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Unit One

BRIEF INTRODUCTION TO
MACROECONOMICS

.1 . Macroeconomics & Major‘Macroeconomic Measurements
Macroeconomics is the study of the behavior of eco-
nomic events in the aggregate. The magnitudes that most
concern the macroeconomist are the overall, or “global” rate
of unemployment, the level of production and the rate at
which it changes, and the level and rate of change of the
overall level of prices. Thus macroeconomics is the study of
the behavior of employment, output and inflation. ’
The most important measure of overall economic activi-
ty is the gross national product (GNP). GNP is defined as
the total market value of the output of all final goods and
services produced during a given time period. To distinguish
physical changes in output from monetary changes in its val-
ue, economists compute both nominal and real GNP. Nomi-
nal GNP is the value of output expressed in current prices,
and real GNP is the value of output expressed in constant
prices ( the prices of some base year). Each year some of the
capital equipment is wornout ( consumed) in the process of
1



production. Hence GNP is larger thfm the amount of goods
and services we would consume without reducing the
nation’s produétion possibilities. The amount of capital used
up each year is referred to as “depreciation” . By subtracting
depreciation from GNP, net national product (NNP) can be
arrived at.

In addition to GNP, which measures the level of over-
all economic activity, the macroeconomists require a certain
amount of information about various subcategories that
make up GNP. GNP account has two sides. One side
focuses on expenditure, the other side focuses on income.
On the expenditure side the total output can be used on con-
sumption, on investment, by foreign countries and by gov-
ernment. The following formula indicates such a
breakdown.

GNP=C+I1+G+ (X-M)

In this formula, C = Consumption expenditure

I = Investment expenditure
G = Government expenditure
X = Exports

M = Imports

Since every dollar spent on goods and services provides
income for someone, the total value of market income must
be equal to the total value of final output, or GNP. On the
income side, total income (GNP) ends up distributed in the
following way:
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* To consumers, in the form of disposable income
* To business, in the form of retained earnings and
depreciation allowances
* To government, in the form of taxes
The incomes received by households, business and gov-
ernments provide the purchasing power required to buy the
nation’s output. As that purchasing power is spent, further

GNP is created and the circular flow continues.

I . The macroeconomic model

Macroeconomics has an elegant and remarkably power-
ful set of tools that come together in an orderly fashion that
may be described as the “macroeconomic model”. Differ-
ences in emphasis and priority can be readily fitted into the
model, and their implications can be examined.

The unifying principle of macroeconomics is the
macroeconomic model of the economy that began with the
classical model of pre-Keynesian days. In nearly all cases,
subsequent major developments can be conveniently and
profitably absorbed into that model as refinements or exten-
sions. The analysis of monetary and fiscal policies is most
successfully conducted within the framework of the model.
The model has always had a demand side and a supply side.

When the aggregate demand and supply model is
drawn as a pictute, it looks very much like a supply-demand
diagrm describing conditions in a market for a single com-

3



modity. In such a representation, price is posted on the ver-
tical axis and quantity on the horizontal. In the aggregate
demand and supply diagram, the overall level of prices is
measured vertically, while; total production (real national in-
come) is measured horizontally. Aggregate demand is the
end result of all the factors that determine the level of total
spending by consumers, investors, government, and for-
eign countries. It is influenced by countless factors, includ-
ing the money supply and interest rates, taxes and govern-
ment spending, international rates of currency exchange and
expectations of inflation. Similarly, aggregate supply is a
complex relationship that is determined by technological fac-

tors, the supply of capital and labor, the behavior of labor
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markets, pricing decisions by business, and again, expecta-
tions of inflation.

As shown in the figure above, the aggregate supply
and demand curves summarize the market activity of the
whole (macro) economy. These curves show total amount
of goods and services supplied or demanded at various price
levels. Macro equilibrium takes place when aggregate supply
and demand curves intersect at point E,” which shows the
buyer and the seller are willing to trade exactly the same
quantity (QE) at the price level of PE.

Equilibrium is unique in that it is the only price-output
combination mutually compatible with aggregate supply and
demand. By contrast, any other level of output or prices
“creates a disequilibrium requiring market adjustments, be-
cause it is unstable. After being adjusted, the economy will
return to point E. However, there are two potential prob-
lems with the macro equilibrium depicted in the figure:

% Undesirability: the price-output relationship at equi-
librium may not satisfy our macroeconomic goods.

* Instability: even if the designed macro equilibrium is
optimal, it may be displaced by macro disturbances.

In the undesired equilibrium, the equilibrium price lev-
el is too high (above P * which represents the most desired
price level) and equilibrium output rate falls short of full-
employment GNP (QF). As a result, the goal of full em-
ployment fails and the high price level might lead to
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inflation.

As aggregate supply and demand are determined by
many factors mentioned above, and the behavior of buyers
and sellers often changes the curves of aggregate supply and
demand can shift. When they shift repeatedly in different
directions, there appear upswings and downswings of econ-
omy. Thus business cycles are likely to result from recur-
rent shifts of the aggregate supply and demand curves. For
example, if aggregate demand declines, total output will
fall; if aggregate supply declines, unemployment can e-
merge; if aggregate demand and aggregate supply both de-
crease, output and employment may fall. In the third situa-

tion there appears a recession.

X . Macroeconomic policy levers .

The model of aggregate supply and demand not only
helps illustrate the causes of business cycles, which is the
major concern of macroeconomics; but it also implies a fairly
straightforward set of policy options. Historically three poli-
cies have been adopted:

* Shift the aggregate demand curve, find and use poli-
cy tools that stimulate and restrain total spending.

* Shift the aggregate supply curve, find and imple-
ment policy levers that reduce the cost of production or
otherwise stimulate more output at every price level.

* Do nothing. If it is impossible to identify or control



the determinants of aggregate supply or demand, interfer-
ence with the market is not preferable.

The “classical” approach to economic policy embraced
the do-nothing perspective. Prior to the Great Depression,
most economists were convinced that the economy would
self-adjust to full employment. The aggregate supply and
demand curve would naturally shift until they reached the
intersection at equilibrium point where full employment pre-
vails. ,

Another approach is on the demand side, where the
major tools of policy are monetary policy and fiscal policy.
Monetary policy is conducted by the Federal Reserve
system, which has the capacity and the authority to alter
the supply of money and credit in the economy. Fiscal poli-
cy entails the use of the budget of the federal government in
order to influence the level of total spending in the economy
by means of changing the amount of the government’ s
spending for goods and services or altering the incomes of
the private sector by changing taxes or government transfer
outlays to individuals.

Supply-side theory offers the third major set of policy
tools. The focus of supply-side pclicy is to provide incentives
to work, invest and produce. Of particular concern are high
tax rates and regulations that reduce supply incentives.

These fiscal, monetary, and supply-side tools are po-
tentially powerful levers for controlling the economy, which
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can be summed up as follows.

TYPE OF POLICY  POLICY INSTRUMENTS
Fiscal ‘ Tax cuts and increases,

changes in government spending.
Monetary Open market operation,

reserve requirements,

discount rates.
Supply side Tax incentives,

deregulation,

skill training and other labor mar-

ket aid,

wage and price controls,

free trade.

As the three major targets of macroeconomics are full
employment, rapid growth of output and price stability, the
task of the oriented macroeconomists is to show how these
tools can be used to narrow the gaps between actual employ-
ment and full employment, between actual inflation and no
inflation, and between the actual growth rate and the po-
tential growth rate. The basic pfinciples of economics en-
gender optimism about the potential of policy to fuifill the e-
conomic goals. The government possesses an array of policy
levers, each of which can significantly alter economic out-

comes. To end a recession, the government can cut taxes,
8



