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Outline of Text Material

I.
Introduction

An ideal economy is one in which there is rapid growth of output per worker, low unemployment, and low inflation.

A.
Unfortunately economies are rarely in this ideal state.
B.
A key part of macroeconomics is studying what determines output, unemployment, and inflation.

C.
Key Concepts

1.
Output growth is the growth rate of the output of the entire economy.

2.
Per capita output growth is the growth rate of output per person in the economy.  If the population is growing at the same rate as output then per capita output growth is zero.

3.
Output per worker (labor productivity) is total output divided by the number of workers.  Since not everyone in the economy works output per worker is greater than output per capita.

4.
Productivity growth is the growth rate of output per worker.

D.
Economic welfare is usually measured by output per capita.

1.
If population growth equals or exceeds output growth then output per capita will fall.

2.
If productivity remains constant but the fraction of the population in the labor force falls output per capita will also fall.

TEACHING TIP: These concepts are very abstract.  Use several numerical examples if possible.  Here’s some recent data to get you started.

	
	2000
	2001
	2002
	2003
	2004

	Real GDP (billions of chained 2000 dollars)
	9817
	9890.7
	10048.8
	10320.6
	10755.7

	Population (thousands)
	282429
	285366
	288240
	291085
	293951

	Labor Force (thousands)
	142583
	143734
	144863
	146510
	147401

	Employment (thousands)
	136891
	136933
	136485
	137736
	139252

	Real GDP / Population
	$34,759.18
	$34,659.70
	$34,862.61
	$35,455.62
	$36,590.11

	Real GDP / Labor Force
	$68,851.13
	$68,812.53
	$69,367.61
	$70,442.97
	$72,968.98

	Real GDP / Employment
	$71,713.99
	$72,230.21
	$73,625.67
	$74,930.30
	$77,239.11



(More data is available in the Excel spreadsheet for this chapter.)
II.
Long-Run Output and Productivity Growth

A.
Since 1900 the U.S. economy has grown 3.4 percent per year on average.

1.
Why 3.4 percent? Why not 2 percent or 4 percent?

2.
Will such a small difference in growth rates matter?


TEACHING TIP: For the 100 years between 1901 and 2000, here are the different growth rates and the associated multiple for the level of GDP calculated as (1 + g)100.

	Growth rate
	GDP multiple

	1%
	2.705

	2%
	7.245

	3%
	19.219

	3.4%
	28.317

	4%
	50.505



B.
Growth theory studies the factors that affect the average growth rate of output in an economy.

1.
Output can increase if there is an increase in labor or capital or if there is an increase in the amount of time labor and capital are working per week.

2.
Another way for output to increase is if the quality of the workers increases (human capital) or if the quality of the machines increases (technological improvement).

C.
Labor Productivity is total output (real GDP) divided by total worker hours (output per worker hour).

1.
The long-run upward trend (Fig. 7.1 [20.1]) has been due to:

a.
increases in the amount of capital per worker and

b.
improvements in the quality of both workers and machines. 

2.
Why did productivity growth slow in the 1970s and 1980s, then speed up again in the 1990s and (so far) in the twenty first century?  The best answer economists have is variations in the rate of technological improvement.


TEACHING TIP: Remind students that when economists use the term capital they are referring to physical capital like machines and buildings. The text example of the Internet provides a good illustration of increases in the quantity and quality of capital.
III.
Recessions, Depressions, and Unemployment

A.
A recession is, roughly, a period in which real GDP declines for at least two consecutive quarters. 

1.
Recessions usually include falling output, rising unemployment, and falling interest rates. Often the inflation rate also falls.

2.
A depression is a prolonged and deep recession.

http://www.nber.org/cycles/main.html
TEACHING TIP: A recession is actually defined by the NBER’s Business Cycles Dating Committee.  Students may be interested in visiting the part of the NBER Web site devoted to their work.  See  .
B.
Defining and Measuring Unemployment

1.
The unemployment statistics released to the press on the first Friday of each month are based on a survey of households conducted by the Bureau of Labor Statistics, a branch of the Department of Labor. 

2.
To be classified as employed a person over the age of 16 must have worked one hour or more as a paid employee either for someone else or for his own business or farm, or who works without pay for 15 or more hours per week in a family enterprise, or who has a job but has been temporarily absent with or without pay. Technically someone can be counted as employed if they did any work, even if they were not paid.
3.
Those who are not employed are unemployed, meaning that the person is available for work and has made specific efforts to find work during the previous four weeks.

4.
Those who are not employed and have not tried to find work are not in the labor force.

5.
The total number of employed and unemployed makes up the labor force. The unemployment rate is the number of unemployed divided by the labor force. The labor-force participation rate is the labor force divided by total population age 16 or older.


TEACHING TIP: The text includes a numerical example using data from June 2005.  It’s worth spending a few minutes on this example in class.
C.
Components of the Unemployment Rate

1.
By looking at unemployment rates across groups of people, regions, and industries we can better understand the unemployment rate.

2.
Unemployment Rates for Different Demographic Groups

a.
There are large differences by gender, age, and race.

b.
The lowest unemployment rates tend to be among white men and women over the age of 20.

c.
The highest unemployment rates tend to be among African Americans between ages 16 and 19.


TEACHING TIP: Students may be discouraged about these statistics because there isn’t much they can do to control their gender or race.  Point out to them that college graduates almost always have very low unemployment rates, generally about half the national average.
3.
Unemployment Rates in States and Regions

a.
Different states and regions have different unemployment rates.

b.
Unlike some demographic characteristics, regional unemployment rates vary over time.

c.
California (technology, good weather) and Michigan (automobile industry) consistently have unemployment rates higher than the national average.

d.
The unemployment rate in Texas (farming, ranching, no state income tax) seems to be consistently below the national average. The year 2003 was an exception to this rule of thumb.

4.
Discouraged-Worker Effects

a.
A discouraged worker is someone who is unemployed but recently stopped looking for work.

b.
Discouraged workers are not included in the labor force. They are neither employed nor unemployed.

c.
In the late stages of a recession the unemployment rate sometimes begins to fall. This decline is not being caused entirely by economic growth increasing. Part of the decrease in the unemployment rate is caused by more discouraged workers.

5.
The Duration of Unemployment is the average length of time an unemployed worker is out of work. Unemployment duration tends to increase during recessions.


TEACHING TIP: See the Extended Application at the end of this chapter for an interesting way to present this material.
D.
The Costs of Unemployment

1.
Some Unemployment Is Inevitable

a.
At any moment there is a group of job seekers and a group of job openings. Matching members of the two groups is time consuming.

b.
While job seekers are looking for a job that suits their skills and abilities they are counted as unemployed.

c.
Some unemployment is caused by job seekers gathering information about the number and type of jobs available as well as wage rates. This unemployment implies the labor market is working well because workers and jobs will be well matched.

2.
Frictional and Structural Unemployment

a.
Frictional unemployment is caused by normal worker movement from one job to another. Frictional unemployment is good for the economy because these workers will usually find a job that suits them better (and in which they are likely to be more productive).

b.
Structural unemployment is caused by changes in the structure of an economy. Structural unemployment creates longer-run adjustment problems that may last for years.

3.
Cyclical Unemployment and Lost Output

a.
Cyclical unemployment is the increase in unemployment that occurs during recessions and depressions.

b.
The cost to the economy of cyclical unemployment is the lost GDP. This lost output can never be recovered.

c.
The natural rate of unemployment is the unemployment that is normal (frictional unemployment). Estimates range from 4 percent to 6 percent. 


TEACHING TIP: You may wish to add a fourth category of unemployment, seasonal unemployment, to the three listed in the text. Including seasonal unemployment provides an opportunity to explain the phrase “seasonal adjustment” that students often see in newspapers. This can be done very simply. First, explain what seasonal unemployment is. (Predictable changes in the unemployment rate due to seasonal factors.) Then provide a few examples. (An example close to home is the increase in unemployment every summer, when college and high-school students start looking for temporary jobs.)


The basic idea behind “seasonal adjustment” is to remove the predictable seasonal unemployment from the reported unemployment rate so that we are left with a measure that more accurately reflects changes in the state of the economy. For example, if the unemployment rate generally tends to rise by .5 percent each June, then the seasonally adjusted unemployment rate for June would be the actual unemployment rate minus .5 percent. In this way, if the seasonally adjusted rate changes, we know it is not because college students are looking for jobs, but rather because of some nonseasonal change in labor market conditions.
4.
Social Consequences of unemployment include economic hardship as well as a number of social and personal ills (anxiety, depression, a deterioration of physical and psychological health, drug abuse, and suicide).

E.
The Benefits of Recessions 

1.
Recessions may help reduce the rate of inflation 

2.
Recessions also tend to increase efficiency by driving the least efficient firms out of business.

3.
Recessions also tend to decrease the demand for imports, which improves the trade balance.

IV.
Inflation

A.
Why Is Inflation a Problem?

1.
An economic upturn (boom) often causes the inflation rate to increase.

2.
During a general inflation, all prices (including wages and salaries) will increase at the same rate on average. Why is inflation a problem? 

3.
The key phrase is “on average.” Averages often don’t tell you much about individuals and this one is no exception. Incomes and prices do not all increase at the same rate during inflations. Some people’s income will rise faster than others. Some benefit from inflation while others are hurt.

B.
Defining Inflation

1.
Not all price increases are inflation. Over any time period, prices of some goods will rise and other prices will fall.

2.
Inflation is an increase in the overall (average) price level. Deflation is a decrease in the overall (average) price level.


TEACHING TIP: Students, the media, and many people who should know better confuse deflation with disinflation, a decrease in the inflation rate. Make sure your students know the difference between them. An example will help.
3.
Inflation happens when prices of many goods and services increase together. 

4.
Sustained inflation is inflation that continues over a significant period of time.


TEACHING TIP: The point of these definitions is to make clear to students the distinction between a one-time increase in the overall price level (inflation) and an increase in the overall price level that continues over time (sustained inflation). The authors make the point that their definitions may differ from those of some economists who prefer to reserve the word inflation for a sustained increase in the price level. Case and Fair use their specific definitions consistently throughout the text.
C.
Price Indexes

1.
Price indexes are used to measure average price levels. 

2.
The GDP deflator is the price index that covers all the goods and services included in GDP.

3.
The Consumer Price Index (CPI) is a price index computed each month by the Bureau of Labor Statistics using a bundle that is meant to represent the “market basket” purchased monthly by the typical urban consumer. The CPI is the most commonly quoted price index.

a.
The CPI is based on a bundle of goods and services that represent the “market basket” purchased by a typical urban household.

b.
The Bureau of Labor Statistics (BLS) is gradually moving the CPI from a fixed weight index to a chain-weighted index.

c.
Even after the calculation methodology is changed the CPI will still cover only prices of consumer goods and it will include import prices (subtracted when calculating the GDP deflator).

4.
Producer Price Indexes (PPI)) are also widely cited price indexes.

a.
The PPIs are indexes of prices producers receive for products at various stages of the production process.

b.
The three main categories for which PPIs are constructed are finished goods, intermediate materials, and crude materials. There are subcategories within each.


TEACHING TIP: Although much improved over the past decade, the consumer price index still probably overstates the “true” inflation rate. The reasons for this are worth discussing in class. The box in the text briefly describes these problems. Here’s some additional detail:

SYMBOL 168 \f "Symbol" \s 10 \h
The CPI ignores many “quality improvements” in goods, especially technological goods. The BLS has been steadily working to take quality improvements into account, but it’s a difficult job. Students should understand that if we pay more but also get more, it is not really inflation. However, the CPI will label it inflation.

SYMBOL 168 \f "Symbol" \s 10 \h
There is a long lag before the CPI introduces new technological goods. In general, these are the goods whose prices are falling most rapidly. The price of pocket calculators, for example, fell 95 percent between 1972 and 1982, but did not enter the CPI’s “typical household basket” until 1982. In general, this means the CPI is systematically ignoring a category of goods whose prices are falling. Note that this works the other way as well. New goods whose prices are rising will also be ignored until they are included in a CPI survey.

SYMBOL 168 \f "Symbol" \s 10 \h
The quantities in the CPI’s “typical household basket” of goods remain fixed for up to 10 years, even though the actual quantities consumed may have changed considerably. In particular, we would expect households to economize on those goods rising most rapidly in price and to substitute goods that are falling in price or rising less rapidly. Thus, the CPI systematically overweighs the goods whose prices are rising the most rapidly and underweighs those goods whose prices are falling or rising more slowly. 


The CPI is the measure that union wages, government retirement funds, and social security benefits use as an index. If the CPI overstates inflation, then any reported price increase will lead to a rise in the real incomes of those tied to the index. Of course, this increase in income comes at the expense of those whose incomes are not tied to the index.
D.
The Costs of Inflation

1.
Inflation Changes the Distribution of Income

a.
Contrary to popular opinion, general inflation does not lower purchasing power because nominal income keeps pace with the average price level.

b.
Inflation changes the distribution of income; some groups may be hurt more than others.


TEACHING TIP: Groups that gain and lose because of inflation are often not those students think of. They may have heard that “the elderly” are hurt by inflation. Tell them Social Security is indexed to inflation. If time permits, you can briefly mention the difference between fixed and variable annuities. One group that is certainly hurt by inflation is the poor; welfare payments are rarely indexed.


As we all know too well, one group whose wages are not indexed for inflation is college professors.
2.
Effects on Debtors and Creditors

a.
If inflation is unanticipated net creditors lose and net debtors gain. In most developed economies, households are net creditors and businesses are net borrowers.

b.
If inflation is anticipated it will be incorporated into the nominal interest rate through the Fisher equation (i = r + pe).

4.
Administrative Costs and Inefficiencies include changing price tags, more frequent bank transactions. Some economists call these menu costs because restaurants have to print new menus to raise prices.

5.
Increased Risk and Slower Economic Growth

a.
Unanticipated inflation creates uncertainty and makes firms reluctant to invest in capital 

b.
The increased uncertainty generally undermines long-term contracts.

c.
An increase in the variability of inflation encourages people to gamble on the inflation rate by adjusting their portfolios to do well if their inflation forecast is correct. This is unproductive. Society would be better off if these people put their time to use producing goods and services.

E.
Inflation: Public Enemy Number One? 

1.
Economists disagree about the seriousness of the costs of inflation.

2.
Anticipated inflation and unanticipated inflation have very different costs.

3.
Stopping inflation is also costly since a recession is usually required.

V.
Looking Ahead

In the chapters that follow we will study how the macroeconomy functions.

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).


[image: image2.wmf] Extended Application
Application 1: The Discouraged-Worker Effect

A sure way to pique student interest is to show them how a “sacred statistic” like the unemployment rate—which most assume is measured scientifically and accurately by experts who know what they are doing—may not measure what most people believe it measures.

The most important problem with the unemployment rate is the “discouraged-worker” problem. The text has a good discussion of how discouraged workers—those who want to work but have become so discouraged that they’ve given up looking—can lower the reported unemployment rate. That means the unemployment rate may sometimes not be a reliable measure of the economic distress those without jobs are experiencing. But that is only part of the discouraged-worker effect. An equally serious problem is the distortion of changes in the unemployment rate over the business cycle.

To demonstrate this problem, draw the following rectangle which represents the U.S. population divided into groups.
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Two major parts of the population are excluded from the labor force: (1) people under age 16, in the armed forces, or institutionalized (hospitals, prisons); and (2) those who are voluntarily not in the labor force (the retired, many students, the idle wealthy, and anyone else who chooses not to work). Discouraged workers (DW), are officially “not in the labor force.” Even though discouraged workers have dropped out of the labor force voluntarily, their absence is somewhat induced by labor market conditions. The unemployed (U) and the employed (E) together make up the labor force.

Once the division of the population into these categories has been explained, you can begin to demonstrate how their composition changes over a business cycle. During a recession output declines and workers are laid off. The newly unemployed begin looking for new jobs. In the previous diagram this is a flow from “employed” (E) to “unemployed” (U). The official unemployment rate rises.
If this was the only movement taking place, the rise in the unemployment rate would give an accurate picture of labor-market stress. Unfortunately layoffs and reduced hiring make it more difficult for those who were unemployed before the recession to find jobs. Some of them will stop looking for work—at least until conditions improve. Thus, in addition to those who flow from E to U, there is a second flow as people move from U to DW, where they are no longer counted in the labor force. This flow causes the reported unemployment rate to be lower than it would be if the new DWs had kept looking for jobs. To sum up, in a recession, there are two flows: one that increases the unemployment rate and one that decreases it. These flows are shown in the diagram below.
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The flow from U to DW may be larger than the flow from E to U. This would occur if, say, for every worker laid off, two previously unemployed workers stopped looking for work. In this case, the official unemployment rate would show a decrease when actually conditions had worsened. At a minimum, the second flow from U to DW will reduce the rise in unemployment. The discouraged-worker effect causes the rise in the official unemployment rate to understate the true level of stress in the labor market.

The opposite occurs during a recovery. There is a flow from U to E as some of those looking for work find jobs. This decreases the unemployment rate. But as labor-market conditions improve, there is also a flow from DW to U as many previously discouraged workers begin again to look for work. In the extreme, the flow from DW to U could be larger than that from U to E, and the official unemployment rate would rise in the midst of the recovery. At a minimum, the drop in the official unemployment rate will understate the true reduction in labor market stress.

For these (and other) reasons many economists use another measure of labor-market conditions in addition to the reported unemployment rate. The ratio of total employment to total population over age 16 is one of these measures. Note that in a recession this ratio will always fall, and in a recovery it will always rise. The employment-population ratio, which basically divides the population into segments of “employed” and “everyone else,” is unaffected by flows between DW and U. Unfortunately this measure is subject to changes caused by the age distribution of population. For example, when the post-World War II baby boom generation turned 16, the denominator increased faster than the numerator, causing the employment to population over 16 ratio to fall for reasons unrelated to economic conditions.

The moral is that there is no single perfect measure of labor market stress. Economists who follow business cycles and labor market conditions must look at many different statistics to get a good picture of what’s going on.

One additional note: Each quarter, the U.S. Bureau of Labor Statistics (BLS) attempts to count the number of discouraged workers in the population. The count, which is typically in the 500,000 to 1 million range, would seem to indicate a relatively modest “discouraged-worker effect” on the unemployment rate. But in reality the effect is more serious, and the count itself seriously underestimates the number of discouraged workers. To be counted as a “discouraged worker,” the BLS requires that a worker cite inability to find work as the only reason he or she is not actively searching for a job. Someone who also mentions child-care responsibilities, the flu, the desire to go back to school, or any other reason when explaining his or her lack of job-search activity is not included in the discouraged-worker count. Because many discouraged workers are likely to cite a multitude of reasons for not seeking work—especially those collecting unemployment insurance—this requirement seems unrealistically restrictive and artificially skews the count.
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