Macroeconomics: A Bird’s Eye View of the Global Economy

I. The Major Macroeconomic Issues

1. Sources of Economic Growth and Improved Living Standards

2. Trends in Labor Productivity 
3. Short-term Fluctuations in the Pace of Economic Growth (Recessions and Expansions)

4. Causes and Cures of Unemployment and Inflation

5. Economic Interdependence Among Nations

II. Economic Growth and Productivity:  Development and Issues 

1. Economists measure economic growth as an increase in income per capita.  Is this an adequate measure of an economies well-being? What might this imply about immigration policy that increases the labor supply?  Read http://news.ft.com/cms/s/5810f1bc-f715-11da-a566-0000779e2340.html 

2. Economic growth has substantial costs, notably the sacrifice of current consumption that is required to free resources for creating new capital and new technologies.  Do you believe that the benefits of higher rates of growth outweigh the costs?  Is the domestic savings rate in the U.S. too low?  How could it be increased?  

Read:  http://uspolitics.about.com/b/a/147189.htm
3. Policies for promoting economic growth include policies to increase human capital formation (education and training); policies to promote saving and capital formation; policies to promote research and development; and provision of a legal and political framework within which the private sector can operate productively.  Deficiencies in the legal and political framework (for example, official corruption or poorly defined property rights) are a special problem for many developing countries.  Why can’t economic growth be sustained by only higher rates of savings and investment?  
4. Some have argued that finite resources imply limits to economic growth.  This view overlooks the facts that growth can take the form of better, rather than more, goods and services; that increased wealth frees resources to safeguard the environment; and that political and economic mechanisms exist to address many of the problems associated with growth.  However, these mechanisms may not work well when environmental or other problems arising from economic growth are global in scope.  Why?  What is the impact of higher oil prices on Global Economic Growth?  Read:  Roubini’s April 10, 2006 blog entitled Why Oil at $70 Would Have Serious Negative Effects on U.S. and Global Economic Growth at  http://www.rgemonitor.com/blog/roubini/archive/2006-04/
III. Savings, Wealth, and Capital Formation
1. Why is the link between savings (a flow variable) and wealth (a stock variable) so important to an economy?  (Note that some additions to wealth are more productive than others.)
2. If capital gains can also add to wealth, how did the bull stock market of the 1990s affect households’ incentive to save?  What about the effect of recent home prices?
3. Using the components of national spending Y = C + I + G + NX and national savings S = Y - C - G, how does the domestic savings rate affect the rate of domestic investment if NX=0?
4. Why does less domestic savings require greater borrowing of foreign savings (capital account surplus in balance of payments) and a trade deficit in order to maintain the current rate of domestic investment?

5. If private savings Sprivate = Y – T - C and public savings Spublic = T – G, then how does a fiscal deficit affect total domestic savings, Sprivate + Spublic?
6. What is the potential impact of this foreign borrowing on our economy?  
Read:  Roubini’s blog on Feb 13, 2006 entitled Orwellian Chutzpah and Doublespeak in the Economic Report of the President: the US Current Account Deficit Becomes the “US Capital Account Surplus”  

 http://www.rgemonitor.com/blog/roubini/archive/2006-02/
7. Will China eat or lunch or take us to dinner?  http://72.14.209.104/search?q=cache:10VFaeRS59AJ:www.mrrc.isr.umich.edu/publications/publications_download.cfm%3Fpid%3D373+China-will+it+eat+our+lunch+or+take+us+to+dinner&hl=en&gl=us&ct=clnk&cd=1
IV. Employment and Productivity

1.  Why do economists consider growth in average labor productivity to be a key factor in determining long-run living standards?   Hint: How does productivity growth affect the demand for labor?
2. What was the cause of the resurgence in U.S. labor productivity growth since 1995 after a slowdown beginning in 1973?  Can this US resurgence be sustained?  How does this compare with other developed countries?  Read the last part of Bernanke’s MIT commencement speech:  http://web.mit.edu/newsoffice/2006/comm-bernanke.html
3.  Since the early 1970s two worrisome trends dog the U.S. labor market: (i) a slower growth trend in real wages and (ii) increasing wage inequality.  How are these trends affected by change in U.S. labor productivity (change in labor demand); growth in the labor supply due to immigration and labor force participation by secondary workers; and labor market globalization and skill-based technological change?
4. Unemployment is due to (i) frictional, (ii) structural, and (iii) cyclical forces.  What policies might be used to reduce these unemployment levels?  What is meant by the ‘natural’ rate of unemployment or the non accelerating inflation rate of unemployment (NAIRU)?
5. Why is the potential labor supply influenced by personal preferences for leisure versus net after-tax income?  Edward Prescott’s article below concludes that Americans work so many more hours per year than Europeans primarily because of lower marginal tax rates.  http://woodrow.mpls.frb.fed.us/research/common/pub_detail.cfm?pb_autonum_id=905
V.  Causes and of Business Cycle Fluctuations
1. How can goods market fluctuations the result from changes in planned expenditure by households, businesses, governments, and the foreign sector cause a business cycle?  What happens to business inventories when planned expenditure differs from actual spending, i.e. why does goods market equilibrium occur only when actual spending equals planned spending?
2. The big spender is households who spend on consumer goods (both durables and non durables) and services.  Although they spending largely based on disposable income why might they also change their propensity to consume when other factors change, such as wealth (stock market or housing values), the interest rate expense of financing durables, and psychological influences affecting their confidence in the future?  Which of these influences is endogenous versus exogenous?  Why would business investors change their planned spending when they loose confidence in the future? 

3. Since government is also a consumer and investor, how could may use its budget to offset lower private spending by either adding to public expenditure or lowering taxes? 
4. What is the effect of the trade balance (surplus or deficit) on domestic demand?  How is the trade balance influenced by endogenous domestic income?  How could the real exchange rate affect the trade balance? 
5. Why do financial markets only indirectly affect planned spending as they affect the cost of borrowing (interest rates) or changes in the value of the public’s wealth portfolio?

VI. Cures for Business Cycle Fluctuations

1. How would counter-cyclical fiscal policy (the discretionary change in (1) government spending or (2) taxes or transfer payments) be used to offset changes in planned spending that lead to a gap between actual and full employment output in the economy?
2. Why is the ultimate effect of fiscal policy a change in equilibrium output that is a multiplier of the initial change in autonomous spending or taxes?  How do the marginal propensity to save and the marginal propensity to import affect the value of the multiplier?
3. Why could sustained government deficits be harmful as they reduce national savings, which in turn reduces investment in new capital goods or makes the domestic economy more dependent on foreign capital?
4. What is the long-run effect of fiscal policy following a “crowding out” period?
5. Why is fiscal policy generally not flexible enough to be useful for stabilization? How does this relate to the administrative versus impact lags of fiscal policy?
6. Fiscal Policy affects aggregate demand, but can it also have supply-side effects?  What is the impact of government spending on public capital—roads, airports, schools, etc.?  How could tax and transfer rates affect household and business incentives—decision to work or invest, investing more in education, taking more entrepreneurial risks, etc.?
7. Monetary policy only indirectly affects the goods market by influencing the real interest rate through a change in the supply of money in financial markets.  Why has monetary policy has become a more important both for stabilization of financial markets and for the economy in general?
VII. Inflation, Interest Rates, and the Central Bank 

1.  Inflation, which is the change in the overall price level, is sometimes confused with changes in relative prices, such as the price of oil. Why are the true costs of inflation as follows?
· “Noise” in the price system, which occurs with general inflation, makes it difficult for market participants to interpret the information conveyed by prices.
· Distortion of the tax system, for example when provisions of the tax code are not indexed.
· Shoe leather costs, or the costs of economizing on cash (for example, by making more frequent trips to the bank or installing a computerized cash management system.)

· Unexpected redistributions of wealth, as when higher-than-expected inflation hurts wage earners to the benefit of employers or hurts creditors to the benefit of debtors.

· Interference with long-term planning, arising because people find it difficult to forecast prices over long periods and determine their effect on real versus nominal interest rates.

· Barrier to efficient international trade due to the difficulty in determining purchasing power parity across borders and the relationship between nominal and real exchange rates. 

2. Why is controlling inflation the primary consideration of monetary policy authorities?
3. In the market for money, the money demand curve slopes downward.  How does this reflect the fact that a higher nominal interest rate increases the opportunity cost (price) of holding money and, thus, reduces the quantity of money demanded by the public?  Why at higher levels of income does the public demand more money?  If the supply of money is fixed (vertical) at the quantity of money the Fed chooses to supply, what determines the nominal interest rate at the current rate of spending in the economy?  If inflation is slow to adjust, why would a short-run change in the real interest rate occur when the central bank influences the nominal interest rate? 
4. The Federal Reserve controls the nominal interest rate by changing the supply of money.  How does an open market purchase of government bonds affect the money supply and the nominal interest rate?  Why does the Fed typically expresses its policy intentions in terms of a specific nominal interest rate, the federal funds rate?
1. In the short run the Fed can control the real interest rate (equal to the nominal rate minus the inflation rate) as well as the nominal interest rate, but why in the long run is the real interest rate determined by the balance of savings and investment in the economy?  

2. Since it is the real interest rate that affects planned spending, why is Fed policy effective in changing aggregate demand and output in the short run, but not in the long run?

3. If excessive money growth in the long run will only lead to higher inflation without an increase in real output, how will the affect will such a central bank policy affect the competitiveness of the domestic economy in the global market place if the country’s nominal exchange rate does not adjust downward to offset the country’s higher relative price level? 
VIII. The Fed’s Monetary Policy Reaction Function

1. The Fed attempts to stabilize the economy and keep inflation low by manipulating the real interest rate.  If an expansionary gap occurs (actual output above potential output) and inflation threatens to become a problem, how would the Fed be expected to influence the federal funds rate?  A recessionary gap (output below potential output) results in Fed easing to raise the real interest rate.

2. One example of a monetary policy reaction function is:  r = r* + g(п – п*),    where r is the actual real interest rate, r* is the Fed’s long-run target real interest rate, п is the actual inflation rate, and п* is the Fed’s long-run target inflation rate.
3. Suppose, for example that   r = 0.04 + 1.0(п – 0.02) and the actual inflation is 2%, then what would you expect to be the federal funds rate determined by the Fed?  If the inflation rate (projected) was 3%, what would be the federal funds rate determined by the Fed?

4. In practice, the value of the slope of the reaction function, g, may not equal 1.  If Bernanke wants to establish a reputation as an inflation hawk and the value of g determines how aggressively the Fed responds to expected inflation, would the value of g be higher or lower?  
5. In principle, any number of economic variables, from stock prices to the value of the dollar in terms of the Japanese yen, could affect Fed policy and thus appear in the monetary policy reaction function—although the fundamental purpose of the Fed is to control domestic inflation. 

6. The Taylor Rule is a monetary reaction function that adds the size of the output gap as a third determinant of the real interest rate set by the Fed as follows:  

R = 0.02 + 0.5(п – 0.02) – 0.5[(Y* - Y)/Y*], where Y* is potential output and Y is actual output in real terms.  Read the following:  www.clevelandfed.org/Research/com2003/0703.pdf  
Remarks by Ben Bernanke (2003): “Constrained Discretion and Monetary Policy.”   http://www.federalreserve.gov/boarddocs/speeches/2003/20030325/default.htm
X.   Macroeconomic Performance and Anchored Expectations
1. Why is macroeconomic performance generally improved if inflationary expectations are anchored (stable)?  Specifically, why could higher expected inflation only temporarily increase aggregate demand until these expectations are realized in labor contracts that shift back short-run aggregate supply?  Why in the long-run is real output independent of the rate of inflation if it is fully anticipated?
2. Why do most economists believe that the credibility of monetary policy, which is the degree to which the public believes the central bank’s promise to keep inflation low, is most important in anchoring inflationary expectations—even if so doing imposes short-run economic costs? 
3. Why is central bank independence that insulates them from short-term political considerations viewed as an important determinant of credibility?  This is supported by global evidence that countries with more central bank independence have lower rates of inflation. Read: http://www.federalreserve.gov/BoardDocs/speeches/2005/20051103/default.htm
4. Some economists believe that inflation expectations are more firmly anchored when the central bank announces an explicit, numerical target for inflation.  This followed by the Bank of Canada (2%), the Bank of England (2%), the Central Bank of Brazil (4.5%).  Others announce targeted ranges, such as the Bank of Israel and the Reserve Bank of New Zealand (both 1 - 3%) and Bank of Chile (2-4%).
5. The reputation of the Central Bank as an “inflation hawk” is only won and maintained by its performance.  Will Bernanke move to target a specific inflation rate of 2%?  Read:  http://www.federalreserve.gov/Boarddocs/Speeches/2003/20030325/default.htm
Read Roubini’s blog on October 24, 2005 entitled First Comments on Ben Bernanke as the New Fed Chairman at http://www.rgemonitor.com/blog/roubini/archive/2005-10/
6. Is there a risk that the inflation rate could become too low and trigger expectations of deflation (Japan problem and U.S. concern in 2002-03)?  See FOMC minutes for September 24, 2002.  http://www.federalreserve.gov/FOMC/   

IX. Exchange Rates and the Open Economy
1. Economist argue that the economic benefits of trade between nations in goods, services, and assets are similar to the benefits of trade within a nation.  In both cases, trade in goods and services permits greater specialization and efficiency, whereas trade in assets allows financial investors to earn higher returns while providing funds for worthwhile capital projects.

2. However, there is a primary difference between domestic versus international transactions; specifically, trade within a country normally involves a single currency, but trade between nations usually involves dealing in different currencies.

3. How is the price of a foreign good or asset affected by the price of their currency in terms of domestic currency?  What happens to the “price” of foreign goods if the value of their currency rises or the value of your currency falls?  How would a fall in the price of your currency (devaluation) increase the foreign demand for your goods and the domestic demand for foreign goods? 
4. If you buy more of their goods (say Chinese) then they buy of your goods, then what happens to your trade balance?  How does this affect aggregate demand in your country?  If the exchange rate were flexible, why would you expect China’s RMB to appreciate?  If China is export driven and may not want this to happen, how could it affect its exchange rate?  

5. Read Roubini, March 06, 2006: China’s Next Houdini’s Trick: How to Stop Intervening in the Forex Market and Still Maintain the RMB Peg at http://www.rgemonitor.com/blog/roubini/archive/2006-03/
6. Normally, a trade deficit will cause a country’s currency to fall in value as less money is demanded to buy a country’s exports and more is supplied to purchase foreign currency to buy their goods.  But, the balance of payments also includes the purchase of foreign exchange to buy a country’s assets that is reflected by a net surplus in the country’s capital account.  How in the Balance of Payments can a trade deficit in the current account be more than offset by the purchase of domestic assets by foreigners that creates a surplus in the capital account?
Read Roubini’s blog (Nov. 21, 2005):  Einstein and the US Dollar: Is the US Currency Rewriting the Laws of Gravity? at http://www.rgemonitor.com/blog/roubini/archive/2005-11/
X.   Interest Rate Parity and the Determinants of Exchange Rates

1. US financial assets pay dollar interest returns while a foreign financial asset pay returns in a foreign currency.  Since the exchange rate measures the relative value of the two currencies, how does the exchange rate play a role in relating interest rates between the two countries?  In general, a domestic investor will be indifferent between the interest return in two countries if he receives back the same real return in terms of his currency at the end of the lending period.  Hence, if the interest on a US bond is 4% while the interest on a European bond is 2%, then why would the relative yields imply that most investors believe that the Euro will appreciate 2% relative to the dollar over the investment period?   Why would the relative interest yields will remain stable with little risk premium if the exchange rate between the two currencies remain stable?  Of course, there are many factors that could affect changes in the exchange rate which may cause investors to use foreign exchange futures contracts to cover exchange rate risk (covered interest rate parity).
2. Of the many factors that could influence a country’s exchange rate, among the most important is the monetary policy of the country’s central bank.  Suppose the Fed is concerned about inflation and raises the US real interest rate.  How does this affect the attractiveness of U.S. bonds to both foreign and domestic investors?  How will this affect the U.S. nominal exchange rate?  If the U.S. price level does not change proportionally, what happens to the real exchange rate and the demand for US goods relative to foreign goods? 
3. In contrast to a closed economy in which tightening the money supply to increase the real interest rate reduces only domestic investment or consumption, why is monetary policy more effective in an open economy with a flexible exchange rate? 

4. If a country decides to maintain a fixed exchange rate relative to the dollar, why must its central bank be able to purchase its own currency with foreign currency reserves (dollars) if the public desired to sell the local currency and buy dollars?  

5. How can a government’s attempt to maintain an overvalued exchange rate be ended quickly and unexpectedly by the onset of a speculative attack that involves mass selling of domestic currency assets by both domestic and foreign financial investors?  How is this influenced by   financial investors’ fear that an overvalued currency will soon be devaluated.

6. Why is there is really no effective way of maintaining an exchange rate above its private market equilibrium value for an extended period?  After a limited period of time when a country may uses up its foreign reserves how may the central bank take actions that increase the market equilibrium value of its country’s exchange rate?  What does tighter monetary policy that raises the real interest rate would increase the demand for the country’s currency imply about its ability to stabilize the domestic economy that may be headed for recession?  
7. Read Roubini’s blog for March 28, 2006 entitled Today Iceland: Tomorrow Turkey, Hungary, Australia, New Zealand, Spain, U.S.? at http://www.rgemonitor.com/blog/roubini/archive/2006-03/
XI.  Determination of the Exchange Rate in the Long Run

1. Why in the long run will the real exchange rate that combines the nominal cost of foreign exchange with the relative price of goods between countries to determine the real cost of foreign goods theoretically approaches one (identical price) for a homogenous tradable commodity with relatively low transportation costs that reflects purchasing power parity?  
2. If the biggest shortcoming of PPP theory is that not all goods and services are traded internationally and not all goods are standardized commodities, then why, in practice, is the concept of PPP most useful in explaining why the currencies of countries why experience significant inflation will tend to depreciate?  
3. The most basic theory of purchasing power parity is the law of one price for a homogeneous good. (Big Mac).  See the Big Mac Index http://www.economist.com/markets/Bigmac/Index.cfm
4. Although a Big Mac served in China has a tradable component (frozen meat patties) it has a nontradable component (the labor of counter workers.)  How would this affect the real cost of a Big Mac in China versus the U.S.? 
XII. Country Global Issues 

Each 4 person team will prepare a presentation of a few key issues affecting their country’s economy both domestically and globally in relation to other countries.

Use PowerPoint for a 20 minute presentation followed by questions.  Five groups will require 2+ hours on Tuesday evening.  Try to coordinate the group to allow a part of the presentation by each member. 
You will have 2 weeks to describe in writing you component of the presentation (no more than 5 typed pages each—20 pages total.)

You can use any resource that you desire.  RGE Monitor at http://www.rgemonitor.com/ is an excellent source.  Other sources are the archives of the Morgan Stanley Global Economic Forum at http://www.morganstanley.com/GEFdata/digests/latest-digest.html  and the World Economic Forum at http://www.weforum.org/ 
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