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Preface to the Chinese edition of Macroeconomic Theory

It is very exciting for me that there is now a Chinese translation of the first edition of
Macroeconomic Theory to add to the English and French versions. I am most grateful to Pengfei
Duan for undertaking such a challenging and difficult task. In this preface to the Chinese edition I
should like to add to the preface of the first edition a few remarks which are addressed specifically
to Chinese readers.

China is developing very rapidly into one of the world’s largest and most important
economies. The study of the Chinese economy is therefore a matter of great importance.
Macroeconomic Theory provides a coherent and up-to-date account of modern macroeconomics. It
will therefore provide a valuable toolkit for all who wish to analyze the Chinese economy. It is
designed for those who already possess a good understanding of the basic principles of
macroeconomics, and for those who have the mathematical tools necessary to go straight to an
advanced treatment of macroeconomics. The book is aimed particularly at graduate students and
those charged with giving policy advice to government, central banks, or business who wish to
up-grade their knowledge of macroeconomics.

Although the behavior of an economy depends on the particular institutional features of that
economy, Macroeconomic Theory sets out the general principles that apply to all economies, both
developed economies and emerging market economies like China. It is also important to
understand how an economy like China is affected by, and affects, the rest of the world.
Macroeconomic Theory therefore covers both closed and open economy issues.

A distinctive feature of this book is the emphasis given to the role of finance and financial
markets in the macroeconomy. Central to a macroeconomy are durable goods, capital, equity,
bonds and foreign exchange. In order to understand how they are priced it is necessary to use
asset-pricing theory. The financial crisis that engulfed developed economies in 2008, undermining
their banking systems and their monetary and fiscal policies, and causing bankruptcy and
recession, shows how inter-related the macroeconomy and financial markets are. This was also
shown by the Asian crisis of 1997 which also revealed how inter-dependent economies are.

Although I have used the name dynamic general equilibrium macroeconomics in the subtitle
to this book, 1 view DGE as a generic term that includes dynamic stochastic general equilibrium
(DSGE) macroeconomics. Modern macroeconomics is based on this DSGE approach which

integrates macroeconomics with microeconomics by providing microfoundations for



macroeconomics. Most important, it considers the whole economy at all times. Consequently,
instead of viewing the economy as a collection of features to be studied separately at first, before
perhaps being assembled into a complete picture of the economy, the focus of DSGE
macroeconomics is the economy as a whole. This is especially helpful when formulating economic
policy, where one wants to know the wider effects of any given measure. It is essential knowledge
for a policy advisor.

DSGE macroeconomics evolved from neoclassical macroeconomics and real-business-cycle
(RBC) theory to include virtually every aspect of the aggregate economy, including the open
economy, exchange rates, and monetary and fiscal policy. It incorporates both Keynesian and
New Keynesian economics, with the latter’s emphasis on the microfoundations of macroeconomics
and the role of monopolistic competition, key elements in modern theories of inflation targeting.
Nonetheless, in order to simplify the exposition, where convenient, I have suppressed the
stochastic element of the macroeconomy. Even so, a key feature of modern macroeconomic theory
is the role played in causing business cycles by unexpected shocks which are transmitted through
economy. Finance theory is largely about how to price assets when the future is uncertain due to
such shocks.

Since the financial crisis of 2008 much ill-informed criticism has been directed at modern
macroeconomics, particularly DSGE models. It may therefore be helpful to reflect on why we carry
out macroeconomic analysis in the way we do, including using DSGE models. The reader may
wonder, for example, whether it is appropriate to describe and analyze the complexities of a
modern economy using simple mathematical models. It is, however, because a modern economy is
so complex that simple models are used. If we tried to use highly complex models we would find
the analysis intractable. The aim of macroeconomic theory is not to provide a complete description
of an economy, but to give us the necessary intuition to understand how a complex economy
works. Macroeconomic Theory covers a large number of different aspects of the economy. When
constructing a model in order to use it to analyze the economy we should not aim to include all of
these aspects in our model. The art of being a macroeconomist is to tailor the model to the
problem at hand and avoid over-complicating the model. This makes a model more, not less,
useful. In order to judge which aspects to leave out we need to understand the consequences of
doing so. This requires a knowledge of the whole system. The use of mathematics is primarily to
enable the analysis to be carried out logically and correctly.

Although macroeconomics is ofien used to formulate economic policy, before trying to alter
the behavior of an economy through new policies it is important to recognize that first we should
understand why an economy behaves in the way it does. In my view this is the most important use
of macroeconomics.

Understanding why an economy behaves in the way it does is not the same as forecasting, but
macroeconomic models are also used for forecasting. Their forecasting record is, however, no
better than that of simple time-series models that are based on a minimum of economics. This is

often regarded as a devastating criticism of macroeconomics but it shouldn’t be. The DSGE
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approach to macroeconomics explains why: DSGE models describe the economy as being driven
by shocks which are, by definition, unforecastable. The shocks may be the errors in forecasting
the future values of exogenous variables in the model. Being exogenous means that we do not have
a theory explaining these variables. If we did have such a theory then they would become
endogenous variables, and so explained within the model. Example are new inventions and price
shocks to imported commodities. The shocks may also be due to variables that are omitted from
the model on the grounds that normally they are unimportant individually. This may necessitate
including such variables in the model. An example, is rainfall;: an unexpected and unusually
severe drought may greatly affect agricultural ;;roduction. Our understanding of an economy may,
however, be enhanced by examining which shocks have caused the economy to behave as it has.

Despite the difficulties of forecasting the future, an important feature of modem
macroeconomics is that it involves intertemporal decision-making; in other words, it assumes that
decisions made today are based on what is likely to happen in the future. This is especially
important for investment decisions. Although we could form our forecasts of the future in many
ways, including using non-economic models, where possible it seems more natural to use our
macroeconomic theory. Such forecasts are called rational expectations. Another common criticism
of modern macroeconomics is that DSGE models assume that everyone is rational. It is clearly not
true that everyone is rational, just as our models are not a true representation of the economy. In
macroeconomics, by rational, we mean only that where we forecast the endogenous variables of
the model, we use the model in making our forecasts. One benefit of making the assumption of
rational expectations is that it avoids assuming that people persist in making the same mistake. To
do otherwise would seem odd and even more difficult to justify.

More generally, despite the problems inherent in modern macroeconomics, it has been found
_ to be far better than any other way of analyzing the economy. I hope that you find this approach to

studying the macroeconomy as powerful, rewarding and insightful as I have.

Michael Wickens
October 2011
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PrixmEiT N b, BB a T v Es et TRENIEDERTS, URPFFRMMARMNL
Mo FHL EIAPRE, SIIBTRAMTRE ST . M TXERBTIE, BERERFMI;
BHEIHMENEREFERRE; 25, BXETREAERUBR—HRENZHF
MRS, Brookings 5 W& B i BALAY IE B LIXFh Iy it 4T#) (Dusenberry, 1965): %
¥, BENTBREFZRISMARRANHRE; F -5, BEABRIHTBRESERUR
Xt — M ERETHEENE R, Bk, XERMEFHEERRE TR E I iEE
FATATRENT R, XRET —MHERKBENE, EXHEBET, REBER—
BAZFFUMN EMER TRESMERR, SE S iy 738 4 AT AE AR 1) SR 36 (AR
B, Hit, RAEEH kG MBEROERZNERPRRNAAEZRZ S, [
B, XRPETAERITHITBORR, F7E—FRBR 6T
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20 47 30 FFRREN B AU AR RERKRE LS TEMEFFERFR, Keynes
B®E (GEIL) (Keynes, 1936) MFIRZ —BURy T MR B (6] B9 75 2 M2 A 7= A
Ho Hit, A—FFBANERARXNBERRAERTEFRAENKPHERE £, RS
KRBT REIFRE T REE, UZETL™ LK E# BB RS 4, B 58080 MkeE,
LBRBIRAMTATRBE K. EERIEILENERNLSTFEIL (FIEERLHFEHB
), MREBFR[EPENITRIRBEBRFTFEVLFOESIERSE, UERNES
BHREBFRAEEF N EERE, MEXLBEBCRMEHE. YLFHRE THER
B2, WRANUKRSTF A 50EM, 2FEEREREXERBIYERS. BURTH
# B RN T ENIHRE RAERME LT RS (REREEYERS) . X
FHBTFTIE 98 6907 BLAR S T4 B AR F T RN T HTARMEN— T REREEK L. [/
i, XHTEBICRALTFRTRY . XRBTUTHN . RBSENFEHRENRS
Bro XFRMIFEREN T EN T LRERBBIERSA N —MERK . KEH
R
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H5EGHEME TR T EML, DGE EMBFEBETHNAR MG LH
MR, XEEEREFSRLETF R REGHEMERNYERE, HRXFWA,
SFELHNERSERESMAFSANTRRIBHERE, BR, MEXMEHIERS
REEN, RoMENBEREBETHES M KBBERERE; IR - CERSFERES
W REL TIEHERENIE, MO REBRAMNETHRNEEBTHRE. AXIREE,
B JE AR A RIR Yy DGE EMATFEM —MER RS LR AR EEN ., DGE HALR
B ELF AL THERES,

REMNRKEBHEHERR, EMEHF—EEESREREITRTF AN EHT i
ERE L, BREIXNERNERE (GDP) BERMMEN UK, L& F SR1T
RITEBELSTHNETHEK,; M2 T, BTRASERN B LN B880R2HE,
XERE, SATRAFRDZXEHSTFHEDIEAES BB EHREBOEMEL, At
BAERNARSEER - HEKENBEEKBREESEE,

DGE EMAE ¥ MBI IE T Lucas (1975), Kydland HI Prescott (1982), LA K Long
1 Plosser (1983) 45 AN T RMMBIR. MI160 B M2 M M S Frig K8
BAEABEY. ETRLEUFNNBDEEBNTEFENSIEELE (B, LHEEEK
B 2R B A E RS S BN FFFRIM T EXE) . BYMESERES
WEARPHESELTFEM EQPLH. MAE LR, Kydland #1 Prescort i i iy &2
Ramsey 885 it4h, Lucas (AT T BN 30 H A0 5E T A Bt R Ramsey BRI, HJ5
W LR ZEANARNAEMTY R, URATRREMME. RITEES 14 T
SEANEESEL, AT, XEEBEHANE DGE FMAE T E k%4 M —ilUE,

WREWESFER K E LU E— MEEER TGS~ RERE:. CHER T
FREFTBORE X (X T DGE MBI 74 Bh I BUK I E BRI T 25 Chari 71
Kehoe (2006)). {HZ, RATHMZEIRBIEWSIFE M B R LIUR 287 2 5 B % 5]
B, BAIMGZSERE LA S, AnSFEmmMESEREPIET, URSTFEIMRT
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KA RIS ME shif U RN, TR A RE LM T EMETFER TS
Hit, ROISEFRAEEENEFHLWERS X, KBERRE: Ril—aE&XE8TH
2%, ERIRYEHEROESFBEFHESRLEN, RHRMBARIESHEXLE
HFHPEBEERZMNGER. TUHE, I TEREFNETX—SREURNETE
BT E R

RN ITHEE P ELBHEE R SERETFERSERE, UREFEIM
STX LR R R, X EEHRE W RRIMET R RERAEE R T . XEER
RERAENREREMNEN, TURIINEERRTUNEN, TRETERERANER,
TRAERERBAMHE, BARFRESMNG, R, STFETRENEMHEROEWEEL
REIMRR. BEit, RIVBIANELFRESRTHRAEENEFRUNSTEE S AHE
B, Wi RFFIEXN, ERETRNATESNNSEWT B IBOX Ll E WL T &
BAMEENBA. XIERFERSFEMBPHORE, WHRTEFANERNES,

DGE #RI A A BWMHER, X SRR ATEERN. LHERIR ST BN R K K BUH
HEN, FHit, RIVEABMISMATE, R BEBRET I AEJKN g MK
YRS R REN TN REIEMRFER U RIEIMT S A X EESR TR
BIEHRE . X EREEMEENESHEKR, BEERER DCGE ZMEFEHH—1
HEERE. SFFFRENTERRRNERZSE, VK EREFEIRT HAEE.
BRNERZFFHRETITHARNERTY, XESHERORREHRERATHAS
fFreete, BETANPOBERTNARRIAGRRRZGRALFEHLRLER. &
REBMNEEHEIRHBRE, BREIHABKETHAINLTLAERLER, BIERERK
BE FBRHIIMEMHRERTHABANEEEEREN, RNERSHEHBRITAIASR
SFFEHLHE R B THRIEFERRROIE T W ARROT, B SEREHTERALE
B HAEERREERNRFEFAEREEREE—EEM, EMERIGTER2IM, RF
HOXFIRB IR RS R LT RN THRGEREL BEEN

IR R, RAEYMBEERITAARIIAFER LRSS, BUFTSITHEBR T
AR IRRITZABN . MRBAHITESELBABOFITHBORT M, B2AXFHBER
RATERBABLAAR T . HBRTHEBRRATMRTAEAIL™SE, XFHLEEN
REMERK . HRABIIERARLSSFARAT RS, FRF2ERBRTHARBERA
WX g, HHZT, B TRARBRBRTRASRE, AH>=REHSKEEIH
B RN, XEXTERIHMNRRESETRMAA, S8R, WEE3#HE 2K
"o

B ENEFERERIT LN A — MU R ERR TR E XN — KB, XBR
SHBEMETTFEFTENXIEH T X BYB Keynes i (HETHL) (1926), FEATH MKy
WHRMSELN—THEHE (HEFTHRR) . Keynes FRF NI THHHHR
RAESE, FLUMRE (Ei) 30 RERREN EX R (Keynes, 1936), 7E
(ML) +F, MBRXNMERRNEREEMENRTIERES . Keynes 7£ (Hit) &
HIBRDERSIAB AR (W) XEBHENEFT T LUEERME EES, AEH
72, Keynes IREMANERAHEHE L, BIMBHFHOME S, Skidelski (1992) #§
H, Keynes AKX (i) TLWE. XRAEED THERIAMBHRATLBREN
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