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Economic history tells us that the economy never grows smoothly. A country
may enjoy several years of fast economic growth. But this might be followed by a
recession or even a financial crisis or, very rarely, a prolonged depression. Upward
and downward movements in output, inflation, interest rates, and employment
form the business cycle that features all market economies. This part involves the
attempts of policymakers to influence the behavior of broad economic aggregates
in order to tame the short-run business cycle and stimulate the long — run economic
growth — the concern of macroeconomic policy. Generally, macroeconomic policy
has the following objectives: a reasonable rate of economic growth, high
employment (low unemployment), stable prices, satisfactory balance of payments,
equilibrium and an equitable distribution of income. To make things simple, we
concentrate on the first three objectives for the time being. (Macroeconomic policy
in an open economy will be analysed in Part Three.) How do different forces interact
to determine overall economic activity, i.e. the levels of outpht, prices and
unemployment? The aggregate-demand and aggregate-supply model gives us a
tool to understand the determinants of overall economic activity.

The question arises as to how governments can achieve these objectives.
Certain instruments can be used by governments to affect macroeconomic activity.
That is, by changing demand-side (fiscal, monetary), supply-side, incomes, and
other policies, governments can avoid the worst excesses of the business cycle and
can stimulate the growth rate of potential output. The choice of policy instruments
and the effects of them are the concem of the last two chapters in this part.




Chapter Overview

An ideal market economy is one in which all goods and services are voluntarily
exchanged for money at market prices. Such a system squeezes the maximum
benefits out of a society's available resources without government intervention. In
the real world, however, every market economy suffers from imperfections, which
lead to such ills as excessive pollution, unemployment, and extremes of wealth
and poverty. For that reason, no government in the world, no matter how
conservative, keeps its hands off the economy.

In response to the Great Depression in late 1930s, John Maynard Keynes
developed his revolutionary theory, which helped explain the forces producing
fluctuations and suggested an approach for controlling the worst excesses of
business cycles. Since then, in addition to correcting market failures and
redistributing income, the third role of the government has been admitted in
achieving economic success (i.e. reasonable rate of economic growth, high
employment, and price stability) mainly through fiscal and monetary policies. The
macroeconomic objectives and their measurement will be dealt with individually
in this chapter.



