Macroeconomics Midterm Review Sheet
EddY & KC
Goals of macroeconomics: living standards; stability and security; sustainability (social, environmental, economical)

· Three approaches to count GDP:
income; expenditure; output



· What’s not counted is the intermediate goods- goods used in the production of final goods

Durable goods, goods that last for a relatively long time   vs.   Nondurable goods, goods that last for a short period of time
GDP- the dollar value of all final goods and services produced within a country’s borders in a given year
Components of GDP (“Y”)

· Consumer Spending (“C”)
· Spending by households on goods and services; but excludes purchase of new housing

· Investment or Business Spending (“I”)
· Spending on capital equipment, inventories and buildings, includes household purchase of new housing

· Government Purchases (“G”)

· Spending on goods and services by all levels of government, includes wages of government workers but excludes transfer payments

· Net Exports (“X” – “M” = “NX”)
· Spending on domestic goods by foreigners (X) minus spending on foreign goods by domestic residents (M)

Therefore:  Y = C + I + G + (X – M)

· Nominal GDP- GDP measured in current prices vs. Real GDP- GDP expressed in constant or unchanging, prices
GDP deflator = Nominal GDP / Real GDP
Limitations of GDP: ​data inaccuracies, unrecorded activities, quality of life, external costs, composition of outputs
· GNP- the annual income earned by U.S. owned firms and U.S. citizens

· Depreciation- the loss of the value of capital equipment 

· Price level- the average of all prices in the economy
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	Exclusions of GDP

	
	Used good

Cash transfer (SS, welfare)

Financial transaction (stock market)

Intermediate good

Non-domestic transaction

Non market transaction
Illegal or unreported transaction


Economic Growth – two forces

Long term growth, i.e. growth trend and short term growth, i.e. variability around the trend (business cycles)

Labor=>

1. Population growth 
2. Increase in % of population participating in labor force, e.g. unemployed getting jobs; women in work force 
3. Increase in work hours 
Land=>

1. Bringing land into production, 

2. Discovery of natural resource

Capital=>

1. Physical capital

2. Human capital, i.e. education; training; experience
PEAK => Contraction => TROUGH => Expansion
· Recession: prolonged contraction, typically marked by rising unemployment 

· Depression: especially long and severe recession (no precise definition)

· Recovery: phase of growth after a recession which economy reaches/exceed prior levels of employment and output

· Stagflation: “decline in real GDP coupled with rise in price level”

Capital deepening – the process of increasing amount of capital per worker
Diminishing Returns: “As the stock of capital rises, the extra output produced from an additional unit of capital falls; in other words, when workers already have a large quantity of capital to use in producing goods and services, giving them an additional unit of capital increases their productivity only slightly.”

Catch Up Effect: “other things equal, it is easier for a country to grow fast if it starts out relatively poor. In poor countries, workers lack even the most rudimentary tools and, as a result, have low productivity. Small amounts of capital investment would substantially raise these workers’ productivity.”

Savings and investment are equivalencies

· Households save; $$ goes into a financial institution and businesses borrow; $$ used to purchase capital goods
· More savings = more capital deepening = faster GDP growth
Governments give more focus to spurring technological improvements and entrepreneurship, which are the secret sauce.
Aggregate Demand

· P = overall price level
vs.

Q = real output of goods and services
· No substitution effect, but income effect 

· Components of demand (factors which could cause shift of AD) = C + I + G + X – M

· Consumption: could be effected by change in taxes, rise in stock or housing prices, consumer confidence 
· Investment: interest rate increases/decreases, business taxes or rebates (investment tax credit), business confidence

· Government: war, infrastructure spending, etc.

· Trade: exchange rates, overseas growth
Aggregate Supply
· Short run defined as time period during which it’s impossible to change prices of factor inputs, esp. labor costs

· Upward sloping because of declining marginal returns on capital and increased labor costs 
· Shifts in SRAS due to external supply-side shocks, e.g. oil shock, labor walkout
	Classical view
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	Keynesian view
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	· Basic premise: markets are efficient and government should not intervene in economy

· LRAS curve is perfectly inelastic – always at “full employment level” of economy, i.e. full capacity, at PPP frontier

· Output is based entirely on quantity & quality (productivity) of factors of production, not on prices

· If prices increase/decrease, output stays the same in long run
	· Phase 1 (up to Y2)

· Economy running below capacity (inside PPP frontier)

· Producers can raise output without incurring higher costs because there is space capacity and unemployed labor

· LRAS is perfectly elastic

· Phase 2 (Y2 to YFE)

· Economy approaching PPP frontier

· Producers are starting to compete for dwindling supply of capacity/labor; prices get pushed up

· LRAS is upward sloping

· Phase 3 (beyond YFE)

· Economy running at full capacity; at PPP frontier

· No more unused factors; more competition will just big up prices without increasing supply

· LRAS is perfectly inelastic


Unemployment 

	Natural

Unemployment
	Frictional- people who are temporarily between jobs 

Seasonal- people who are laid off/don’t have work to do seasonally (farmers)

Structural- people who are laid off because their skills are no longer useful

	Cyclical- people who are not working because firms do not need their labor due to a lack of demand or a downturn in the business cycle

	Hidden employment

· Underemployed- people who are forced to work part-time and with lower skills/wages

· Discouraged workers who exit the labor force


Inflation- a general increase in prices

Inflation rate- the percentage rate of change in price level over time
Deflation- a sustained drop in the price level
Purchasing power- the ability to purchase goods and services

Price index- a measurement that how the average price of a standard group of goods changes over time

Market basket- a representative collection of goods and services

Core inflation rate- excluding the effects and energy prices 

(note: in 1974 and 1980, inflation rate sharply increased but mainly because of the inflation in food and energy markets, which are all temporary. Economists want to study long-term trends and have to set aside those)

Hyperinflation- inflation that is out of control

Causes of inflation

Quantity theory- too much money in the economy causes inflation

Demand-pull theory- demand for goods and services exceeds supplies ( rise of prices for scarce goods

Cost-push theory- producers raise prices in order to meet increased costs ( mainly wages increase

Wage-price spiral- a higher price in commodities forces the businesses to pay more to the employees, which is an increment in the cost of production, which drives the price in commodities to go even higher

Fixed income/sticky wages- income that doesn’t increase even when prices go up

Consumer Price Index (CPI) 

· Price index - based on basket of goods and services 

· CPI => (Cost current ÷ Cost base ) x 100

· Inflation => (CPI1 – CPI2) ÷ CPI1

· Problems with CPI

1. Substitution effect

2. New products

3. Changes in quality over time
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Gini coefficient = area / 0.5  or  area * 2

The larger the area, the larger the Gini Coefficient, the greater the inequality, the smaller the equality

The smaller the area, the smaller the Gini Coefficient, the smaller the inequality, the greater the equality

Money has 3 functions

· Medium of exchange- used to determine value during the exchange of goods and services


Barter- direct exchange of one set of goods or services for another; but requires the
double coincidence of wants

· Unit of account- a means of comparing the values of goods and services
· Store of value- something that keeps its value if it is stored rather than used
Money has 6 characteristics

· Durability- must withstand physical wear and tear

· Portability- people can easily transfer them 

· Divisibility- easily divided into smaller denominations, or units of value

· Uniformity- two identical pieces of money should have the same value and function

· Limited supply- the supply of money must be controlled and limited
· Acceptability- everyone must be able to exchange objects that serve as money for goods
Commodity money- objects that have value in themselves and that are also used as money

Representative money- objects that have value because the holder can exchange them for something else of value

Fiat money- money that has value because the government has ordered that it is an acceptable means to pay debts
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Functions of Financial institution
· Storing money

· Saving money: saving and checking accounts; money market accounts; certificate of deposits

· Loans


Fractional reserve banking- banks keep a fraction of funds on hand and lends out the remainder; this leads to the money 
multiplier effect, which basically creates money. The money generated = initial money / reserve ratio


Default- failure to pay back a loan

· Mortgages- a specific type of loan that is used to buy real estate

· Credit card- a card entitling its holder to buy goods and services based on the holder’s promise to pay for these goods and services later on

· Interest- the price paid for the use of borrowed money

· Principal- the amount of money borrowed

· Profit of a bank = interest collected from lenders – interested paid to savers

Investment- the act of redirecting resources from being consumed today so that they may create benefits in the future; the use of assets to earn income or profit; saving- the deferral of current consumption

Investment and saving are two sides of a coin. Saving leads to investment. 

Financial system- the system that allows the transfer of money between savers and borrowers
Functions- provide information, reduce risk, and increase liquidity; bridge between savers and investors
Financial asset- claim on the property or income of a borrower

Financial intermediary- institution that helps channel funds from savers to borrowers

· Banks, savings, and loan associations, and credit unions

· Finance companies

· Mutual funds that pool the savings of many individuals and invests this money in a variety of stocks, bonds, and other financial assets

· Life insurance companies

· Pension funds

Financial instrument- the various contracts which lay out the terms which savers can transfer their money to investors

Diversification- spreading out investments to reduce risk

Portfolio- a collection of financial assets

Prospectus- an investment report to potential investors

Return- the money an investor receives above and beyond the sum of money initially invested

Components of a bond

Coupon rate- the interest rate that a bond issuer will pay to a bondholder

Maturity- the time at which payment to a bondholder is due

Par value- the amount that an investor pays to purchase a bond and that will be repaid to the investor at maturity

Yield- the annual rate of return on a bond if the bond were held to maturity

Types of bonds
· Savings bonds- low denomination bond issued by the government

· Treasury bonds, bills, and notes

· Municipal bonds- a bond issued by a state or local government or municipality to finance such improvements as highways, state buildings, libraries, parks, and schools

· Corporate bonds- A bond that a corporation issues to raise money to expand its business

· Junk bond- a lower-rated, potentially higher-paying bond

Financial asset markets

· Capital markets- market in which money is lent for periods longer than a year

· Money markets- less than a year

· Primary market- market for selling financial asset that can only be redeemed by the original holder

· Secondary market- market for reselling financial assets
The Stock Market
Share- portion of stock

Equities- claims of ownership in the corporation

Benefits of buying stocks

· Dividends- corporations’ profits to their stockholders

· Capital gain- a higher selling price and a lower purchasing price, a financial gain for the seller

· Capital loss- a lower selling price and a higher purchasing price, a financial loss for the seller

Stock exchange- a market for buying and selling stock

Nasdaq- American market for OTC securities

Futures- contracts to buy or sell at a specific date in the future at a price specified today

Options- contracts that give investors the choice to buy or sell stock and other financial assets

Call option- the option to buy shares of stock at a specified time in the future

Put option- the option to sell shares of stock at a specified time in the future

Bull market- a steady rise in the stock market over a period of time

Bear market- a steady drop in the stock market over a period of time

The Dow- index that shows how certain stocks have traded
 
S&P 500- index that shows the price changes of 500 different stocks

Speculation- making high-risk investments with borrowed money in hopes of getting a big return

Value of stock – PV of cash flows

· Current assets (book value)

· PV of earnings stream based on current earnings

· PV of earnings stream based on earnings growth

Bonds for issuer and buyer (holder)

· Issuer advantages (i) don’t give up ownership, (ii) interest cost is fixed

· Issuer disadvantage (i) have to pay interest (principal) even if business is bad

· Buyer advantage (i) relative safety in that yield is fixed

· Buyer disadvantage (i) no upside if company does well; (ii) inflation

Money creation- the process by which money enters into circulation

Three tools of monetary policy

· Changing “Required Reserve Ratios” (RRR) for banks
· Raising/lowering the “Discount Rate”
· Conducting “Open Market Operations”
Required reserve ratio- ratio of reserves to deposits required of banks by the Fed

· Money multiplier- amount of new money that will be created with each demand deposit, calculated as 1 / RRR
· Excess reserves​- reserves greater than the required amounts; ensure that banks will always be able to meet their customers’ demands and the Fed’s reserve requirement



Banks hold excess reserves because:

· They are uncertain of customer demand for cash and want a little extra just in case
· They are nervous about the economy and would rather not lend too much for now
· Their customers are just not interested in borrowing because the economy is so weak
· It is the sledge hammer that is rarely used
	Reserve requirement
	Money supply

	↑
An increase in reserve requirements cause banks to increase reserves
	↓
Banks decrease lending, causing the money supply to contract.

	↓
An decrease in reserve requirements cause banks to decrease reserves
	↑
Banks increase lending, causing the money supply to expand.


Discount rate- the interest rate on discount window lending
· “Discount Window lending” is the term for Fed’s program of emergency loans to banks

· Banks don’t like to borrow at the discount window – it implies they are in trouble 
· So the rate doesn’t have much effect – it’s mostly for signaling central bank intentions (psychological)
	Federal fund rates
	Money supply

	↑
An increase in the federal fund rate makes banks less willing to borrow from other banks
	↓
Banks reduce lending in order to build reserves, causing the money supply to contract

	↓
A decrease in the federal fund rates makes banks more willing to borrow from other banks
	↑
Banks increase lending, causing the money supply to expand


Open market operations- the buying and selling of government securities to alter the supply of money

· Fed sells T-bonds to “soak up” money from the system; Fed buys T-bonds to “inject” money into the system

· All this is done by changing bank reserves which then ripples through the system via the money multiplier process

	Open market operations
	Money supply

	↑
Through bond sales, the Fed removes reserves from the banking system
	↓
Banks reduce lending, causing the money supply to contract

	↓
The Fed’s purchase of bonds increases of bands increases reserves in the banking system
	↑
Banks increase lending, causing the money supply to expand


Monetarism- the belief that the money supply is the most important factor in macroeconomic performance

Inside lag- delay in implementing monetary policy
· Recognition lag- delay in recognizing the economic problem

· Administrative lag- delay it takes for a monetary policy to be implemented. Usually there is no administrative lag because the government can implement a policy very soon
Outside lag- the time it takes for monetary policy to have an effect
· Operational lag- delay for monetary policy to have an effect
	
	Fiscal policy tools
	Monetary policy tools

	Expansionary tools
Easy money policy- monetary policy that increases the money supply
	Increase government spending

Cut taxes
	Purchase bonds

Decrease federal fund rates

Decrease reserve requirements

	Contractionary tools
Tight money policy- monetary policy that reduces the money supply
	Decrease government spending

Raise taxes
	Sell bonds

Increase federal fund rates

Increase reserve requirements


MV = PQ 

(M: money supply

V: velocity of money

P: price level


Q: real output)
In the short term, velocity and real output will be constant, so increasing the money supply will only lead to an increase in the price level, causing inflation.
Cyclical asymmetry- Monetary policy may be highly effective in slowing expansions and controlling inflation but much less reliable in pushing the economy from a recession.
Contraction- a tight money policy could deplete commercial banking reserves to the point where banks were forced to reduce the volume of loans. That would mean a contraction of the money supply, higher interest rates, and reduced aggregate demand. The Fed can turn down the monetary spigot and eventually achieve its goal.
Expansion- But it cannot be certain of achieving its goal when it turns up the monetary spigot. The Fed can create excess reserves, but it cannot guarantee that the banks will actually make the loans and thus increase the supply of money. If commercial banks, seeking liquidity, are unwilling to lend, the efforts of the Fed will be of little avail. 
Not Enough Inflation

The author believes that the attack on Mr. Bernanke is not justified, in fact destructive. The attackers have been attempting to mislead the Fed in what it should do: taking its hand off from recovery when it should stimulate the market more, and making the Fed focuses on inflation when the market could have been better if the Fed paid less attention.

Inflation is a good thing to the countries in debt, such as the U.S, because the amount what they have to pay back is worth less. Thus, the debt burden is alleviated by inflation. For the past few years, the Fed has been keeping the inflation rate below 2 percent. The Fed should not be in fear of letting the inflation rate rise over 3-4%. The higher the inflation, the less the debt burden is. According to the Fed’s dual mandate, it should be concerned with full employment and price stability at the same time. Full employment and price stability are like the two sides of a steering wheel. Full employment will lead to inflation. So, the Fed should totally just focus on ensuring full employment and letting the inflation rise. A high inflation rate will also discourage private sector from sitting on cash, promoting them to invest. 
In brief, the Fed should ensure full employment without fearing inflation, because inflation is beneficial to a country in debt in the U.S. as it alleviates the debt burden, discourages companies from sitting on cash, and encourages them to invest. All three are positive to the recovery of the U.S. economy. Therefore, any talk about keeping the inflation low is not only untrue, but devastating.
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