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Chapter One

Economics

Text A

Microeconomics and Macroeconomics

Adam Smith is usually considered the founder of the field of
microeconomics the branch of economics which today is concerned
with the behavior of individual entities such as markets firms and
households. In The Wealth of Nations Smith considered how
individual prices are set studied the determination of prices of land
labor and capital and inquired into the strengths and weaknesses of
the market mechanism. Most important he identified the remarkable
efficiency properties of markets and saw that economic benefit comes
from the self-interested actions of individuals. All these are still
important issues today and while the study of microeconomics has
surely advanced greatly since Smith’s day he is still cited by
politicians and economics alike.

The other major branch of our subject is macroeconomics
which is concerned with the overall performance of the economy.

Macroeconomics did not even exist in its modern form until



when John Maynard Keynes published his revolutionary General
Theory of Employment Interest and Money. At the time England
and the United States were still stuck in the Great Depression of the

s and over one-quarter of the American labor force was
unemployed. In his new theory Keynes developed an analysis of
what causes unemployment and economic downturns  how
investment and consumption are determined how central banks
manage money and interest rates and why some nations thrive while
others stagnate. Keynes also argued that governments had an
important role in smoothing out the ups and downs of business
cycles. Although macroeconomics has progressed far since his first
insights the issues addressed by Keynes still define the study of
macroeconomics today.

The two branches — microeconomics and macroeconomics —
converge to form modern economics. At one time the boundary
between the two areas was quite distinct more recently the two
sub-disciplines have merged as economists have applied the tools of
microeconomics to such topics as unemployment and inflation.

In macroeconomics we study the economy as a whole in
microeconomics we look at individual markets. The distinction is
important. In microeconomics we might examine the effects of an
increase in the price of tomatoes. We can apply the Law of Demand
which tells us that — all other things remaining the same — the
quantity of tomatoes that people will purchase will go down when the
price goes up. We can introduce the concept of price elasticity of
demand and attempt to measure how large or small an effect the price
increase will have on the quantity purchased. In macroeconomics we

might examine the effects of inflation — all prices going up at once.



Obviously the outcome will be quite different.

We would need to make the same type of distinction if we were
studying labor markets. If the wages of a particular type of labor —
short-order cooks for example — were to increase we could predict
that employers would find ways to get by with fewer hours of that
type of labor. That is microeconomics. But if wages were to
increase across the entire economy prediction would be much more
complicated. When we just study the wages of short-order cooks
we can ignore the effect that their extra earnings will have on their
demand for goods and services since they make up a small proportion
of the workforce. But when all wages go up the effect on overall
demand is too large to ignore — so we will have to apply the
theories of macroeconomics.

In short microeconomics is the economics of one thing at a

time and macroeconomics is the economics of everything at once.
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mMiCroeconomics 7.

macroeconomics n.
individual n. adj.
household n. adj.
determination 7.

inquire into

mechanism 7.

identify v.

overall adj.

revolutionary adj.



stick v.
unemployment n.
consumption 7.
thrive v.

stagnate v.
converge V.

at one time ady.
subdiscipline n.
merge v.
inflation n.
distinction n.
Law of Demand
purchase v.
concept n.
elasticity of demand
predict v.

get by v.

ignore v.

proportion 7. Vt.

workforce n.
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. Adam Smith is usually considered the founder of the field of
microeconomics the branch of economics which today is
concerned with the behavior of individual entities such as
markets firms and households.
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Macroeconomics did not even exist in its modern form until
when John Maynard Keynes published his revolutionary
General Theory of Employment Interest and Money.

did not even exist when

. In his new theory Keynes developed an analysis of what causes
unemployment and economic downturns how investment and
consumption are determined how central banks manage money
and interest rates and why some nations thrive while others
stagnate.

Keynes In his new theory what how

why of

At one time the boundary between the two areas was quite
distinct more recently the two sub-disciplines have merged as
economists have applied the tools of microeconomics to such
topics as unemployment and inflation.

as



. If the wages of a particular type of labor — short-order cooks for
example — were to increase we could predict that employers
would find ways to get by with fewer hours of that type of labor.

were to could.

=>

. Who is considered the founder of microeconomics What about

macroeconomics
. What is The Wealth of Nations mainly about
. What is macroeconomics concerned with
. According to the text how is macroeconomics defined
. Why have the two subdisciplines merged
. Why would employers find ways to decrease the hours of certain

type of labor

Text B

The Income-Expenditure Model

We’re making a model of the entire national economy or
macroeconomy. We base it on the following idea if total output

exceeds what people want to buy there will be stuff left over —



which means that inventories of unsold goods will rise. On the other
hand if people want to buy more than is produced during some
period what will happen is that previously-accumulated inventories
of goods will fall.

Think about a shoe store. It has a certain amount of inventory
that it wants to keep on hand at all times so as to be able to meet
normal customer demand. If customers buy shoes at a slower rate
than it gets new shipments from the manufacturers inventory will
rise. If on the other hand customers buy shoes at a more rapid pace
than it gets shipments from the factory inventory falls. Think about
the entire economy this way and you understand how we think output
adjusts to demand.

Equilibrium just means a position of stability. If inventories are
rising we are not in equilibrium because too many goods are being
made and sooner or later factories are going to have to cut
production because the current level of output is not sustainable. If
inventories are falling we are not in equilibrium because too few
goods are being made and sooner or later factories are going to have
to increase production. In other words macro equilibrium is when
total output is equal to total desired expenditures. We believe that
the national economy will move toward such a macro equilibrium on
its own.

When we set up our macro framework we said that C 1
G Y consumption investment government purchase
Income

In other words the three components of demand equal output.
So does this mean we’re always in macro equilibrium No. The key

here is I or capital investment. “ I” includes accumulation of



inventory whether firms want it or not. In other words in order to
make our national income accounting framework hang together we
just assigned any unsold output to I — it’s like saying to a firm if
you made it and didn’t sell it you bought it. In other words for the
purpose of making our accounting framework add up inventory
change is a sort of shock absorber that makes demand equal to
output.

So let’s distinguish between® planned investment ” or Ip and
total investment which is Ip plus unintended inventory changes. So
whileC I G Yisalwaystrue C Ip G Y is only
true when we are in macro equilibrium. In other words since we
said I Ip unplanned inventory change we have macro
equilibrium only when unplanned inventory change which is

what we said above.

Let’s repeat our macro equilibrium condition C Ip G
Y.

And read it this way we have macro equilibrium when people
want to buy all the goods that firms produce. The income-
expenditure model therefore zeroes in on the problem that firms face
in a modern capitalist economy of figuring out how much to make
and offer for sale in any given period. Because production and
transport of goods takes a lot of time a firm may have to predict
consumer demand for its output a year or more in advance.

In the income-expenditure model total output responds to the
demand for it. In other words aggregate supply is driven by

aggregate demand. Not all models work like this. That means



that to figure out what the equilibrium level of output is we have to
figure out how much demand there is. That means that we have to
know what determines the levels of C Ip and G.

In this particular model the answers for the last two are easy.
We will assume they are fixed and unchanging. We will assume that
businesses make plans about how much capital equipment they want
to acquire and do not change those plans. We will assume that G is
set through some political process. We will similarly assume that T
is fixed. In fancier language G Ip and T are® exogenous’ to this
model.

That leaves C which is at the center of this model. What
determines how much consumers spend Well their income Y.
But we’ve just said that Y is partly determined by C since C is an
element of demand. So C affects Y and Y affects C.
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expenditure n.

equilibrium n.

exceed v.

stuff n. vt.

inventory n.

previous adj. adv.
accumulate v.

manufacturer n.

stability n.

sooner or later

current adj.



sustainable adj.
component 7. adj.
framework n.
distinguish v.
unintended adj.

zero in on

figure out v.

financier n. Vi.
exogenous adj.
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. We base it on the following idea if total output exceeds what
people want to buy there will be stuff left over — which means
that inventories of unsold goods will rise.

idea which if

. If inventories are rising we are not in equilibrium because too
many goods are being made and sooner or later factories are
going to have to cut production because the current level of
output is not sustainable.

if



