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PART ONE: INTRODUCTION AND MEASUREMENT
CHAPTER 1: INTRODUCTION

Chapter Overview


This brief introductory chapter begins with a discussion of the subject matter of macroeconomics. Macroeconomics is defined as the study of the behavior of the economy as a whole. The key variables studied in macroeconomics include the level of total output in the economy, the aggregate price level, the levels of employment and unemployment, the levels of interest rates, wage rates, and rates of foreign exchange.


The second section of the chapter sketches the broad outline of U.S. macroeconomic performance over the post–World War II period. The behavior of the growth rate in real output, the rate of inflation, unemployment rate, the federal budget deficit, and the trade balance are discussed. The values of these variables for the decades of the 1950s, 1960s, 1970s, 1980s, 1990s, and 2000s are compared. The relationship between the unemployment rate and the inflation rate over this period is examined. It is shown in Figure 1-4 that there appeared to be a negative relationship between inflation and unemployment in the 1953–1969 period, whereas in the 1970–2007 period there is no consistent relationship between these series.  For example, from 1992-1999 there was a positive relationship between the two series, while between 2000-2007 there was a negative relationship between inflation and unemployment.  Regarding the budget deficit and trade deficit, a discussion of increase in the federal budget deficit and the dramatic fall in the U.S. trade balance since the 1980s is presented.

On the basis of the data, four important macroeconomic questions are posed:

1. What determines the cyclical behavior of output and employment?

What causes recessions?
2.  What are the determinants of the rate of inflation? What role do

macroeconomic policies play in determining inflation?
3.  What relationship exists between inflation and unemployment? Why

were both the unemployment rate and the inflation rate so high during much of

the 1970s? What became of the negative relationship that existed between these

two variables in the 1950s and 1960s (see Figure 1-5a)?

4.  What determines the rate of growth in output over periods of one or


two decades? Over longer periods such as a century?
Answers to Questions in Chapter 1

1. Some of the most important economic aggregates that we study in macroeconomics are the level of aggregate output, the aggregate price level, the levels of employment and unemployment, and the level of the interest rate. Also important to international economic activities are the levels of foreign exchange rates and measures of our foreign balance of payments. 
2. During the early 1980s, the inflation rate dropped markedly. For example, as measured by the CPI the average annual inflation rate was 3.9 percent during the 1982–1984 period, compared to 8.0 percent for the 1970–1981 period. Unemployment was high in the early 1980s, with an average annual unemployment rate of 8.9 percent for the 1982–1984 period. Later in the 1980s, the inflation rate remained low, although the unemployment rate gradually fell. Between 1990 and 1991, the unemployment rate rose although the inflation rate fell. From 1992 to 1997 both the inflation and     unemployment rates fell.  During the 2000s, inflation has remained stable and low, while unemployment rose significantly after 2008 and the global financial crisis. On average, the level of unemployment was higher in the 1980s than in any recent decade, but most closely resembled the 1970s. The inflation rate, however, was much lower in the 1980s than in the 1970s; it was closer to that of the 1960s.  Inflation 1990s and 2000s has been consistently lower than in preceding decades.
3. Over the 1953–1969 period, there appears to have been an inverse relationship between the inflation and output growth. Years when the inflation rate was high were years when the output growth was high, and vice versa. In the post-1970 period, no systematic relationship between the inflation rate and output is apparent. Certainly the years with the highest output growth rates have not been those with low inflation rates; in fact, the opposite appears to be true in several cases. In the early 1980s the inverse relationship between inflation and output appeared to return as inflation fell and unemployment rose, but later in the decade the inflation rate remained low as output growth remained strong.  In the 1990s, inflation and unemployment both fell.  Between 2000 and 2010, inflation and output growth moved in the same direction.
4.
(Exercise for the student using macroeconomic data sources.)

5. The federal budget deficit was low in the 1950s and 1960s, and then grew in the 1970s. The 1980s and early 1990s saw the budget deficit grow to levels that were unprecedented in the peacetime U.S. experience. Then, beginning in the mid-1990s the budget deficit declined and by 1998 the federal budget actually moved into surplus. The merchandise trade deficit also moved sharply into deficit in the 1980s. In the 1990s, however, the behavior of the two deficits diverged: as the budget deficit declined, the trade deficit reached record levels. However, in the 2000s the budget deficit moved sharply upwards (particularly after 2008) while the trade deficit has remained consistently high. This pattern of behavior suggests that, although some factors drive the two deficits in the same direction, there is no definite relationship between them. 

Case Study 1: Measurement of the Economy

Opening Discussion
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Macroeconomics is the study of the economy and its major variables: GDP, unemployment, inflation, etc. The issues discussed by macroeconomists have wide ranging effects on people’s standards of living, political environment, social structure, personal and business futures, as well as a host of other areas. In this case, you will look at possible ways to predict the evolution of the economy.


As stated by David Leonhardt in the New York Times (May 6, 2001), “More than most, chief executives need to know where the economy is going. If the country is poised for another growth spurt, businesses should build new plants and buy more technology equipment. But if a recession is looming, they should clear out their inventories and avoid committing millions of dollars to risky ventures.” You will look at several data series to see which ones appear to help predict the future economy.
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The variables that are of interest here are the industrial production (IP) index produced by the Federal Reserve, the unemployment rate (U), and inflation ((). The industrial production index is produced on a monthly basis by the Federal Reserve as a measure of the level of production in industrial sectors. IP presents a particularly valuable piece of information because it is very sensitive to the business cycle. The United States experienced a deep recession in 1981 and 1982 and a relatively mild recession in 1990. More recently, IP has fallen since late 2000.


Unemployment and inflation are variables directly affecting people’s lives. As unemployment rises more people find themselves out of work and perhaps find it difficult to get a new job as companies are laying off workers driving the unemployment rate up. When inflation rises, people find goods and services to be more expensive.

As you can see from the graph, the Phillips curve relationship described in Chapter 1 appears to show up during the recessions in 1982 and 1990. Two dramatic drops in inflation show up from 1980 to 1983 and from 1990 to 1992. These coincide with increases in the unemployment rate. However, the rest of the time period can generally be characterized by falling unemployment and either stable or falling inflation.
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This case is about predicting changes in IP, U, and (. To do so you will look at three other variables: the inventory to sales ratio, the National Association of Purchasing Managers Index, and the Composite Index of Leading Indicators. You can find this data at the Web site designed for this textbook. The inventory to sales ratio correlates very well with the theory of inventory adjustment driving output movements in the short run. As you will see, the economy is in equilibrium in the short run when the level of goods and services produced are equal to the level of goods and services demanded. When demand is greater than supply, inventories fall and businesses tend to increase production. This should be associated with a fall in unemployment, rise in inflation, and a rise in industrial production.


A simple plot of industrial production and the inventory to sales ratio bears out the intuition behind inventory adjustment. As the inventory to sales ratio rises there appears to be a nearly simultaneous fall in industrial production. The correlation between two variables measures the degree with which they move together. Correlations range from –1 to 1, with 1 meaning that two variables move perfectly together (when one goes up 1 percent the other goes up 1 percent). A correlation of –1 implies that two variables move exactly opposite of each other. If one goes up by 1 percent, the other falls by 1 percent. A correlation of zero implies the two variables are totally unrelated. The correlation between inventory/sales and industrial production is equal to –0.87 implying the two variables move nearly identically in opposite directions.


The inventory to sales ratio can also be used to predict industrial production. One way of looking at this is to calculate the correlation of the inventory to sales ratio at a given date with industrial production in the future. For example, the correlation between inventory/sales at a given time and industrial production three months in the future is equal to –0.85. Using this information, one could presume that a rise in inventory/sales is likely to be followed by a fall in industrial production.


There are two other variables that you should use to try and predict the economy in this case. First the National Association of Purchasing Managers (NAPM) diffusion index, which is an indicator of the industry’s health, being released on the first business day of every month, encapsulates a number of important indicators within the industry including new orders, production, employment, and inventories. The other variable is the index of leading indictors is a composite value of variables that tend to predict economic activity.
Exercises

1. For each variable, look at its relationship with industrial production, unemployment, and inflation by plotting them against time.

2. For each variable, calculate its correlation with industrial production, unemployment, and inflation.

3. For each variable, calculate its correlation with industrial production, unemployment, and inflation in the future.

Questions

1. Do the variables appear to have some relationship with industrial production, unemployment, and inflation?

2. Which variable is most highly correlated with current industrial production, unemployment, and inflation?

3. Which variable is most highly correlated with future industrial production, unemployment, and inflation?

4. If you were the president of a major corporation, how could you use this information to determine whether your company should invest in productive capacity to supply future demand?
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