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ECON 203: Introduction to Macroeconomics – Curtis, Irvine – 2014
Notes for Lecture – 05 & 06
Ch. 5:  Output, Business Cycles, Growth, and Employment


The time dimension is very important in the analysis of the economy and the determination of GDP
Short-Run:  Key Assumptions
· Technology and factor supplies are assumed to be constant
· Potential output Yp (the boundary of PPF) is constant
· Factor prices are assumed constant, especially money wages
· Money supply is constant
Long-Run:  Key Assumptions
· Technology and factor supplies are assumed to be changing
· Potential output Yp (the boundary of PPF) is growing
· Factor prices are assumed to have fully adjusted
Two views about the economy

· Short-run behavior of macroeconomic variables (such as output, employment, inflation) and the factors influencing them

· This is the study of business cycles
· Long-run behavior of same macroeconomic variables (especially the long-run path of aggregate output)

· This is the study of economic growth (how technological change occurs and how our living standards continue to increase)

· Full understanding of macroeconomics requires the knowledge of both views
The AD/AS model is a framework that is used to explain the conditions that determine real output and prices in the national economy
· The short-run AD/AS model uses the national accounts framework

· Aggregate Demand is the relationship between planned aggregate expenditure on final goods and services and the general price level (GDP Deflator)
· Real GDP measured by the expenditure approach measures this expenditure at the price level given by the GDP deflator
· Aggregate Supply is the relationship between the output of goods and services  actually being produced by businesses and the general price level (GDP Deflator)
· Real GDP by the income approach measures the output and the corresponding real incomes

· According to the national accounts, by definition, the measured amounts of output and incomes are equal 
· On the other hand, the planned expenditure (what households and businesses would want to buy at different levels of income and prices) may not be equal with what the businesses actually produce (real GDP)
Aggregate Demand

· Aggregate Demand is planned aggregate expenditure on final goods and services by households, firms, governments, and foreigners (C+I+G+NX) at different price levels, ceteris paribus – under a set of given (fixed) government (fiscal and monetary) policies
· Aggregate Demand is different than the market demand for a single commodity,
· In the case of AD all prices change and not only the own price, as in case of a single commodity
· We cannot assume constant incomes, as incomes change in the same proportion as the general price level

· In the case that prices of individual goods rise or fall in different proportions than the general price level, the distribution of spending on different commodities changes but not the aggregate expenditure  
· Aggregate Demand is not the sum of all market demands 
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Aggregate Demand Curve Is Downward Slopping

· The Aggregate Demand Curve is downward slopping, that is, planned aggregate expenditure is higher at lower price levels and vice-versa.

· At every point along the Aggregate Demand Curve the aggregate quantity demanded is exactly equal to the planned aggregate expenditure,  at the given price
AD = C + I + G + X – IM 
· The inverse relationship between AD and Overall Price Level rests on three effects that arise from a change in the general price level (substitution options)
The Three Effects – Substitution Options

· Interest Rate Effect or Inter-temporal Substitution Effect
· The change in expenditures when interest rates change

Choice between acquiring goods and services now vs. acquiring them in the future

· An increase in the general price level increases the demand for money balances, which causes interest rates to go up
· Higher interest rates raise the cost of borrowing, and prompts a switch or postponement in spending plans from the present to the future, thus decreasing the quantity of goods and services demanded now 
· Higher interest rates increase the value of the currency and lower the prices of imported goods and the profitability of exports, decreasing further the quantity of goods and services demanded now
· Prompts a switch or postponement in spending plans from the present to the future, thus decreasing the quantity of goods and services demanded now
· International Substitution Effect
· The change in net exports when relative domestic prices change
Choice between domestic and foreign goods and services

· A rise in the domestic price level increases the price of domestic goods at home as well as the foreign markets
· Domestic goods become more expensive relative to foreign goods
· The reaction of households and businesses would be to substitute foreign goods for domestic ones – increase the demand for foreign goods by both locals and foreigners (imports) and decrease exports (drop in net exports)

· The impact of the higher value of the currency discussed above stemming from the interest effect reinforces the this change in relative prices
· The opposite would happen in case of a decrease in the domestic price level, which would make domestic goods relatively less expensive than foreign
· Wealth Effect or Real Balance Effect
· The change in planned consumption when household wealth changes
Choice between real and financial assets

· A rise in the price level reduces the value of real money (purchasing power of accumulated fixed-price financial assets, as cash and government bonds)

· The subsequent increase in interest rates lowers the prices of financial assets – this is the time to buy financial assets
· This may result in a decrease in the quantity of goods / services demanded 

	To be noted:

· A change in the price level causes a movement along the AD curve resulting from the interest rate, international substitution, and wealth effects
· The position of the curve depends on all the conditions other than price that affect aggregate expenditure plans
 


Aggregate Supply

· It is the sum of the quantities of goods and services that all firms in the economy would be willing to produce at different price levels, ceteris paribus .

· Aggregate Supply is measured as Real Gross Domestic Product
· Aggregate Supply Curve plots the relationship between the aggregate quantity of goods and services (real GDP) supplied at different levels of prices and the GDP deflator
· Long run aggregate supply  ≠  Short-run aggregate supply.

Assumptions on which Short-Run Aggregate Supply Curve is Based 
· Prices of factors of production are constant – especially money wages for labour
· The stock of capital equipment – machinery and structures that are used in the production process – and technology are constant
· The rates of indirect taxes imposed by the government are held constant
· The prices of key raw materials that are determined in international markets – such as oil – are constant
With these conditions, there is a positive relationship between the output of final goods and services that would be produced by businesses and the general price level
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SR Aggregate Supply Curve Is Upward Slopping

· The Aggregate Supply Curve is upward slopping, that is, producers would be willing to produce more at higher price levels and vice-versa.

· The positive relationship between AS and Overall Price Level derives from the following conditions
Market Conditions Determining SRAS Shape

· Rising Unit Costs:

Law of Diminishing Returns

· Due to fixed capital equipment in the short run, unit costs are rising, even when factor prices and technology remain unchanged

· Relation of Prices and Output:
Based on the relation of costs and prices

· In the Price Equation   
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 changes in prices result from
· changes in labour cost per unit of output,
· changes in profits and CCA per unit of output,
· changes in indirect taxes per un it of output,
· a combination of these three components
· Price-setting firms will be hiking prices to cover rising labour costs (W/Y) due to declining labour productivity with expanding production or to meet profit targets (BI/Y)
· Price-setting firms will cut production and prices if demand falls and inventories build up
· Price-taking firms will be expanding output when the market prices rise because profits increase (BI/Y) and higher labour costs from increasing output can be covered – especially true for commodities (raw materials) and standardized products (agricultural and forest products) whose prices are determined in international markets
	To be noted:

· A change in the price level or output, while the money wages, capital stock, technology, indirect tax rates, and prices of raw materials are constant, causes a movement along the SRAS curve 

· The position of the curve depends on all the conditions other than price that affect production plans

 


Short- Run Macroeconomic Equilibrium is where AD = AS
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The Short-Run Macroeconomic Equilibrium:  AD = AS
· Equilibrium is reached at the intersection of Aggregate Demand and Aggregate Supply, where the Real GDP and the Price Level are determined simultaneously.

· Short Run: factor prices and technology are held constant
· At the point of intersection, Planned Aggregate Expenditure (AD) is equal to Real GDP (actual output) or AS
· At a point beyond the intersection point, produced output is greater than the output of planned expenditure, which would result in a unwanted build-up of inventories that would subsequently prompt the producers to reduce production
· At a point before the intersection point, produced output is less than the output of planned expenditure, which would result in a unwanted reductions in inventories that would subsequently prompt the producers to expand production
· Changes in factor prices and technology would result in a change in the equilibrium
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Equilibrium level of output is not necessarily equal to the capacity, full employment, or potential level of output (because of Business Cycles).

	Potential Output:

· It is the Real GDP that is produced when all markets for factors of production are at equilibrium (all available factors of production are fully employed)

· It is the output the economy can produce on an ongoing (sustained) basis with current quantities of factors of production and level of technology without putting upward pressure on prices

· Potential Output is shown with a vertical line

· Changes in prices have no effect on potential output

· Changes in the quantities of factors of production and improvements in technology have an impact on the size of potential output

· Full employment level of Unemployment for Canada (also called the natural level of unemployment) is between 6.0% – 7.0% 




[image: image6.png]Figure 5.5 Potential GDP

Price level Yo
P

Pf—————-

Y,  Real GDP
Potential GDP (Y;) is the real GDP the economy could

produce on a sustained basis without putting pressure

on costs and prices. Y is independent of P





Actual Output fluctuates about the Potential Output
	Business Cycle 

is the periodic but irregular ups and down of economic activity as measured by fluctuations in real GDP and other macroeconomic variables. 

 


The sequences of a cycle are

1. Peak,

2. Contraction (recession),

3. Trough, and

4. Expansion, boom, or recovery.

· A downturn in economic activity in which real GDP falls for two consecutive quarters is called recession
· A persistent period of very low economic activity with very high unemployment and excess capacity is called slump or depression
· No two business cycles are the same in either duration or magnitude.
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	Output Gap

· It is the difference between actual (equilibrium) output and potential output

· Output Gap (%) = [(Ye – Yp)/Yp] x 100



Recessionary Gap

· In case of a Recessionary Gap, Y < Yp
· There is excess or spare capacity, or excess supply
· Demand for factors is low (unemployment) – pressure on factor prices to fall

Inflationary Gap

· In case of an Inflationary Gap, Y > Yp
· There is excess demand

· Demand for factors is rising (factor shortage) thus pushing factor prices up
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Key issue:  How the differences between actual output and potential output affect unemployment rate, wage rates, and inflation rates?

[image: image9.emf]
Self-adjusting mechanism of AD/AS model

· Adjustment to output gaps could be done through changes on factor prices, if they are flexible over time

· The output gap provides a measure of the factor prices to change

Recessionary Gap = Output is Below Its Potential Level

· The slump that is associated with a recessionary gap generates a set of conditions (low profits for firms and low demand for labor) that causes wages and other factor prices to fall
· A reduction in factor prices implies lower producer costs, lower product prices
· Eventually AS shifts rightward (down) until it meets AD on the Yp, that is at a higher output at lower prices.

Inflationary Gap = Output is Above Its Potential Level

· The boom associated with an inflationary gap generates a set of conditions (high profits for firms and unusually excess demand for labor) that push wages and other factor prices up
· An increase in factor prices implies higher producer costs, higher product prices
· Eventually AS shifts leftward (up) until it meets AD on the Yp, that is at a lower output at higher prices.
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A Note of Caution
In case of a recessionary gap

· This adjustment process assumes that the AD curve is not changed by the fall in wage rates that shifts the AS curve. 
· There are good reasons for skepticism here. 
· In a money economy with debt and financial contracts denominated in nominal terms a general fall in money incomes can cause financial distress, extensive insolvencies and reductions in AD.

· As a result, economists generally agree that deflation, a persistent fall in the general price level, is contractionary, not expansionary as the simple adjustment process suggests.

In case of an inflationary gap

· We may accept that the AD will not change, as higher salaries will expand consumption while, at the same time, higher product prices will cause a reduction in exports.

Output gaps are not desirable
Recessionary Gap

· Unemployment implies lost output for ever

· Lower standards of living

· Unemployment can be a source of personal suffering and social ills
· Low: 3.4% in 1966,  High: 12% in 1982,

· 6.0% in 2007, before the great recession
Inflationary Gap

· Inflation raises the cost of living
· Inflation hurts the purchasing power (real value) of money, and as such it affects different people in different ways

· People holding their wealth in fixed-price financial assets such as bank deposits, bonds, and pensions suffer a loss in their wealth
· People in debt see inflation reducing the real value of their debt such as mortgages and student loans
· If inflation is anticipated, certain measures may be taken to protect real values

· If inflation is not anticipated, no such protection exists, which results in reallocation of resources (borrowers vs. lenders)
Getting out of Output gaps is not easy: Factor prices (wages) need adjustment
· Wages adjust faster in the case of an inflationary gap (upwards) than they adjust in the case of a recessionary gap (downwards)

· Labor contracts
· Minimum wage legislation
· Wage cuts are controversial
· Price adjustments are not always easy to carry because of

· Existing Customer contracts
· Fear of competition
· Price catalogues for finite periods
· Governments have policies that can be used to eliminate output gaps, without having to wait for the time it takes for the self-adjusting mechanism to settle things out

· Fiscal policy:  Using Government expenditure (G) and tax changes to influence AD
· Monetary policy:  Changing interest rates and the money supply to influence AD
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