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Preliminary Remarks

The lecture covers macroeconomics. The following book will be used as a
textbook.

Mankiw, N.G. (2002)
Macroeconomics

5" edition

New York: Worth Publishers
ISBN 0-7167-5237-9

Code: MAC

Another interesting book by the same author is

Mankiw, N.G. (2000)

Principles of Economics

3" edition

Fort Worth et al: Harcourt College Publishers
ISBN 0-03-025951-7

Code: POE

These books are also useful for the topics covered in the 5™ and 6" semester.
Reading the relevant chapters is strongly recommended. All figures used

during the lecture are included in the textbooks. Transparencies can be found
also on http://www.stephan-seiter.de/vwa/macro.html

All students are expected to write a paper dealing with the topics of one
section (2-9) and to present parts of it (length: 8-10 pages). For the
presentation, students should work together in teams up to 4 members (not
more). The presentation will take place in the last session. Each group will
have 15 minutes for the presentation.

Papers are due on November 13, 2006. Please send it as a PDF-file to
macro@seiterlectures.com.

At the end of the class you have to pass a test (45 minutes) that will refer to
the lecture and the relevant chapters of the textbook.

Composition of the grade you will receive: paper 50%
test 50%

Contact:

E-Mail: macro@seiterlectures.com.
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Employment

No experiments
Think at the margin
Trade-offs
Use models How Economists Think What Macroeconomists study

Build models ’l.\ /

Unemployment
Inflation
Economic Policy
Recessions
Depressions

Exogenous variables
Endogenous variables

Economic Growth
Technological Progress

Cannot run experiments The Science of Macroeconomics

13.08.2006 - v9

Multitude of models
Crucial topics /~ (1 Prices: Flexible vs. Sticky
Micro and Macro

The Science of Macroeconomics.mmp - 13.08.2006 - Stephan Seiter -
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Government purchases G
Net exéons NX ;

GDP
+ Factor payments from abroad

Gross National Product

Total national income

Total expenditure on its output of goods and
services

Income must equal expenditures

GDP

A basket of goods
CPI vs GDP deflator

Consumer Price Index

Changes in real terms
Changes in prices
[ GDP deflator

Real vs. Nominal GDP

Consumption C

Investment | Components of expenditures

Flows of goods
Real terms

Circular flow

- factor payments to abroad

The Data of Macroeconomics
13.08.2006 - v17

Net National Product

GNP-Depreciation

NNP-Indirect Business Taxes

Other Measures of Income Stocks and flows

Bathtub model

National Income
Market value of all final goods and services

Disposable Personal Income

Gross Domestic Product

Given period of time

Personal Income National income accounting

Adding apples and oranges Measure of values

Used goods Not included

Inventories

Unemployment rate
Labor-Force Participation Rate
Okun's law

No double countin

Measuring Joblessness .
Intermediate goods & value added

The Data of Macroeconomics.mmp - 13.08.2006 - Stephan Seiter -
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Disposable income Y-T

Marginal propensity to consume MPC
Figure 3-5

Consumption
Wages paid to workers: MPL x L

Rental price paid to capital owners: MPK x

Real interest rate
Opportunity costs

Investment

K Demand for Goods and Services
Y-(MPLxL)-(MPKXK)  £conomic Profit \ Division of National Income
Constant returns to scale: economic profit is zero

Economic Profit + (MPK x K) __—Accounting Profit

Assumed to be autonomous

Interest rate
‘real rates'
Perfect competition in all markets

Factor prices

Price takers

Firm's Decision

[0 Marginal product must equal factor price

— .
Distribution of Income

Classical Theory: National Income
Diminishing marginal product(ivity)
[0 Marginal product must equal factor price

Equilibrium
13.08.2006 - v9
Figure 3-3 N\ pemand for Factors

Higher interest rate
Figure 3-4
MPL=W/P

Labor and Capital are treated in the same way
MPK=R/P

Decrease in T More consumption

Less investment when Y is fixed

L More | at any given interest rate
Increase in investment demand .
? More S?

Labor L

The factors of production

Long-run perspective
Full employment
Perfect competition

Preliminary remarks

Total Production

Production function
Constant returns to scale

Production is equal to supply Supply of goods and services

? How much is produced

? Who gets the income
Open questions ? What buys the output

What equilibrates aggregate demand and
? supply
Figure 3-1

Classical Theory National Income.mmp - 13.08.2006 - Stephan Seiter -
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Money has negative real return Costs of holding money

Demand for Money and Nominal Interest Rate

Shoe-leather costs

Menu costs
Higher variability of relative prices
Tax indexin
Inconvenience
Redistribution of wealth
Debtors - creditors
Fixed nominal incomes
Higher risk

Variable inflation

Expected inflation

Unexpected inflation

Social Costs of Inflation

Changes in real wages

? A benefit?
?_Labor market more flexible?

Nominal interest rate

Nominal interest rate
Income

Expected inflation rate

Determinants

) Real vs nominal

Uncertaint
Dollarization
Cold progression

Hyperinflation

Inflation and Interest rates

Nominal interest rate = real interest rate + inflation rate .
Fisher effect

1% more money - 1% higher price level - 1% higher nominal interest rate
Ex ante and ex post

Expectations are crucial

Quantity equation

Money demand and Quantity Equation

Money doesn't matter
No real effects of money

Classical Dichotomy
? Reasons?

Money and Inflation
13.08.2006 - v15

Inflation
Hyperinflation

Deflation
: Disinflation

Medium of exchange
Store of value
Unit of account

Preliminary remarks

Functions of mone;

Quantity Theory of Money

How it evolves

Fiat money

Real money balances M/P
J Demand = supply

Effects of money

? M increases what happens?

Central Bank controls money supply
Central bank influences inflation

Revenue of printing money
Inflation tax

Money and Inflation.mmp - 13.08.2006 - Stephan Seiter -

Stephan Seiter

Constant V.

Money and Inflation

Seignorage,

Types of Money

Commodity money

Controlling the quantity of money

Currency

Measuring the quantity of mone
J = b z M1-M2- M3

Macro 2006
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baby boomers

demographics

sectoral shifts

duration

demographic reasons

Unemployment
Reasons

trends (in US)

? -
¢_more jobs? productivity

? less jobs?

discouraged workers
‘Stille Reserve'

steadily rising unemployment

Basic ideas

Natural rate of unemployment
? What about the Business cycle?

Preliminary remarks

Patterns of Unemployment

transition into and out of the labor force

'Sockelarbeitslosigkeit
less demand for unskilled workers

L = Labor force

® The European Case Basic notations E = number of employed

structural unemployment
working poor

minimum wages
unemployment

insider - outsider . . .
unions und collective bargaining

? unemployment
roductivit
motivation
health
reduces labor turnover

wgaes and

efficiency wages

adverse selection

Real-Wage Rigidity and Structural Unemployment

Natural Rate of Unemployment

U = Number of Unemployed
; L=E+U

Job separation

Unemployment Unemployment rate U/L

13.08.2006 - v14

no homgenous labor force
no homgenous jobs
information
sectoral shifts
changes among firms

frictional unemployment

Job Search and Frictional
Unemployment

employment agencies
retraining
unemployment insurance

\public policy

Unemployment.mmp - 13.08.2006 - Dr. Stephan Seiter -

Stephan Seiter
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Production function in per capita terms f(k)
Per capita variables are constant
Required investment and saving balance Steady state
dk=sy-(n+d)k

sy>(ntd)k ; Growth Accounting
k increases Growth process Analysing Growth Growth Theory

s has no influence

Neoclassical Growth Theory

Less per capita income
Increases aggregate output

Population growth

Labor augmenting technical progress . u .
g 9 Brog Exogenous technical progress Growth and Accumulation

Total factor productivity

- ’ 13.08.2006 - v13 . .
Maximizing consumption per head Production function

Golden Rule -
MPK=n+d Technical Progress
Growth Accounting : Diminishing marginal returns

Total factor productivity

Improvement in methods of production

Growth in per capita output
Convergence

Solow-Residual

Natural Resourc'es Further Factors Empirical Estimations
Human Capital

Growth and Accumulation.mmp - 13.08.2006 - Dr. Stephan Seiter -
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Malthus

Population growth

Real wages and population growth

Hard work

Asian Tigers

Sacrifice = investment

Balanced budget

. > Macroeconomic stability
Tight monetary policy

Liberalization of markets
Liberalization of foreign trade
Social safety network

Legal framework

Government purchases

Demand-side
Taxes
Investment .
Supply-side
Taxes

Growth and Policy.mmp - 13.08.2006 - Dr. Stephan Seiter

Stephan Seiter

Natural resources

Tools

Growth Policy

Growth and Policy

13.08.2006 - v9

Endogenous Growth

No correlation between savings rate and
growth rate insteady state

Technical progress exogenous
: Reality differs

Diminishing marginal product of capital

Traditional growth theory

Mechanics of endogenous growth

Constant marginal product of capital

Real capital

Macro 2006

Human capital
Public goods

External benefits

Absolute
Conditional
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The IS-LM-Model: Basics

Fall 2006 Dr. Stephan Seiter - IBA - 1
Macroeconomics

Goods Market

* Preliminary remarks: Time

— Short run
* Demand determines output
» Productive capacity is constant
* Prices are constant
— Medium run
» Supply side is relevant
* Productive capacity is constant, but fully used.
* Prices are variable.

Fall 2006 Dr. Stephan Seiter - IBA - 2
Macroeconomics

Stephan Seiter
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Goods Market

* Preliminary remarks: Time
—Long run
* Productive capacity is variable
» Technological progress
* Prices are flexible

Fall 2006 Dr. Stephan Seiter - IBA -
Macroeconomics

Goods Market

« Demand
— Consumption C
— Investment |
— Government purchases G
— Net exports X-IM

= E = C+I+G+X-IM

Fall 2006 Dr. Stephan Seiter - IBA -
Macroeconomics

Stephan Seiter
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Goods Market

» Aggregate demand
— Assumption:
e One good
* Price level is constant
* Closed economy: E = C+I+G

Fall 2006 Dr. Stephan Seiter - IBA -
Macroeconomics

Goods Market

e Consumption function
C=C(Yy) mit Yo=Y-T+Tr

— Consumption depends on the current income

Fall 2006 Dr. Stephan Seiter - IBA -
Macroeconomics

Stephan Seiter

Macro 2006
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Goods Market

« Consumption function C=c,+ C'Yp

. C
— Autonomous consumption®

* Independent of income
— Marginal propensity to consume MPC

* How does consumption change, when income is
changed by 1 unit.

¢ dC
Fall 2006 Dr. Stephan Seiter - IBA -

Macroeconomics

Goods Market

« Consumption function C=cy+c'Yy

Stephan Seiter

C
C=cy+CYp
dC
, dC
] dYp c'=
dy,
Co
YD
Fall 2006 Dr. Stephan Seiter - IBA -
Macroeconomics
Macro 2006
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Goods Market

* Investment
— Investment is exogenously given.
— Investment is autonomous

Fall 2006 Dr. Stephan Seiter - IBA - 9
Macroeconomics

Goods Market

 Government purchases G
— Exogenous
— Different scenarios:G=T,G>T,G<T
— Fiscal policy

Fall 2006 Dr. Stephan Seiter - IBA - 10
Macroeconomics

Stephan Seiter

Macro 2006




Goods Market

» Equilibrium in the Goods Market
— Demand

E=c,+C'(Y-T+Tr)+1+G

— Supply Y

Income is equal to production

Fall 2006 Dr. Stephan Seiter - IBA - 11
Macroeconomics

Goods Market

* Equilibrium
— Demand = Supply

Y=E
Y=c,+C'(Y-T+Tr)+1+G

Fall 2006 Dr. Stephan Seiter - IBA - 12
Macroeconomics

Stephan Seiter

Macro 2006
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Goods Market
« Equilibrium
— Algebra
Y=c,+C'(Y-T+Tr)+1+G
Y=c,+C'Y-CT+CTr+1+G
(1-c)Y =c,—-CT+CTr+1+G

Fall 2006 Dr. Stephan Seiter - IBA - 13
Macroeconomics

Goods Market

« Equilibrium
— Algebra

v_ 1

= (C,—C'T+C'Tr+1+G)
1-¢

Fall 2006 Dr. Stephan Seiter - IBA - 14
Macroeconomics

Stephan Seiter

Macro 2006
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e Equilibrium

Goods Market

Production
Y,E
E
Y b

A
Autonomous
expenditures 45°

Y

Y

Fall 2006 Dr. Stephan Seiter - IBA - 15

Macroeconomics

Goods Market

* Increase in autonomous expenditures

Y,E

I Y
Autonomous
expenditures

Production
D A E
B F
C
E
7777777777777777777 A
45° ‘
- Y
Y
Dr. Stephan Seiter - IBA - 16

Fall 2006

Macroeconomics

Stephan Seiter

Macro 2006

18



Goods Market

e Multiplier

Fall 2006

Increase in autonomous expenditures
Shift of demand curve E = E'

Firms will adjust production.

Income rises, so does consumption.
This leads to more demand.

Process ends in A’

Dr. Stephan Seiter - IBA - 17
Macroeconomics

Goods Market

Multiplier

Fall 2006

1
1-¢

Dr. Stephan Seiter - IBA - 18
Macroeconomics

Stephan Seiter
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Goods Market

IS Curve
— Starting point: 45°-Keynesianism
— We assumed autonomous investment

— What are consequences of investment that depends on
the interest rate (r)?

— Demand depends on the interest rate.
— Changes in the interest rate will change demand.
— Demand curve shifts.

Fall 2006 Dr. Stephan Seiter - IBA - 19
Macroeconomics

Goods Market

IS Curve
— Demand function:

E=c,+Cc'(Y-T+Tr)+I1(r)+G mit g—|<0
r

— Increase in the interest rate lowers investment
and aggregate demand.

— A new equilibrium in the goods market exists.

Fall 2006 Dr. Stephan Seiter - IBA - 20
Macroeconomics

Stephan Seiter

Macro 2006
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Y,E AV E
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Fall 2006 Dr. Stephan Seiter - IBA - 21
Macroeconomics
Y, E E
A’ k
/ E
A/
r<r
Y
2 r
o
o
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b
=
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Y Y' Y
Fall 2006 Dr. Stephan Seiter - IBA - 22

Macroeconomics

Stephan Seiter
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IS Curve
— Position:

* Changes in autonomous demand shift IS-Curve.

Goods Market

+ E.g. more government purchases

— Slope

« Marginal propensity to save s'
« Slope of investment function i'

Fall 2006

Dr. Stephan Seiter - IBA -
Macroeconomics

23

Money Market

* Demand for Money
— Transaction Lt
— Speculation Ls

— Caution Ly

=

LZLT+L5+LV

— Determinants

* Income

* Interest rate

Fall 2006

Dr. Stephan Seiter - IBA -
Macroeconomics

24

Stephan Seiter

Macro 2006
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Money Market

» Equilibrium
— Money supply = Money demand

= M®=MP =L +L,

— Equilibrium is characterized by income and interest rate.

Fall 2006 Dr. Stephan Seiter - IBA - 25
Macroeconomics

Money Market

» Equilibrium

r MS

L
L, 2 Y,<Y,
\ K -
r
rl \

Fall 2006 Dr. Stephan Seiter - IBA - 26
Macroeconomics

L, M

Stephan Seiter

Macro 2006
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Money Market

LM Curve
— Starting point: Equilibrium in the money market
— Real Money Balances M/P are relevant.
— Condition:

Bl m+Lo

Fall 2006 Dr. Stephan Seiter - IBA - 27
Macroeconomics

Money Market

Stephan Seiter

LM Curve
r MS i
Y,<Y,
LM Curve
A
ry A
L2

] A
1 |_1 A

L, M/P Y

Fall 2006 Dr. Stephan Seiter - IBA - 28
Macroeconomics
Macro 2006
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e LM Curve
— Position

— Slope

Fall 2006

Money Market

* Changes in real money balances shifts LM curve
* Changes in nominal money supply M
» Changes in the price level P

 Cash coefficient k
« Liquidity preference I

Dr. Stephan Seiter - IBA - 29
Macroeconomics

Fall 2006

|S-LM-Model

Y

Dr. Stephan Seiter - IBA - 30
Macroeconomics

Stephan Seiter

Macro 2006
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|S-LM-Model

Fiscal Policy
Monetary Policy
Shocks

Aggregate Demand

B~ wn e

Fall 2006 Dr. Stephan Seiter - IBA - 31
Macroeconomics

Fiscal policy and the IS Curve

 Starting points:
— Government expenditures

— Taxes
e Question:
— How does this change the equilibrium
income?
Fall 2006 Dr. Stephan Seiter - IBA - 32

Macroeconomics

Stephan Seiter

Macro 2006
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Fiscal policy and the IS Curve

* Increase in G:
— Assumption: Interest rate is constant
GN > E ! »>Production T Y 1 ->C M ...

— Multiplier sets in:

dy =2 4G
1-c'

Fall 2006 Dr. Stephan Seiter - IBA - 33
Macroeconomics

Fiscal policy and the IS Curve

* Increase in G:

— Interest rate is not constant, since M is
constant.

— Changes in the money market, when Y 1I:
Ltfl - Bonds-D ! »BPU —»rfl - Ls

— Increasing interest rates lead to less
investment.

“crowding-out"

Fall 2006 Dr. Stephan Seiter - IBA - 34
Macroeconomics

Stephan Seiter
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Fiscal policy and the IS Curve

e Increase in G

1S, LM

N

Fall 2006 Dr. Stephan Seiter - IBA - 35
Macroeconomics

Fiscal policy and the IS Curve

e ChangesinT
— Shift also IS Curve
— Multiplier is smaller.

e Thus:

— Money market can reduce the effects of
fiscal policy.

Fall 2006 Dr. Stephan Seiter - IBA - 36
Macroeconomics

Stephan Seiter
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Monetary Policy and the LM
Curve

* Change in the money supply
* Increase in M (Assumption: Y constant):

M1 - M>Lt + Ls — Bonds-D It -BP1l —r |
— Ls n

 Falling interest rate leads to more investment,
and Y increases, too.

» There will be a feedback on the money
market.

Fall 2006 Dr. Stephan Seiter - IBA - 37
Macroeconomics

Monetary Policy and the LM
Curve

e Increase in M:

Y, Y, Y

Fall 2006 Dr. Stephan Seiter - IBA - 38
Macroeconomics

Stephan Seiter
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Fiscal policy and Monetary
policy

e Conclusions:

— Money and Goods Market are closely
related.

— Economic policy has an influence on both
markets.

— spillover- and feedback-effects are relevant.

Fall 2006 Dr. Stephan Seiter - IBA -
Macroeconomics

39

Policy-Mix

IS, LM,

\ B LM,

Fall 2006 Dr. Stephan Seiter - IBA -
Macroeconomics

40

Stephan Seiter
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IS-LM-Model: Shocks

e |S Curve
— Animal spirits
— Consumers' confidence
— Shifts of the IS Curve

e LM Curve

— Exogenous increase in the demand for
money

— Shifts of the LM Curve

Fall 2006 Dr. Stephan Seiter - IBA - 41
Macroeconomics

Aggregate Demand

* |S-LM-Model
— Assumption: Price level P is constant.

— Real money supply does only change
when M changes

— What are the consequences of a
falling/increasing price level?

Fall 2006 Dr. Stephan Seiter - IBA - 42
Macroeconomics

Stephan Seiter
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Aggregate Demand
» Price level flexible:

pUMy
P

— As P falls, real money supply increases.
— LM Curve moves along the IS Curve.

Fall 2006 Dr. Stephan Seiter - IBA - 43
Macroeconomics

©
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Fall 2006 Dr. Stephan Seiter - IBA - 44

Macroeconomics

Stephan Seiter
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Aggregate Demand

» Aggregate Demand shows all
combinations of price level und income,
that lead to a simultaneous equilibrium
in the money and the goods market.

Fall 2006 Dr. Stephan Seiter - IBA - 45
Macroeconomics

Stephan Seiter
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