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Outline of Text Material

I.
Introduction

A.
Microeconomics studies the behavior of firms, households, individuals, and other segments of societies. Macroeconomics focuses on the determinants of total national output.

1.
Macroeconomics is concerned with aggregates, or sums. For example, aggregate behavior is the behavior of all households and firms together. GDP is an aggregate. So is national income.

2.
Macroeconomics is also concerned with averages such as the average price level, the unemployment rate, and “the” interest rate.

B.
Macroeconomists observe that important prices in the economy often are “sticky downward.” That means some prices do not seem to always adjust rapidly to maintain equilibrium in their particular market.

1.
The real wage rate is the most notorious example of this. When there is excess supply in the labor market, the real wage falls very slowly. However, the real wage is only “sticky downward.” Real wages rise rapidly when there is excess demand for labor.

2.
Other markets may also exhibit sticky prices caused by long-term contracts or other institutional arrangements.

C.
Since about 1970 much work in macroeconomics has been concerned with understanding the microeconomic behavior that causes macroeconomic effects. 

1.
This is referred to as the microeconomic foundations of macroeconomics.

2.
For example, labor economists have developed the search theory of unemployment and other information-related theories to explain sticky wages.

II.
The Roots of Macroeconomics

A.
The Great Depression of the 1930s spurred a great deal of thinking about macroeconomic issues. 


TEACHING TIP: Students may have a general idea of what happened in the 1930s but not much in the way of facts. It might be a good idea to look ahead to Figure 5.4 [18.4] to give them some sense as to how bad things were. Point out that when the unemployment rate reached 10 percent in 1983 it was viewed as a crisis. Contrast that with 25 percent unemployment in 1933.
1.
Before 1930 there was no such field as macroeconomics. About the only macroeconomic issue economists were concerned with was the interest rate (Irving Fisher).

2.
Classical or market clearing models were the models applied by economists to economywide problems before the Great Depression. Classical economists believed that recessions (downturns in the economy) were self-correcting. The failure of such models to explain the prolonged high unemployment of the Great Depression gave some urgency to the work of economists developing macroeconomic theories (notably John Maynard Keynes and John Hicks).

3.
The Keynesian Revolution refers to a new way of looking at the macroeconomy developed by John Maynard Keynes. 

a.
According to his theory, the level of aggregate demand determines the level of employment.

b.
When aggregate demand is low the economy can become stuck in a recession.

c.
Keynes thought the government should increase spending or cut taxes to raise aggregate demand and lift the economy out of the recession.

B.
Recent Macroeconomic History


TEACHING TIP: Remember that most of your students were likely born after 1985 and have grown up in a time of almost ideal economic conditions. They therefore have no real sense of rapid inflation or high rates of unemployment. Although economists may see these times as unusual, to your students good economic times are the rule rather than the exception. Encourage them to read the box titled “The Great Depression and John Maynard Keynes.”


I like to tell my students that one of the best leading indicators of a recession is when people start referring to “the end of the business cycle.”
1.
After World War II Keynes’s views became increasingly influential. The view that government could intervene in the economy to attain specific employment and output goals became firmly established in the United States with the passage of the Employment Act of 1946. 

2.
During the 1960s economists began to talk about fine tuning the economy. They believed the government could use the tools available to manipulate unemployment and inflation to hit fairly precise targets.


TEACHING TIP: The word to describe this is “hubris.”
3.
During the 1970s and early 1980s “fine tuning” became irrelevant as macroeconomists were forced to substantially revise their models. The economy simply did not behave the way it had before 1970. There was also the vexing problem of stagflation (stagnation and inflation). This is the term Paul Samuelson coined to describe the combination of high unemployment and high inflation that characterized this era. Consequently, economists and the public lost their faith in the simplified Keynesian model used during the 1950s and 1960s. What had been “conventional wisdom” during the 1960s was largely consigned to the dustheap of failed theories.

4.
In the 1990s the U.S. economy boomed. After a mild recession (1990 – 1991), growth began in earnest. In February 2000 the economic expansion turned 107 months old. This was the longest expansion on record. The good times, however, did not lead to a convergence of views of macroeconomists about how the macroeconomy works; the discipline is still in flux, and many issues have yet to be resolved.

5.
Just as some economists were declaring the end of business cycles in the United States the economy slipped into a recession in early 2001. Although the recession appeared to end later that year it took the National Bureau of Economic Research until July 2003 to decide the recession had actually ended in November 2001.

6.
After the 2001 recession a “jobless recovery” began.  Despite robust economic growth the unemployment rate continued to rise.  By the third quarter of 2003 unemployment had reached 6.1 percent.  The key to economic growth without corresponding employment growth was the ongoing boom in productivity.

7.
The productivity boom wasn’t enough to fuel economic growth without eventual employment growth. By 2005 the unemployment rate was down to about 5 percent. 
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TOPIC FOR CLASS DISCUSSION:
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Have students find newspaper articles that describe the current state of the economy. Point out the use of terms you are studying in class such as inflation, unemployment, interest rates, and real GDP. Point out that just as a doctor would test the temperature and blood pressure of a patient, economists look at the unemployment rate, the inflation rate, and the rate of growth as the “vital signs” of the economy.

TEACHING TIP: One easy way for students to understand the relationship between output and employment is to write this equation:  Output = Employment x Labor Productivity.  Then point out that productivity is often fairly constant in the short run.  That means output (real GDP) and employment move together much of the time.
III.
Macroeconomic Concerns

A.
Government policy makers would like to have low inflation, high output growth, and low unemployment. Unfortunately, these three goals often conflict with each other. While the goals themselves are clear, it remains the job of economists to point out the tradeoffs to policy makers.

B.
Inflation and Deflation

1.
Inflation is an increase in the overall (average) price level. Hyperinflations are periods of rapid increases in the overall price level.


TEACHING TIP: Explain to students that hyperinflations are caused by increases in the quantity of money in circulation that are far higher than needed to finance economic growth. Recent examples include countries of the former Soviet bloc. Ask students what happens in such circumstances (in Russia, for example, people reverted to using barter). This can lay the groundwork for future discussions of money in the economy.


If you have the time, students love anecdotes about hyperinflations. Here are two from the German hyperinflation of the 1920s.


A reporter for the New York Times walked into a Berlin restaurant for dinner. He paid in advance using dollars. When he had finished and was getting ready to leave, he was served another entrée and told “The mark has depreciated again.” What he paid for dinner when he sat down was now enough to buy two dinners.


German citizens often received more for returning empty beer bottles than they had originally paid for the full bottles. (Naturally, this effect depends on how fast you drink the beer.)
2.
Deflation is a decrease in the overall price level. Japan experienced deflation during several years during their recession of the 1990s. An economy in which the price level is still rising but at a slower rate than it was before is experiencing disinflation.


TEACHING TIP: Emphasize the difference between a decline in the inflation rate (disinflation) and a decline in the price level (deflation).
C.
Output Growth: Short Run and Long Run

1.
Increases and decreases in an economy’s production (gross domestic product) are called business cycles.

a.
Aggregate output is the total quantity of goods and services produced in an economy during a given time period. Aggregate output is the main measure of how an economy is doing.

b.
GDP measures aggregate output.

2.
Recessions are periods when aggregate output falls. A prolonged and deep recession is called a depression.

3.
Policy makers are concerned not only with smoothing fluctuations in output during a business cycle but also with policies that might increase the long-run growth rate of GDP.

D.
Unemployment
1.
The unemployment rate is the percentage of the labor force that cannot find work.

2.
Before you can find work you have to look. People who are not actively seeking employment are not counted as unemployed; they are not in the labor force.

3.
Unemployment means the labor market is not in equilibrium. A major concern of macroeconomists is studying why labor markets do not behave like most other markets where surpluses are quickly eliminated by price changes.

IV.
Government in the Macroeconomy

A.
Fiscal Policy is any change in the government’s tax and expenditure decisions designed to influence the economy.

1.
When the economy is in a recession the government may use expansionary fiscal policy. This involves cutting taxes and/or raising government spending.

2.
When the economy is experiencing high growth and inflation, the government may use contractionary fiscal policy. This means increasing taxes and/or cutting government spending.


TEACHING TIP: You may want to talk about the relationship between the deficit (or surplus) and the national debt. One easy way for students to understand this is to point out that the U.S. national debt is the sum of all government deficits since 1776 minus the sum of all surpluses. You can also point out that they may have direct personal experience with deficits and debt.
B.
Monetary Policy

1.
The Federal Reserve is the central bank of the United States. The Fed controls the quantity of money in circulation in the economy.

2.
The amount of money in circulation affects the overall price level, interest rates and exchange rates, the unemployment rate, and the level of output.

4.
Monetary policy includes all the tools used by the Federal Reserve to control the quantity of money in the economy. Like fiscal policy, monetary policy can be either expansionary or contractionary.


TEACHING TIP: The United States is somewhat unique because the central bank is not part of the government. Talk about the Fed’s independence.


This is also a good place to make the distinction between money and income.
C.
Growth Policies

1.
Most growth policies focus on ways the government can increase long-run aggregate supply.

2.
Increases in long-run aggregate supply increase potential GDP (the productive capacity of the economy).

3.
Supply-side policies are government policies that focus on stimulating aggregate supply instead of aggregate demand.

V.
The Components of the Macroeconomy

A.
There are four major pieces of any macroeconomy.

1.
Households

2.
Firms. Households and firms together make up the private sector.

3.
Government (the public sector)

4.
The rest of the world (the international sector)

B.
The Circular Flow Diagram 

1.
A circular flow diagram can help you understand how the four pieces of the economy fit together.

a.
This diagram illustrates the income received and the payments made by each sector.

b.
For example, household receipts include transfers, payments from the government for which the recipients do not supply goods, services, or labor.

2.
If a household spends less than its income it saves during the period. If a household spends more than its income during a period it dissaves.


TEACHING TIP: A good working definition of household income is total receipts from rental of resources plus the net change in the household’s wealth during the period. Introducing this idea to students will help them understand the relationships among income, savings and wealth.
3.
Part of household spending is the purchase of imports, goods and services produced in other countries. Residents of other countries purchase our exports, products produced in this country and sold in other countries.

4.
A very important lesson from the circular flow diagram is that expenditure creates income.  When you buy a computer from Dell, your spending becomes part of Dell’s revenue.

C.
The Three Market Arenas

1.
Goods-and-Services Markets

a.
In these markets, households and the government purchase goods and services from firms.
b.
Firms also purchase goods and services from each other.

c.
The rest of the world both buys and sells goods and services in this market (international trade including both exports and imports).

2.
Labor Market

a.
Firms and the government purchase labor from households (demand for labor).

b.
Households supply the labor.

c.
Labor is also supplied to and demanded from the rest of the world.

3.
Money Market

a.
Households purchase common stock from firms and bonds from the government and firms. Treasury bonds, notes and bills are promissory notes issued by the federal government when it borrows money. Corporate bonds are promissory notes issued by corporations when they borrow money. Shares of stock are financial instruments that give the holder a share in a firms ownership. Dividends are the portion of a corporations profits paid each period to its shareholders.


TEACHING TIP: Once again, point out that households own the factors of production. Refer students to Chapter 3. Then remind them that most households own stocks and bonds indirectly through pension funds and other assets.

This is also a good place to remind students that when a household purchases stock, bonds or other assets the purchase is saving.  Households do not invest.
b.
International borrowing and lending also take place in the money market.

c.
Money market activity is coordinated through financial institutions like commercial banks, insurance companies, credit unions, etc.

d.
The most critical price in this market is the interest rate.

VI.
The Methodology of Macroeconomics Is Similar to That of Microeconomics.

A.
Connections to Microeconomics

1.
Economists assume that the same factors that affect individual behavior also affect aggregate behavior.

2.
Sometimes additional research has been needed to explain apparent differences between observed aggregate behavior and economic theory.

B.
Aggregate Demand and Aggregate Supply

1.
Aggregate demand (AD) is the total demand for goods and services in an economy.

2.
Aggregate supply (AS) is the total supply of goods and services in an economy.


TEACHING TIP: The AS–AD model is presented simply in this chapter. Don’t get bogged down in the detail at this point. Warn students that the slopes of these macro supply-and-demand curves are due to different factors than were discussed in covering the supply-and-demand curves from earlier chapters. For example (as the text points out), at the aggregate level the availability of substitutes is irrelevant. Let students know that the model will be explained and developed more fully later in the text.
VII.
The U.S. Economy Since 1900: Trends and Cycles

A.
The general trend in the U.S. economy has been toward prosperity.

B.
Expansion and Contraction: The Business Cycle

1.
There are four time periods in a business cycle.

a.
The peak is the highest level of GDP during a business cycle.

b.
A peak is followed by a period of declining GDP called a recession (also called a contraction or slump).

c.
When GDP stops falling, the economy has reached the trough. 

d.
A trough is followed by a period of rising GDP called an expansion (also called a boom).
2.
Business cycles are erratic. Since World War II cycles have been less extreme than they were before then.


TEACHING TIP: Point out that Figure 5.3 [18.3] shows a “stylized” business cycle, and that not all business cycles have such regularity. Draw some other possibilities on the board. One should depict a longer and deeper recession such as the Great Depression with a slight improvement for a short period of time and then a return to recession. Another could depict a particularly long period of growth, such as the expansion of 1996 - 2000.


You may want to mention economists’ early attempts to model business cycles using sines, cosines, and so on. These models failed precisely because real-world business cycles are not regular, symmetric waves.
C.
The U.S. Economy Since 1970 has seen four recessions and large fluctuations in the rate of inflation. 


TEACHING TIP: Figures 5.4, 5.5, 5.6, and 5.7 [18.4, 18.5, 18.6, and 18.7] provide good opportunities to help your students develop their ability to read charts and graphs. Use these figures to help you organize a brief lecture on the U.S. economy.


The four recessions identified in Figures 5.5 and 5.6 [18.5 and 18.6] are good illustrations of the irregularity of business cycles. Each period of expansion and contraction is unique both in terms of its duration and magnitude. The recessions also occurred for different reasons.
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TOPIC FOR CLASS DISCUSSION:
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Have students interview their parents or grandparents about what the economy was like in the past. Of particular interest will be what prices of goods were and what salaries were at other points in time compared to today.
D.
Macroeconomics tries to explain the behavior of and the connections among variables such as GDP, the unemployment rate, and the average price level (the GDP deflator). Understanding this takes us a long way in understanding how the economy works.

VIII.
Looking Ahead: The following chapter introduces national income accounting.

Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: Economies at the Edge: Depressions and Hyperinflations

Bad economic times give economists quite a bit of interesting data.  Students tend to have a morbid fascination with these events.  It’s worth spending a few minutes talking about the Great Depression and one or two hyperinflations.  Don’t be too technical – it’s much too early in the course for that.  But choose one or two of the following case studies to illustrate how badly things can go wrong in the macro-economy.

Case 1: The Great Depression

What was so great about the Great Depression?  Not much.  The table below shows data on real GDP (output), real GDP growth, the unemployment rate and the inflation rate (measured with the GDP deflator).  Use this table to point out how bad the situation really was in the 1930s.  Make sure you point out that there were no social welfare programs – no unemployment compensation, no Social Security, no Medicare, no social safety net of any kind.  Those unemployed literally had incomes of zero.  These were very bad times.  (If you want to work with this data yourself the table can be easily pasted into Excel.)
	The Great Depression

	Year
	Real GDP*
	Real GDP growth
	Unemployment Rate
	Price Level (GDP Deflator)*
	Inflation Rate

	1929
	8.813
	
	3.2
	11.943
	

	1930
	8.054
	-8.61%
	8.9
	11.480
	-3.88%

	1931
	7.537
	-6.42%
	16.3
	10.334
	-9.98%

	1932
	6.557
	-13.00%
	24.1
	9.150
	-11.46%

	1933
	6.473
	-1.28%
	25.2
	8.910
	-2.62%

	1934
	7.173
	10.81%
	22
	9.351
	4.95%

	1935
	7.812
	8.91%
	20.3
	9.534
	1.96%

	1936
	8.828
	13.01%
	17
	9.644
	1.15%

	1937
	9.281
	5.13%
	14.3
	9.998
	3.67%

	1938
	8.961
	-3.45%
	19.1
	9.810
	-1.88%

	1939
	9.684
	8.07%
	17.2
	9.688
	-1.24%

	
	
	
	
	
	

	*The year 2000 is the base year for real GDP and the GDP deflator.  In 2000 the value of each index is equal to 100.0.
	
	Source:  GDP and deflator data from www.bea.gov.  Download section 1 (Domestic Product and Income).  Unemployment rate from Robert J. Gordon, Macroeconomics (10e, Addison-Wesley) Table 7-1 p. 223.

	
	
	

	
	
	

	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


Students will inevitably want to know how such a calamity could have been allowed to occur.  You could easily spend a week on this subject, but try to keep the discussion focused on macroeconomic causes.  Make sure you include:
1. The Smoot-Hawley tariff.  U.S. real exports fell from 3.185 in 1929 to 1.714 in 1932.
2. The collapse of real fixed investment.  This was caused partly by an investment boom in the late 1920s.  Gross investment was 5.529 in 1929 and fell to 0.665 by 1932.

3. The Federal Reserve allowed the money supply to decline precipitously.  The nominal money supply was $26.0 billion in 1929.  Bank failures and the Fed’s persistent inaction led to a decrease in the money supply to $19.4 billion in 1933.

4. The stock market collapse of 1929.  Try to emphasize that most economists believe the stock market collapse was more a symptom than a cause of the Great Depression.

The Great Depression is important to macroeconomics because it stimulated the thinking of John Maynard Keynes, John Hicks, Joan Robinson and others.  These economists developed the basic models we still use today.  However their models omitted a number of key factors (labor market analysis, supply shocks).  Today’s macroeconomic models are better, although still far from perfect.

Case 2: Modern Hyperinflations
The International Monetary Fund tracks many statistics. The following table is extracted from their World Economic Outlook, 2005.  Clearly there are some countries that have ongoing problems with very high inflation.  Divide your class into five teams.  Have each try to gather data on other aspects of one country’s economic performance.  Make sure they include the level and growth rates of the money supply.  The discussion should be lively.
	Country
	1987-1996 avg.
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	Bulgaria 
	63.2
	1,061.20
	18.8
	2.6
	10.4
	7.5
	5.8
	2.3
	6.1

	Argentina 
	193.3
	0.5
	0.9
	-1.2
	-0.9
	-1.1
	25.9
	13.4
	4.4

	Brazil 
	656.6
	6.9
	3.2
	4.9
	7.1
	6.8
	8.4
	14.8
	6.6

	Nicaragua 
	644.7
	9.2
	13
	11.2
	11.5
	7.4
	4
	5.2
	8.2

	Angola 
	313.3
	221.5
	107.4
	248.2
	325
	152.6
	108.9
	98.3
	43.6


Source: http://www.imf.org/external/pubs/ft/weo/2005/01/pdf/statappx.pdf.
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