Chapter 13 – Modern Macroeconomic Models

-Two main approaches used to build macroec models during past 20 years:
1) Economic theory and attempts to build an economic model that improves the large structural macroec models of 1960/70s
2) ignored economic theory and just examines the statistical relationship among economic variables

-Economists have used both approaches to analyze the effects of govt policy and use the models in this chapt to advise policymakers.
-AD-AS model is a static model that economists criticize for its inconsistent treatment of variables, inadequate treatment of expectations and susceptibility to the Lucas Critique.
-Dynamic Model: a model in which actions that occur at one time affect what happens at other times
-Opposite of dynamic is a Static Model: a model that focuses on what is happening at just one point in time

-Advantages of dynamic model: 1) allows us to model how ppl form expectations about future economic variables and investigate the role of expectations in influencing the economy (not falling prey to Lucas Critique) 2) allows us to examine how ppl are affected by policy actions b/c the model describes the MICROec foundation of the macroeconomy.

-A model w/ microeco foundations: A model that is based on the decisions of economic agents

-Economic agents: households, bus firms, govt and foreigners who make decisions about purchasing or selling g&s, saving or borrowing and investing in physical capital

-Disad of dynamic models: more complicated then static model

-Budget Constraint (or budget line): a straight line showing all the possible amounts the an INDIVIDUAL household can consume, given its budget (that is, the amount of income it has)

-Any borrowing or lending must be on the budget line. Each point on the budget line has the same PV

-the point an individual chooses on the budget line will depend on its preference/patience

-increase in income would shift the budget constraint to the right and vice versa
-a change in interest rate affects consumption (unless u don’t borrow or save)
-a decline in interest rates causes the budget constraint to rotate in a counterclockwise direction
-When int rate is lower, a household that initially planned to borrow is better off and a household that initially planned to save is worse off. And vice versa for higher int rates

-Slope of budget constraint= -(1 + i) when ‘I’ decreases, the slope is flatter
-the budget constraint will be steeper(high int rate) when household borrows and flatter(lower int rate) when household saves..this will cause a ‘kink’/curve on the budget constraint at the point which household neither borrows nor lends
-int rate represents the price of consumption in period 1 relative to period 2
-int rates represent the opportunity cost of consuming goods in one period instead of another

-consumption depends on both income(in both periods) and int rate. An increase in income in 1 period will lead to higher consumption in BOTH periods b/c ppl prefer to spread out consumption spending

-households that are uncertain about their budgets, save more than if they were certain about their incomes

-Precautionary savings: the extra amount of savings that households maintain because of uncertainty about future income (ie farm families vs very secure families)

-General equilibrium: a situation in which ALL markets are in equilibrium and ALL economic agents have made decisions in their own best interest

-If number of rich households increase, the interest rate increases. If number of poor households increase, the interest rate decreases. And vice versa

-You can only analyze the general equilibrium impact on endogenous variables of a change in a exogenous variable.

-CALCULATIONS ON PAGE 275-276

-Expectations: peoples beliefs about future economic variable
-Rational expectations: expectations based on using all the information available 
-Expectations are endogenous variable
-2 types of expectations variables: 1)will affect a single households budget constraint(ie. expected future income and 2) affects all economic agents in the economy(ie inflation rate)

-the fiscal policy has no effect on peoples consumption
-Ricardian equivalence proposition: the result that a change in the timing of taxes does not affect peoples consumption
-This proposition depends on peoples expectations and whether the PV of a persons lifetime taxes is unchanged when fiscal policy changes

-the fiscal policy would impact peoples consumption if they did not have a rational expectation
-the policy does not change spending or affect int rate; it just affect income and amount they save
-fiscal policy will affect u if the int rate on borrowing is more than the int rate on lending (govt pays a higher int rate on borrowings and therefore people need to save more to offset the govt’s borrowings) thus, consumption would be affected
-fiscal policy also affects u if people who wanted to borrow were unable to or if ppl had uncertain future incomes

-Dynamic, stochastic, general-equilibrium (DSGE) models: models incorporating time(dynamic) and uncertainty(stochastic) in which prices, wages and int rates adjust to bring all mkts to equilibrium and all economic agents make decisions in their own interest(general equilibrium)

-movements in the economy’s total factor productivity(real shocks to productivity) was the main cause of bus cycle
-Real bus cycle(RBC) model: models suggesting that real shocks to productivity, not shocks to monetary policy, cause the bus cycle
[bookmark: _GoBack]-level of TFP=economic growth whereas fluctuations in TFP=bus cycle
-RBC model states that the role of govt policy should stay out of the way

-Modern DSGE Models….homogeneous agent models: models in which the economic agents are all alike vs heterogeneous agent models: models that contain many different economic agents
-Modern DSGE allows govt policy to play a bigger role than RBC models did

-Statistical Models of the Economy…simplest statistical model is called the Univariate time series model: a model in which the value of a variable(only one-univeriate) at any date depends just on its own past values(time series) plus an error term

Dynamic Model: C1= ½ [ (Y1-T1) + Y2-T2/1+r] = consumption spending, which depends on values of specific macroec variables
Univariate time series model: Ct = a0 + a1Ct-1 + a2Ct-2 + et = the only variable affecting consumption are the past values of consumption

-a complicated statistical model is called Vector Autoregression (VAR) model: a model in which the value of a variable depends on its own past values plus the past values of other variables plus and error term VAR model variables are all endogenous. VAR/Univariate models is good for forecasting but difficult in interpreting historical events or analyzing how shocks affect the economy unless additional assumptions on structure is made
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