CHAPTER 6 – AN INTRODUCTION TO MACROECONOMICS

-Macroeconomics studies the behaviour of the economy as a whole. 
-It is concerned with two topics: long run economic growth short run fluctuations in output and employment
-Business cycle: recurring increases and decreases in the level of economic activity over the period of years.
-growth can be rapid or sometimes proceeds slowly, or sometimes negative causing output and living standards to decline resulting in recession. 
-Recession:  a period of decline in output, income and employment. 

In assessing the health and development of an economy, macroeconomists focus on:
- Real GDP
-Unemployment
-Inflation

Real GDP (Gross Domestic Product) 
-measures the value of final goods and services produced within the borders of a country during a specific time period, typically a year.
-Tells us whether an economy’s output is growing.
-To calculate real GDP, we first calculate nominal GDP.
-Nominal GDP (the dollar value of all good’s and service produced within the borders of a given country using the country’s current prices during the year the goods and service’s were produced. 
-Nominal GDP suffers a major problem, it can increase from one year to the next even if no increase in output has occurred. 

Unemployment
-Is the state a person is in if he or she cannot get a job despite being willing to work and actively seeking work.
-A failure of the economy to fully employ it’s labour force. 		

Inflation
-Is an increase in the overall level of prices. 
-decreases standard of living as family income restricts amount of purchasing.
-a surprise jump in inflation reduces the purchasing power of people's savings. Saving purchases less than expected.

Macroeconomic models also clarify many important questions about the powers and limits of government economic policy, including the following:
· Can governments promote long-run economic growth?
· Can governments reduce the severity of recessions by smoothing out short-run fluctuations?
· Are certain government policy tools, such as manipulating interest rates (monetary policy), more effective at mitigating short-run fluctuations than other government policy tools, such as making changes to tax rates or government spending (fiscal policy)?
· Is there a trade-off between lower rates of unemployment and higher rates of inflation?
· Does government policy work best when it is announced in advance or when it is a surprise?
Modern Economic Growth: 
-Output per person rises compared to earlier times in which output increased. (Not output per person).
-The vast differences in living standards seen today between rich and poor countries are almost entirely the result of the fact that only some countries have experienced modern economic growth. Before the industrial revolution, living standards around the world were very similar, a difference of 2 or 3 times. But today the average difference is more than 50 times. 

Savings Investment and Modern Economic Growth
-In order to raise living standards over time, an economy must devote at least some fraction of it’s current output to increasing future output. This process requires flow of both savings and investments.
Savings: occurs when current consumption is less than current output. Accumulation of funds collected when people in an economy consume less than their income during a given time period. 
Investment: Occurs when resources are devoted to increasing future output e.g building a new research facility.
-Savings fund investments and therefore the amount of investment is ultimately limited by the amount of savings. If savings increases, output can be allocated to investment activities. 
-Financial Investment: refers to the purchasing of financial assets (stocks, bonds, mutual funds) or real assets (houses, land, factories) in expectations of financial gain.
-Economic Investment: relates to the creation and expansion of business enterprises. It is the spending on the production and accumulation of newly created capital goods such as machinery, tools, factories and warehouses.

Banks and Other Financial Institutions
-Households are the principle source of savings but businesses are the main economic investors. 
-The savings generated by households gets transferred to businesses so that they can purchase new capital goods. The transfer mechanisms are banks, insurance companies etc. They reward savers with interest, dividends and sometimes capital gains. 

The Importance of Expectations and Shocks
-Macroeconomics has to take into account expectations about the future. 
-Expectations: the anticipations of consumers, firms, and others about future economic conditions. 
-Expectations have are hugely important for two reasons. 1. They have a large effect on economic growth since increased pessimism will lead to less current investment and thus less future consumption. 2. Expectation can become unmet due to shocks. 
-Shocks: situation in which one thing is expected to occur but in reality something different occurs. 
1. Demand shocks: Sudden, unexpected changes in demand. Positive demand shock is when demand is higher than expected. Negative demand shock is when demand is lower than expected. 
2. Supply shocks: Sudden, unexpected changes in aggregate supply. 

Demand Shocks and Stick prices
- Economists believe that most short run fluctuations are the result of demand shocks.
- The prices of many goods and services are inflexible (slow to change or sticky) in the short run. 
Full Employment If There are No Shocks
-short run fluctuations in output and unemployment are the result of shocks and things not going according to planned. Business cycle fluctuations arise from this manner (actual demand ends up being lower or higher than what firms expected)

Price Changes if there are Demand Shocks and Flexible Prices.
-if the prices of goods and services could adjust quickly to unexpected changes in demand, then economy could always produce at it’s optimal capacity since prices would ensure quantity demanded equal quantity supplied. 
- if prices were flexible, there would be no short run fluctuation in output produced and unemployment levels remain constant.

Output Changes if there are Demand Shocks and Sticky Prices
-Adjusting output to match quantity demanded results in high production costs. 
-Manufacturing firms typically attempt to deal with unexpected changes in demand by maintaining an inventory. 
-Inventory: goods that have been produced but remain unsold.
-Inventories grow/decline in high/low unexpected demand changes. Firms can respond by adjusting inventory levels rather than output levels. 
-if demand falls for many goods and services across the entire economy for an extended period of time, then many firms will find inventories piling up and will be forced to cut production resulting in recession with GDP falling and unemployment rising. 
[bookmark: _GoBack]-If the demand is unexpectedly rising for a prolonged period of time, the economy will boom and unemployment will fall.


How sticky are prices?
Inflexible prices – also called sticky prices – product prices that remain in place (or atleast for a while) even though supply/demand has changed. 
Flexible prices – product prices that react within seconds to changes in supply/demand. 

What causes sticky prices? 2 factors
· Companies selling final goods and services know that consumers prefer stable, predictable prices that don’t fluctuate rapidly with changes in demand. 
· In certain situations, a firm may be afraid that cutting it’s price may be counter productive because it’s rivals might simple match the price cut – price war. 
Categorizing Macroeconomic Models Using Price Stickiness 
-Price stickiness moderates over time. Firms that choose to have fixed priced policy don’t have to use that policy permanently. When changes in demand look permanent, firms can change price to bring equilibrium. 
- Prices go from stuck in extreme short run to fully flexible in the long run.






