the base year. The GDPB = $90+$120 = $210__.

$1.50 x 60 = $90

$3.00 x 40 = $120

Assume in year 2, that apple prices are $2.00 and oranges sell for $4.00. The same quantity of apples (60) and oranges (40) are sold in year 2 as in the base year. The nominal GDP in year 2 is GDP2 = _$120 + $160 = $280_.

 $2 x 60 = $120

$4 x 40 = $160

Now, calculate real GDP in year 2. Real GDP2 = _$90+$120=$210__. (Remember that you calculate real GDP by using the same prices as the base year and applying them to the quantities of apples and oranges in year 2). 

Explain this strange result. What just happened? What is the growth rate of nominal GDP? What is the growth rate of real GDP?

Nominal GDP Growth rate =  [($280-$210)/$210] x 100 = 33.3%

Real GDP growth rate = [($210-$210)/$210] x 100 = 0%

Calculate the Constant Weight Price Index for the problem above. Use the formula on page 112 and table 5.7 for guidance. In this procedure the quantities of the base year are carried over to the current year (year 2 in this case). 

The constant weight price index for year 2 is _(280/210) x 100 = 133 _. 

Sum of current year prices weighted by base quantities = $280 (since the quantities never change, this is the same as nominal GDP in year 2).

Sum of base year prices weighted by base quantities (base year nominal GDP) = $210.

Therefore the inflation rate between the base year and year 2 is  33%_.

Savings and Investment

To display the savings/investment relationship we’ll use the old macro model regardless of Goodwin’s objections:

GDP = C + I + G + Net Exports (just remember that gross investment is in G)

Clear C and G from the right side:

GDP – (C + G) = I + Net Exports (NX)

Savings = I + NX

This tells us that our savings can be used to add to our stock of capital goods or used to purchase foreign goods net of what they buy from us.

If NX is negative, then we must borrow from foreign countries to finance our spending:

Savings = I + net foreign borrowing

If NX is positive, the we will be lending to foreigners to buy the excess of goods they buy from us over what they sell to us.

Savings = I + net foreign lending

Lastly:   Net Domestic Product = GDP – depreciation  (Why is this valuable, particularly now?)

Chapter 6

The new imperative infusing all disciplines is that of the environment. As shown before, economics always looked at the natural world as a source of free inputs without regard to depreciation or degradation. The reconstruction of the important relationships can be shown in the diagram on p. 126:

Now it’s seen that economic activity is embedded in and interdependent upon both an environmental and social context while we take natural inputs and unload the throughputs back into both those outer contexts, causing in some cases irreparable harm which has a consequent feedback effect on the economic activity spheres.

How does the natural environment relate to what we do to make our living?

1. Resource Function

2. Environmental Service Functions

3. Sink Functions

To take off our former blinders we recalculate GDP:

eaNDP = GDP – depreciation of mgf cap – depreciation of natural capital

Genuine saving = (gross) saving – depreciation of mgf cap – depreciation of nat’l cap.

[Notice the News in Context on p. 128. Catch per hook of large predatory fishes in the Tropical Atlantic has plummeted while the overall take has increased --- why? Because more fishing boats are added to the water and they’re traveling farther out to sea.]

The ideal: Include the environment as a productive sphere in the national accounting system.

More realistic: How does the economy and the environment interact, particularly when negative effects occur.

Example: A hillside stripped of its vegetation causes run-off which floods a town and destroys the build environment.

More environmental damage ( GDP grows (logging, road-building, construction)

More pollution-generating production (asthma, death) ( GDP grows

Redefinition: This is a shift of production from the nature sector to the human sector.

Adjustment: Don’t include defensive expenditures in GDP when it just offsets the loss of the service that the natural environment provided (erosion control, protection of aquatic wildlife spawning grounds, wetlands utility functions etc.) 

How do you value nature’s services?

Damage cost approach: Example of three towns (A,B,C) regarding logging & erosion case.

Town A logged hillside and did not prevent flooding  ( cost of repairs was $5 million.

Maintenance cost approach:

Town B logged hillside but sandbagged to prevent flooding ( cost of maintenance was $100,000.

Town C, which did not log, therefore realized a $5 million dollar service from the environment or a $100,000 service? 

__________________

Alternative Approach: Satellite Accounts

Measure environmental services (or the loss) using physical concepts (depletion of mineral and petroleum reserves, physical flows of pollutants)

The IEESA was defunded by the 1994 U.S. congress. The U.S. backed out of the Kyoto Protocol in 2001.

Household Production
Main Issues:

· The household was always considered a domain outside of the productive economy.

· It is difficult to place a value on that which is considered nurturing (a social function) as opposed to that which is considered economic (paid employment).

· Solution: Third-Person Criterion – what would you pay to have it done?

· GDP accounting would change dramatically – yes, but one reason GDP has grown is the movement from household production to paid production (a net wash?).

· Productivity increases in housework (refrigerator, vacuum cleaners etc.) meant fewer hours devoted to it but greater enjoyment realized (?).

· When the economy tanks, people switch from paying professionals to DYI (so is the decline in GDP an over-estimate).  Countercyclical effect. For example, better childcare results.

· Time Use Surveys: Women spend 2.3 hrs per day and men 1.4 hrs per day. Really?

_______________

Valuing Household Production

Replacement Cost Method: Cost of hiring a professional.

Opportunity Cost Method: How much would a homemaker earn in outside employment?

Investment Cost Method: Your husband stays at home so you can get through medical school and internship. Assume the pay-off is $8 million in extra career earnings. At current average rates of return (say 5%) that investment (your homemaking) is worth 

$495,629 per year. So, the spouse should be worth maybe half that or $250,000 per year over a 30 year working life of the doctor spouse.

Genuine Progress Indicator vs HDI

__________________

Ch. 7 Measuring Unemployment and Employment

Measuring Unemployment rate and Labor Force Participation (see fig. 7.1, p. 151)

Unemployment rate = (#people unemployed)/(#people in labor force) x 100

Ch. 7 Measuring Unemployment and Employment

Measuring Unemployment rate and Labor Force Participation (see fig. 7.1, p. 151)

Unemployment rate = (#people unemployed)/(#people in labor force) x 100

An employed person: Anyone who worked last week for pay or did 15 hours or more of labor for a family business.

An Unemployed person: Anyone who is not working but is actively seeking a job.

Size of the labor force: The official count of the unemployed plus the employed, i.e., the number of people in the labor force.

Figure 7.1  p. 151

 This describes how the determination is made as to who is employed, unemployed and who is in the labor force.

The unemployment rate for October 2007 on p. 152 is:

                                                                   7.2 million

October 2007 Unemployment rate =     146 m. + 7.2 m.  x 100 = 4.7%

But what is it today? (February 2009) --- latest #s will be released next week.

                                                                        12.467 million

February 2009 unemployment rate =             141.7 m. + 12.5 m.  x 100 = 8.1%

But what was it when Bush took office? (Feb. 2001)?

                                                         6.14 m.

February 2001 unemployment rate =    137.6 m. + 6.1 m.    x 100  = 4.2%

                                  2001            2007       2009

Labor force size        144 m.        147 m.    154 m.  

So, the unemployment rate grew from 4.2% when Bush took office to 8.1% when he left office. That’s bad, right. But does it tell the whole story? No.

If we calculate the Sub-employment Index, the rate is actually:

                                              21.8 m.

  Subemployment Index =    164 m.     x 100  = 13.3%
The subemployment index includes the involuntary part-time workers and the discouraged workers.

The involuntary part-time workers shot up from 3.2 m. in 2001 to 8.6 m. in 2009.

The discouraged workers went up from 267,000 in 2001 to 731,000 in 2009.

These folks are not counted in the official unemployment rate but they are every bit as economically depressed.

For Keynesian Macro purposes, we need to distinguish between Frictional, Structural and Cyclical Unemployment.

Frictional is that unemployment that is caused by people moving between jobs. It can be a sign of a healthy, adjusting employment market as some industries and professions decline while others grow.

Structural Unemployment is that unemployment that is caused by a mismatch between the job skills of the labor force and the job requirements of employment positions required by employers.

Cyclical Unemployment is that unemployment that is caused by a decline in production causing workers to be involuntarily laid off, i.e., job losers as opposed to job leavers.

The graph on p. 157 (Fig. 7.2) shows a long-run trend of declining unemployment rates during the period of 1982 through 2001 and beyond. As you can tell by the numbers we just gave that trend is over --- the rate is rising back up to the 10 percent level in 1981.

Why does cyclical unemployment occur?

The Classical Theory of Employment argued that it had to do with markets that were manipulated by the government, i.e., they were not to seek their own level, which would have been a self-equilibrating unemployment rate.

If government imposes a minimum wage, excessive regulations (environmental, workplace safety, child labor laws, product safety requirements) and social safety nets (unemployment compensation, housing assistance, WIC, educational benefits, restrictions on immigration) then workers will feel the effects --- employers will be forced to cut production.

Show example of graph depicting surplus labor (graph on p. 159, fig. 7.3).

Other theories: Sticky wages, insider-outsider theory, efficiency wage theory.

Keynes argument against Classical Economic Theory of General Equilibrium at full employment was based on the idea, as Charles Schrumpeter believed, that the economy was not just one big market but a series of interconnected and disconnected institutions whose functionings were highly complex. Today we might argue that we face a huge circuit of global capital that no one really understands and to talk about equilibrium is pretty silly.

As Card and Krueger found in New Jersey and Allende in Chile, an increase in the minimum wage doesn’t cause lay-offs of the low-income worker. It can cause a rise in employment.

Rise in income ( increased consumer spending ( increased production & employment

Fall in income ( decreased consumer spending ( decreased production & employment

Figure 7.5 on p. 162 depicts Keynes understanding of flows of income, production and employment--- highly simplified. Inadequate demand drove economic declines rather than high input costs.

The Natural Rate of Unemployment (similar to NAIRU) argued for some unemployment rate around which the actual one fluctuated. 

The idea was that given the level of labor productivity and the demand for goods, employers needed only so many workers. There was no frictional or structural unemployment --- only cyclical unemployment.

The NAIRU as depicted in Figure 7.7 on p. 163 explained what happened during the 1960s when Phillips famous curve was developed. Inflation was driven up because unemployment fell below some natural rate, driving up prices and vice versa when unemployment rose above the natural rate. 

As Figure 7.8 shows, if the natural rate kept shifting along with the actual unemployment rate all that was happening is someone fitting a regression line to observed values rather than a causal relationship. 

Another explanation of unemployment is the changing nature of the labor force. 

After the early 1960s, the labor force participation of women and teenagers increased dramatically. A part of the labor force that has less attachment to employment. Hence, unemployment rates tended to rise. 

Another explanation of unemployment is the changing nature of work. 

One way to reduce costs of labor is to hire contingent labor or engage in flex time which weakens workers attachment to employment at the behest of employers who want to bust labor unions and reduce benefits paid to workers.

Chapter 8  Structure of U.S. Economy

Primary Sector: Extractive and farming sector. Responsible for about 20 percent of private sector in 19th century and now less than 3 percent of value added.

Secondary Sector: The processed goods sector. Responsible for about 33 percent of the economy from the 1930s until the 1960s. Now accounts for less than 25 percent. 

Tertiary Sector: The service sector responsible for about 64% of value-added and 83 percent of employment. Although it includes the finance and insurance industries where incomes can be high, the service sector is predominately a low to moderate income sector. 

See figure 8.1 on p. 174. Share of U.S. Private Economy by Sector, 1869-2005.

A Brief History of U.S. Economic Structure

Primary Sector  (3 percent of value-added)

Farming: A slow decline in # of  U.S. farms due to mechanization and land consolidation that decreased both the number of farms from almost 7 million in 1910 to about 2 million today – each correspondingly much bigger, average 450 acres as opposed to 150 acres in 1910.  Farmers receive only $.19 of every dollar of food prices as big agri-business has swallowed up revenues. Only 1 percent of workforce is in farming. See Figure 8.2 on /176

Energy System: The U.S. has only 5 percent of the world’s population but uses 25 percent of the world’s energy. The textbook argues that the U.S. is about average in its energy consumption as a percent of GDP but has one of the highest per capita consumption rates. We are a petroleum-based economy while our electricity is generated almost exclusively in coal-fired plants. About 0.5 percent of workforce is in energy production but far more in terms of a share of GDP.

Other Primary Industry: Mining, fishing, logging employ only 250,000 workers although far more (1.1 m. in lumber) are involved in processing of these raw products. 

Secondary Sector (19 percent of Value-Added)

Construction/Housing: Private housing starts can be seen in figure 8.5 on p. 181. Seven million workers – half are contractors. Avg size of houses have doubled between 1970 and 2005 while avg # of inhabitants has fallen from 3.4 to 2.6 people. Housing prices doubled to a median of $221,000 in 2007 from 1995. Almost 70 percent of Americans own their own homes.

Manufacturing: Employs 10 percent of all workers and accounts for about 13 percent of GDP (some confusion here --- the fig. 8.1 says entire Secondary sector accounts for only 20 percent of GDP but statement on p. 184 applies this figure to manufacturing alone).

Textiles are down 65 percent since 1970 and the automobile industry is down from its heyday but it employs about 1 million workers & is still significant due to foreign companies building cars in the U.S. 

What has happened to manufacturing? 
Value-added in manufacturing is about the same as it was in the 1960s although because of the rapidly rising tertiary sector its share of GDP has fallen. Most dramatically, its share of employment fell by 30 percent  since 1979. That occurred in two periods (early 1980s and since late 1990s). Over 3 million manufacturing jobs lost between 2000 and 2005.

Why?

1. Technological advances -( substitution of capital for labor. So, as productivity increases, fewer workers are required to produce a larger number of goods.

[Both Karl Marx and Adam Smith argued that greater productivity should result in greater prosperity – we would be able to increase our leisure time and reduce our work time. Have we done this? Yes!!  We’re out of work!]

2. Decline of unionization (1/3 of all workers to about 13 percent today). Reagan fires all air traffic controllers, labor union decertifications made easier. Labor movement hasn’t recovered and wages have stagnated. Worker benefits, wages, working conditions have declined in the United States. 

Notice Fig. 8.7 (p. 187): real productivity rises rapidly after 1990 while real wages are flat.

Question: Who buys the goods?

Tertiary Sector (64% of value-added. 83% of employment)

Several things are going on here and we will generally characterize them:

1. This is the service sector. Goods are not produced, so for the most part they cannot be sold abroad to pay for our imports of manufactured goods. This is true even though … 

2. An increasing percent of services are being outsourced (phone banks, transportation services and financial services in Asian countries for example  -- so far, you can’t outsource actual medical treatment or hair cuts). 

3. Wages are lower (albeit on average not dramatically lower). $18 per hour as opposed to $20 per hour in manufacturing. This is because doctors and lawyers as well as the wait staff at your favorite greasy spoon are lumped into this sector.

4. The distribution of wages is the most unequal in this sector (note last point).

5. This is the least unionized sector of the economy.

6. Health care costs and education costs have grown dramatically relative to median family incomes in the United States and these sectors have rapidly grown as a share of GDP yet we are the sickest and least well-educated among all developed countries.

7. The retail trade sector is the least unionized of the service sector and has the lowest wage jobs while being the most concentrated --- just a few big retailers account for 90 percent of all sales. 

8. The financial sector is where the body is buried. It’s a relatively small but growing share of GDP (8 percent of value-added and 5 percent of jobs). But it is what happens here that matters --- it is where ownership of everything is swapped and it’s where the difference between our income and our purchases is managed – debt is created here. From 1980 to 2005, debt rose from $55 billion to $802 billion (more than $8500 per household in credit card debt alone, not to mention auto and housing loans). Increasingly, the declining mgf sector has become a part of the financial sector (GMAC, Home Depot, WalMart all have own consumer credit divisions). 

Ch. 9 The Business Cycle and Keynesian Economics

Okun’s Law: A 1 percent fall (rise) in unemployment is associated with a 3 percent rise in GDP. You can see this in Fig.s 9.1 and 9.2 on pp. 204-205.

Full Employment GDP is an illusion in some respects because the phenomenon of discouraged workers, involuntary part-timers, the absorption of unemployed persons into schools and the military. 

The business cycle, however, is simply a phenomenon of GDP rising above some range to absorb more of these officially unemployed and unofficially unemployed while contractions do the opposite. See figure 9.4 on p. 206. 

But let’s cut to the chase:

Y = C + II is a behavioral equation in which II = intended investment. 

If S > II then we have a case of insufficient demand for output.

If S < II then we have a case of excess demand for output.

Another way of characterizing this is, if equilibrium is to occur…

                   Leakages (S)  must equal Injections (II)

                                           Or

                                         Y = AD

See the figure 9.6 on p. 211 to confirm this.

(Here the notion is that S > AD may occur, in which case Y > AD…

Notice: The Keynesian school argues that this gap may not fill automatically.

Keynes: Those who spend are not the same as those who invest!

Notice the simple assurance of the Classical Model --- the Loanable Funds Theory.

Classicals:  Like all markets, the market for loanable funds achieves equilibrium.

Figures 9.7 to 9.9 on pgs 213-214 show that…

 If a period of high unemployment (above the NAIRU or natural rate) occurs then the supply of loanable funds rises, interest rates fall and intended investment rises to meet the excess savings slopping around in the economy. Then we’re back to the natural rate of unemployment.

The Keynesian Model of the Economy argued that this didn’t explain why the Great Depression lasted so long. 

                      __


C =     C   + mpcY where mpc = ΔC/ΔY (I use b for the symbol of mpc)

So, if mpc = .80, every $1 of extra income would be socked away in savings.

This gives us the consumption schedule as shown in table 9.2 and figure 9.10: the dotted 45 degree line represents what C would look like if it always equaled Y and the line it does take if mpc < 1, The savings gap continues to grow. Notice, the slope of the Consumption function is the mpc or b.

Since all income not spent is saved:

                          _

1. S = Y – C 

                     _

2. S = Y – (C + mpc x Y)

                   _

3. S = Y - C - mpcY

                                       _

4. S = Y – mpcY - C

                     _

5. S = -C +  (1-mpc)Y 

Since 1 – mpc = mps we can rewrite the above:

                 _

         S = -C + mpsY

So, let’s build a simple consumption function like that on p. 217

               _

Assume: C = 30 and mpc = .75

            _                                     _

Y         C         mpcY          C = C + mpcY         S = Y – C     II
0          30           0                        10                        -30          20
100      30         75                        95                           5          20
200      30       150                      180                          20         20

300      30       225                      255                          45         20
Draw consumption function here from table above…

Now, what the Classical school argued was a functional relationship (I and S), Keynes argued were autonomous decisions by business and bankers.

II (intended investment) is, given economic conditions, a constant:

        _

Y = C  + II + mpcY   (So, assume II = 20)

Y = 30 + 20 + .75Y

Y = 50 + .75Y 

Y - .75Y = 50 

Y(1-.75) = 50 

Y = 50/(1-.75) or

Y = 50/.25 = 200

Let’s confirm that:

        _

 Y = C + II + mpcY

 Y = 30 + 20 + .75(200)

 Y = 50 + 150 = 200     Voila’ 

 Then what is C?

        _

 C = C + .75 (200)

 C = 30 + 150 = 180

So, C doesn’t equal the level of national income. What fills that gap between consumption spending and national income? (Ans: II = 20)

Now, we have general equilibrium at a Y of 200 because intended investment has filled the gap between consumption spending and national income. 

But all that does is shift the consumption function up and now we have Aggregate Demand (AD) in the simple Keynesian economy.

Draw aggregate demand curve from table above..

See figure 9.12 on page 221

We can now call that gap between aggregate demand and a 45 degree line, unintended investment (unwanted build-up of inventories).

So, I = intended investment + excess inventory accumulation (unintended investment)

Look at the diagram in figure 9.14 on p. 223. What if Y* = 800. In other words, what if 800 were full employment national income. Can we get there automatically?

Keynes said no!

If producers were generating $800 in production (GDP) they would build up $80 in excess inventories. What is their likely response?

That’s right, they would cut production, lay off workers and gradually reach an equilibrium back at $400 --- far short of full-employment national income!

By how much would spending have to initially rise to close the $400 National Income gap? 

a. $400 billion

b. $200 billion

c. $20 billion

d. $10 billion

The Multiplier

 Here is where the elegant beauty of the multiplier works its magic. 

Answer: $20 billion

Why: Because for every additional $1 spent, 80% goes into additional spending (using the text’s mpc) and 20% goes into savings. Like so…

                                  Initial rise in spending of $1

                           Rise in C                 Rise in S

                                .80                         .20

                                .64                         .16

                                .52                         .12

                                .42                         .10

                                  .                              .

                                  .                              .
                                  ?                            $1

So, since mpc is .80 then when things settle down, consumption should be 80% of the new national income and savings should be 20% of the new national income. Or, to put it another way, what is a dollar 20 percent of? 

Ans: A dollar is 20% of $5. 

Another way of expressing this surprising phenomenon:

                 The multiplier = 1/mps = 1/.20 (in this case)

Ch. 10   Fiscal Policy

AD = C + II + G

A change in government spending requires just applying the regular spending multiplier:

                             DeltaY = (1/1-b) deltaG




DeltaY = Mult deltaG

See table and graph on p. 236 to illustrate the effects of changes in G.

But government involves taxes and transfer payments…

                         Yd = Y – T + TR   (i.e. disposable income)





So

Changes is consumption spending must be determined first through taxes:

                                                           _  




DeltaC = -b(deltaT)

                                           _




(where T are lump sum taxes)

To find the effect on Y (national income) we use this formula:

                                                                                                   _

                             DeltaY = 1/(1-b) DeltaC = - (1/(1-b) * b (Delta T)

So, a lump-sum tax increase will have a negative effect on national income by a value that is one less than the regular multiplier while a decrease in lump-sum taxes will have a positive effect on national income.

                                         -b/(1-b) = the tax multiplier (always 1 less than regular)

A proportional tax (flat tax) will flatten the aggregate demand curve.

A balanced budget multiplier has a positive value of one no matter the mpc:

            Example:

                                Delta G = 100

                                Delta T = 100

Apply regular multiplier to Delta G assuming b - .80:

                5 * 100 = 500

Apply tax multiplier to Delta T assuming same mpc:

· b/(1-b) * 100 = -4 * 100 = -400

Delta Y = 500 – 400

                                 Or (combining the two stages:

                1/(1/b) – b/(1/b) = (1-b)/(1-b) = 1  (no matter what value mpc has)

Expansionary and Contractionary Fiscal Policy

1. increasing government spending and/or transfer payments.

2. decreasing government spending and/or transfer payments.

As figure 10.2 on p. 241 indicates, the government receives 39% of its revenues from personal income taxes and expends 32% of its outlays on social security and medicare (both the largest of their categories). Defense at 23% isn’t small either (about 2.5 trillion dollars a year).

Budget Surplus/budget Deficit = T – (G + TR)

Figure 10.3 on p. 242 shows the budget deficits and surpluses from 1975 to 2010. Can you explain the figures compared to the presence of a democrat or republican in the White House?

How does the government finance its deficits?

The Government is about 40% (and rising) of GDP compared to 100% immediately after WWII.

How can the government carry $5 trillion in debt and not be concerned about paying it off?

But, in recent years, an increasing share (almost half) of the debt has been held by foreign investors and governments.

There is also, however, an automatic stabilizer effect played by the federal budget.

Recession ( incomes fall ( tax revenues fall ( budget deficit ( net stimulus

Expansion ( incomes rise ( tax revenues rise ( budget surplus ( contractionary

                                           Place graph with constant G and fixed tax rate

Discretionary Fiscal Policy occurs when the government actively uses its taxing and spending powers to affect the level of GDP and GDP growth rates.

Recession ( increase G and/or cut T

Inflationary condition ( decrease G and/or increase T

Problems:

1. In a global economy much of the stimulus may result in just increased spending for foreign goods.

2. i.e., It’s easier to fight inflation than it is to fight recessions.

3. There are various time lags to fiscal policy (data lag, recognition lag, legisl. Lag, transmission lag). 

Supply Side emphasis beginning in the Reagan years has proved disastrous for labor and income distribution. 

S.S. Idea:  Tax Cuts/deregulation ( Business increases investment 

This trickle down notion has proved over 30 years to be a sick joke on the average American household.

Balanced Budget Amendment: This would eliminate the possibility of a countercyclical economic policy and ensure that any safety net would be impossible to maintain.

Add the Trade Sector and you have the last economic component of the Keynesian model:

AD = C + II + G + NX

Notice that the multipliers are essentially the same:

           DeltaY = b(DeltaG) x 1/(1-b)         Tax multiplier

           DeltaY = DeltaC [1/(1-b)]

           DeltaY = Delta II [1/(1-b)]

                          Now

           DeltaX = Delta X [1/(1-b)]

See Figure 10.6 on p. 252

Chapter 11 Money and Monetary Policy

What is Money

    Barter, Commodity money, Gold Standard, Modified Gold Standard, Fiat Money

Functions of Money

Official Definition

          M1  =  currency, checkable deposits and travelers checks

          M2 = M1 + savings deposits, CDs, money market accounts

The Federal Reserve System


Fractional Reserve Banking (Goldsmith Banker)

The Fed is a banker’s bank

1. Holds reserve accounts for member banks

2. Clears checks of banks by crediting one bank and debiting another.

3. Lends to banks at the discount rate.
The Fed also manages the countries money supply and the exchange rate of the dollar against foreign currencies.

Open Market Operations

The Fed buys and sells government bonds (one of its assets) which increases or decreases money supply (M1):

Buys bonds  ( increases banks’ reserves (i.e. their deposits)

Sells bonds ( decreases banks’ reserves (i.e. their deposits)

Engaging in OMOs increases the monetary base (high-powered money)

  This starts a process that will ripple through the banking system, increasing (decreasing) the money supply by an amount that is a multiple of the initial change in the monetary base (see p. 268 for an example):

   By purchasing government bonds, the Fed, by way of the money multiplier causes a chain reaction of gradually decreasing additions to successive banks’ deposits until all the initial dollar volume of the purchase has been absorbed into required reserves or held in idle funds outside the banking system (banks can decide to hold excess reserves, i.e. not lend out deposits when they have the capacity). 

Money multiplier = money supply/monetary base

 The Power of the Fed

Situation: Recession

Action: open market purchase of bonds, lower discount rate, lower reserve requirement (or do the opposite if the economy is over-heated).

 Other Interest Rates

   The Federal Funds Rate (the interest rate banks charge each other)

    
Open Market Purchases cause this rate to fall (p. 272)

The Prime Rate (the rate banks charge their most credit-worthy customers)


The prime rate is about 3 percentage points above the federal funds rate – currently the fed funds rate is .25% and the prime is 3.25%.

(see fig. 11.2 and 11.3 on p. 273)

The Intended Investment Schedule is, in part, a function of the market rate of interest, although Keynes thought monetary policy that lowered the interest rate was relatively ineffective during a significantly deep downturn (i.e. business confidence would be very low).

(see fig. 11.4 on p. 274)

The Accelerator principle is a theoretical statement to this effect. businesses respond more to changes in aggregate demand than the cost of borrowing.


The investor confidence model can be seen in the graphs on p. 275 – As II shifts to the right, aggregate demand shifts up, resulting in increases in Y.

Expansionary Monetary Policy (
Contractionary Monetary Policy(
(see policy effects on investment in fig. 11.7 on p. 277 and Fig. 11.8 on 278)

The Classical Quantity Theory of Money

   MV = PY

This is an identity but the classical quantity theory believed it was a functional equation, i.e. V is relatively fixed and therefore changes in M would have a direct effect on PY. 

Keynes believed V was not fixed. During a deep recession, he felt V would fall as more people held onto money, expecting that general prices would fall and V would rise during an inflationary expansion.

Milton Friedman championed Monetarism which argued for a steady rate of growth of M – that’s all that was necessary. 

Keynes felt money wasn’t very important, Friedman felt money was the only thing that was important.
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