Basic Economic Concepts and Critique


Part Two: Macroeconomics





Summary





Macroeconomics studies the determinants of the overall level of economic activity, which influences the goods and services available to society and the level of employment. It also describes policy instruments that governments can use to influence those determinants in order to achieve economic objectives. An equilibrium level of output and full employment are often the main economic objectives pursued by the government. Macroeconomic policy instruments include fiscal,  monetary, trade, and exchange rate policies (we leave the latter two to a separate brief under the module “International Trade”). A major shortcoming of macroeconomics is its detachment from the economic, social, and environmental conditions under which it is applied. 





1. Overall Economic Activity





There are two basic measurements of the overall level of economic activity: Gross Domestic Product (GDP) and National Income (denoted as Y). GDP measures the market exchange value of the total amount of goods and services produced in a given period. It is a measure of gross output. National income, usually known as Gross National Product (GNP), is  a measurement of income (including wages, rents, interests, profits, etc.) generated from the current production of goods and services plus net income from abroad. If depreciation of produced capital (such as machines) is taken out, the net figures of GDP and national income can be obtained. The two are positively related. For the purpose of simplicity, they are considered as the same here.  





The level of total output is said to be in a state of equilibrium when the value of the total voluntary demand for (or spending on) currently produced goods and services equals the value of all currently produced goods and services. In economics terminology, GDP is in a state of equilibrium when aggregate demand equals aggregate supply. At this point, there is no motive for change the level of output. 





To illustrate the determinants of the overall level of GDP, we construct a circular flow model (Chart 1) in which aggregate demand is represented  by the household sector and the aggregate supply by the business sector (assuming there is no depreciation of machines, taxes, etc.). The government sector, which levies taxes, consumes, and invests, will be added to the analysis later. In this model, the business sector needs to receive labor inputs from the household sector in order to produce. Production generates income for the household sector, which spends the income on goods and services supplied by the business sector.





If the business sector produces a total output of $100 and generates this much income for the households, and if the household sector spends all the $100 to purchase the output from the business sector, then the economy is in a state of equilibrium where aggregate demand equals aggregate supply. In this case, we assume that consumption from the household sector constitutes the entire aggregate demand. The aggregate supply is represented by the total output from the business sector. This is illustrated in Chart 2.





Chart 1: Circular Flow Model
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Chart 2: Equilibrium
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The imbalances occur when the household sector does not spend all income and when the savings (S) from the household sector (i.e. leakage from the economy) is not equal to the investment (I) made by the business sector (i.e. injection into the economy). In Chart 3, the household sector receives $100 income, but spends $80 and saves $20. Unless the $20 saving is entirely invested by the business sector, the GDP will not be in a state of equilibrium. For the economy to achieve equilibrium, therefore, either of the following two conditions must be met:





C + I = GDP or S = I





What happens when the economy is not in a state of equilibrium? For example, what are the consequences if S = 20, I = 5, so that S > I, or C+I (85) < GDP (100)? This implies that the total demand for all the output in the economy is less than the total output produced. There is an excessive supply. The tendency, therefore, is for the business sector to cut back production. Consequently, GDP will decline so as to achieve equilibrium. If, on the contrary, S = 20, I = 25, so that S <  I, or C+I (105) > GDP (100), then the excess demand will lead to more production and a higher GDP to achieve equilibrium. The level of GDP appears to depend on the level of aggregate demand, which consists of consumption and investment in this case.





Chart 3: Disequilibrium
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2. Consumption and Investment


 


But this model does not tell what are the determinants of consumption and investment, which, in turn, seem to determine the level of GDP. Empirical observation shows that consumption (and therefore saving, i.e. the part of income that is not spent) has a fairly stable relationship with the level of current income: an increase (decrease) in income (say, 100) brings about an increase (decrease) in consumption of a less degree (80) and the balance is saved (20).





What about investment? What are the determinants of investment? Investment, unlike current consumption, lasts a long time and depends on long-term considerations. It is not closely associated with current level of GDP or income. We will come back to the determinants of investment later. For now, let us assume that it is a given amount added to the total consumption to constitute aggregate demand. Empirical observation shows that a change in investment, for whatever reason, tends to generate a change in the level of GDP of a much larger extent due to the so called “multiplier effect”:
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Given these descriptions of consumption and investment, we can construct a simple model to illustrate the equilibrium level of GDP. In Chart 4, the horizontal axis is GDP or the overall level of economic activity and the vertical axis is the value of consumption and investment. The 45 degree line identifies all the points where the aggregate demand (C+I) equals aggregate supply (GDP). The C curve shows a positive relationship of consumption relative to income or GDP. The C+I curve reflects a lump sum investment added to consumption. The stable equilibrium level of GDP is at Ye. It can also be demonstrated that at Ye, total saving equals total investment (S=I).
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3. Government and Fiscal Policy





The simple model seems to suggest that although aggregate demand (i.e. consumption and investment) may change from time to time, there are market forces that will return the level of GDP to the equilibrium level, a situation that defines the term “stable equilibrium”. According to the model, if demand falls (increases), less (more) will be produced, and balance will be achieved. The implication is that we do not need to be concerned about the performance of the economy; the invisible hand of the market will do the job for us.





The problem with this is that the existing equilibrium level of GDP may not be desirable from a society’s viewpoint. At Ye in Chart 4, for example, there may be a large number of the unemployed. To reach a minimal level of unemployment, Ye should probably be attained at a much higher level, at Yfe, as illustrated in Chart 5. Alternatively, at Ye, the aggregate demand may exceed what can be possibly produced with full employment. This will lead to inflation (see Chart 6). To reduce the likelihood of inflation, the overall level of economic activity needs to be brought down to Yfe. The market does not have the forces to automatically move the level of economic activity to a socially desirable equilibrium level. Governments must intervene, so it seems.





The government can use two instruments to influence the level of economic activity: government spending (G) and tax (T). G is now another component of aggregate demand, in addition to consumption (C) and investment (I). At the same time, G can be seen as an injection of funds into the economy similar to investment, whereas T is like a leakage of funds from the economy similar to savings. The new equilibrium condition is now:





C+I+G = GDP 


or 


S+T = I + G





Government spending is influenced by many factors, but for simplicity, it is assumed here to be a given factor as in the case of investment. Just as in the case of changes in investment,  a change in G will lead to a change in GDP of a much greater extent (the multiplier effects). If an economy is below full employment, an increase in G can expect to fill the “recessionary gap”. If the economy is beyond full employment, a reduction in G can expect to close the “inflationary gap”. Chart 7 and Chart 8 illustrate these situations.
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Chart 7: To increase employment
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Chart 8: To reduce inflation
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4. Investment Again





We have not yet explained the determinants of investment, which is a major part of aggregate demand affecting the overall level of economic activity. Investment is influenced by many long-term factors, such as interest rate, political changes, foreign policy changes, people’s expectations, etc. In macroeconomic analysis, however, investment is considered to be mainly influenced by interest rate. The relationship between investment (I) and interest rate (r) is an inverse one: the lower the r, the higher the I, or the higher the r, the lower the I, other thing equal. This relationship is depicted in Chart 9.





Chart 9: Investment
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Chart 10: Money market
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But exactly what is interest rate and how is it determined? Interest rate is the percent you must pay if you borrow money or the percent you receive if you lend money. It is determined by the supply and demand for cash money. There are broadly two types of  demand for cash money, one for speculation purpose (Ls) and the other for transaction purpose (Lt). Ls is inversely related to the cost of holding money (i.e. the interest that you loose by not putting the money in the bank or buying bonds). Lt is positively related to the overall level of economic activity (i.e. GDP, which affects demand for everything including cash money). Given the level of GDP, the total demand for cash money (Ls+Lt = Ld) will go up when interest rate goes down. Money supply (Ms) is usually controlled by the government and, therefore, insensitive to changes in interest rate. The market interest rate is determined where supply meets demand. This is depicted in Chart 10. If demand is smaller (an inward shift in the demand curve), then interest will fall, other things equal. And, changes in interest rate, as we already know, will change the level of investment. 





5. Government and Monetary Policy





Earlier we argued that for an economy to reach equilibrium, the conditions are:





C+I+G = GDP or S+T = I+G 





These conditions imply that government can use fiscal instruments (spending and taxation) to reduce the recessionary or inflationary gaps (i.e. to achieve an equilibrium level of output with full employment). Having gone through the discussion of demand for and supply of money, however, we now see that the equilibrium conditions set above are no longer adequate. This is due to changes in the money market. If money demand is greater than money supply, for example, there will be an increase in interest rate, which tends to discourage investment. And when investment falls, output falls. Therefore, for the economy to be in a state of equilibrium, another condition must be met: 





money supply (Ms) = money demand (Ld).





This also implies that governments can use monetary instruments to alter money supply in order to influence the overall level of output.  These instruments can include: legal reserve requirements for banks, discount rate at which banks borrow money from the central bank, and open market operation where existing securities are bought and sold. Changes in money supply can change the rate of interest, which in turn changes the level of investment, thereby affecting the aggregate demand and consequently the overall level of output.





6. Labor Market, Prices, and Output





Changes in labor market will also affect the overall level of output. GDP depends on the contributions of labor working with resources, which are fixed at least in the short term. Full employment is where total supply of labor equals total demand for labor (Ns = Nd). If the supply is greater than the demand, there will be a recessionary gap and the price level will fall. If the demand for labor is greater than supply of labor, there will be an inflationary gap and the price level will rise. Changes of the price level will, in turn, change the real value of  money supply, which is fixed by authorities. Imbalances in the money market will lead to changes in interest rates, investment, and output. Therefore, for the overall level of economic activity to be in an equilibrium, all of the following conditions must be met:





C+I+G=GDP or S+T = G+I


and


Ms = Ld


Ns = Nd





7. Critique





First, the circular flow model focuses on the exchange between the business sector and household sector (the government sector is hidden in both of these sectors); it does not capture how social relations and the environment are affected by these exchanges (who gets how much for what uses). Changes in social relations (such as polarization which brews political instability) can affect investment and output. These relations also affect the ways in which natural resources are used, influenced by the consumption patterns of different people. Changes in the environment affect material inputs, nature’s capacity to absorb wastes from the production process, and life-support functions of ecosystems. The basic economic model, in a nut shell, is seriously inadequate not only for understanding sustainable development, but also for understanding the working of the economy itself.





Second, macroecnomic policies are designed to achieve specific economic objectives, such as increase in the level of output and employment; they do not have an analytical framework for incorporating the interactions among macroeocnomic policy instruments, social relations, and the environment - interactions that will ultimately affect the achievement of economic objectives themselves. If an economy has high inflation and the government cuts its spending, for example, what would be the effect? We know that output may fall, although the effect may be somewhat offset by an increase in investment due to the fall of interest rate driven by reduced transaction demand for money. But how will the reduction of public spending affect different groups of society? How will this policy measure affect the state of the environment? How will changed social relations and environmental situations interact with each other and, in turn, affect the equilibrium level of output and employment?  





Third, the effects of macroeconomic policies are influenced by the institutional context within which these policies are implemented, but neither the basic concepts nor the analysis of macroecnomic policies are capable of integrating the role of social institutions. Due to institutional constraints, such as inequitable property regimes, ineffective law enforcement, etc., macroeconomic policies can be ineffective in achieving conventional economic objectives. More importantly, these institutional constrains may either exacerbate the negative consequences, or fail to realize any positive effects, of macroeconomic policies on social relations and the environment. 








Further reading





1. 1. Lloyd G. Reynolds, Macroeconomics: Analysis and Policy, IRWIN, Homewood, Illinois, 5th ed., pp.53-78, Chapter Three: “The macroeconomy: National output and income”; pp. 261-285, Chapter 12: “Macroeconomic policy: Strategy and tools”, 1985. 
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Chart 4: Simple equilibrium model
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Chart 5: Recessionary gap
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Chart 6: Inflationary gap
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