
The Economic Approach
I. 	What Is Economics About? 
		A. 	Scarcity and Choice 
		1. Scarcity and choice are the two essential ingredients of an economic topic. 
		2.	Goods are scarce because desire for them far outstrips their availability on nature. 
				a.	Scarce goods are called economic goods. 
			3.	Scarcity forces us to choose among available alternatives. 
		B.	Scarcity and Poverty 
			1.	Scarcity and poverty are not the same thing. 
		a.	Absence of poverty implies some basic level of need has been met. 
		b.	An absence of scarcity would imply that all of our desires for goods are fully satisfied. 
		2.	We may someday eliminate poverty, but scarcity will always be with us. 
		C.	Scarcity Necessitates Rationing 
		1.	Every society must have a method to ration the scarce resources among competing uses. 
				a.	Various factors can be used to ration (first-come, first served). 
				b.	In a market setting, price is used to ration goods and resources. 
		c.	When price is used, the good or resource is allocated to those willing to give up “other things” in order to obtain ownership rights. 
		D.	Competition Results from Scarcity 
		1.	Competition is a natural outgrowth of the need to ration scarce goods. 
		2.	Changing the rationing method used will change the form of competition, but it will not eliminate competitive tactics. 
	II. 	The Economic Way of Thinking 
		A.	Guideposts to Economic Thinking 
			1.	The use of scarce resources to produce a good is always costly. 
		a.	Someone must give up something if we are to have more scarce goods. 
(1) The highest valued alternative that must be sacrificed is the opportunity cost of the choice. 
			2.	Individuals choose purposefully; therefore they will economize. 
		a.	Economizing:  gaining a specific benefit at the least possible cost. 
			3.	Incentives Matter 
		a.	As personal benefits (costs) from choosing an option increase, other things constant, a person will be more (less) likely to choose that option. 
			4.	Economic reasoning focuses on the impact of marginal changes. 
		a.	Decisions will be based on marginal costs and marginal benefits (utility). 
			5.	Since information is scarce, uncertainty is a fact or life. 
		6.	In addition to their initial impact, economic events often generate secondary events that may be felt only with the passage of time. 
		7.	The value of a good is subjective and varies with individual preferences. 
		8.	The test of an economic theory is its ability to predict and explain events in the real world. 
	III.  Positive and Normative Economics 
		A.	Positive Economics 
		1.	Positive  Economics: The scientific study of “what is” among economic relationships. 
			a.	Positive economic statements can be proved either true or false. 
				(1)	Ex: The inflation rate rises when the money supply is increased 
		B.	Normative Economics 
		1.	Normative  Economics: Judgements about “what ought to be” in economic matters. 
				b.	Normative statements cannot be proved true or false. 
					(1) Ex: The inflation rate should be lower. 
	IV. Pitfalls to Avoid in Economic Thinking 
		A.	Pitfalls 
			1.	Violation of the ceteris paribus condition. 
			a.	Ceteris paribus is a Latin term meaning “other things constant.” 
			b.	Used when the effect of one change is being described, recognizing that if other things changed, they also could affect the result. 
			2.	Association is not causation. 
				a.	Statistical association alone cannot establish causation. 
			3.	Fallacy of composition 
			a.	The fallacy of composition is the erroneous view that what is true for the individual (or the part) will also be true for the group (or the whole). 
			b.	Microeconomics focuses on narrowly defined units, while macroeconomics is focuses on highly aggregated units. 
(1) One must beware of the fallacy of composition when shifting from micro- to macro-units. 
	V. 	Economics as a Career 
		A.	Economics as a Career 
		1.	Graduating with a major in economics provides a variety of choices. 
				a.	Graduate school in economics, law, or business. 
		b.	Students who don’t pursue graduate school have many job opportunities 
		2.	A graduate degree in economics is typically required to pursue a career as a professional economist. 	

Some Tools of the Economist

I. 	What Shall We Give Up? 
		A.	Opportunity Cost 
		1.	Opportunity cost: The highest valued activity sacrificed in making a choice. 
				a.	Opportunity costs are subjective and vary across individuals. 
			2. 	The opportunity cost of college: 
				a.	Monetary cost: tuition, books. 
				b.	Nonmonetary cost: forgone earnings. 
		c.	If opportunity cost of college rises (e.g. tuition rises), then one will be less likely to attend college. 
		B. Trade 
			1.	Mutual gain is the foundation of trade. 
		a.	Trading goods among people to get them to higher valued uses and users can create value. 
		2.	Transactions costs: the time, effort, and other resources needed to search out, negotiate, and consummate an exchange. 
		a.	Transactions costs reduce our ability to produce gains from potential trades. 
		3. Middleman: a person who buys and sells, or who arranges trades. 
				a.	A middleman reduces transactions costs. 
	II. 	The Importance of Property Rights 
		A.	Private Property Rights 
		1.	Property rights: the right to use, control, and obtain benefits from a good or service. 
			2.	Private property rights involve: 
				a.	the right to exclusive use 
				b.	legal protection against invaders. 
				c.	the right to transfer to another. 
		B.	Private Property Rights Incentives 
		1.	Private owners can gain by employing their resources in ways that are beneficial to others. 
		2.	The private owner has a strong incentive to care for and properly manage what he or she owns. 
		3.	The private owner has an incentive to conserve for the future if the property’s value is expected to rise. 
		4.	With private property rights, the private owner is accountable for damage to others through misuse of the property. 
		a.	Private ownership links responsibility with the right of control. 
  
  
	III. Production Possibilities Curve 
		A.	Shifting the Production Possibilities Curve Outward 
		1.	An increase in the economy’s resource base would expand our ability to produce goods and services. 
		2.	Advancements in technology can expand the economy’s production possibilities. 
		3.	An improvement in the rules under which the economy functions can increase output. 
		4.	By working harder and giving up current leisure, we could increase our production of goods and services. 
	IV. Division of Labor, Specialization, and Production Possibilities 
		A.	Division of Labor 
		1.	Division of labor: breaks down the production of a commodity into a series of specific tasks, each performed by a different worker. 
		2.	Division of labor increases of labor increases output for three reasons: 
			a.	Specialization permits individuals to take advantage of their existing skills. 
				b.	Specialized workers become more skilled with time. 
				c.	Permits adoption of mass-production technology. 
		B.	Law of Comparative Advantage 
		1.	Law of comparative advantage: total output is greatest when individuals specialize in the production of goods they produce at a low opportunity cost and trade those goods for goods they are a high-opportunity-cost producer. 
			a.	The principle of comparative advantage is universal as it applies across individuals, firms, regions and countries. 
		C.	Voluntary Exchange 
		1.	Voluntary exchange channels goods toward those who value them most and permits us to realize gains from specialization, division of labor, mass production, and cooperative effort among individuals. 
				a.	These elements underlie our modern living standards. 
	V. 	Economic Organization 
		A.	Methods of Economic Organization 
		1.	Market organization:  A method or organization that allows unregulated prices and the decentralized decisions of private property owners to resolve the basic economic problems. 
				a.	Sometimes market organization is called capitalism. 
		2.	Collective decision making: The method of organization that relies on public-sector decision making to resolve basic issues. 
			a.	An economic system in which the government owns the income-producing assets and directly determines what goods they produce is called socialism. 
  
		B.	Exit and Voice 
		1.	Individuals have two major methods for sending messages and influencing decision makers. 
			a. 	Voice: communicating complaints, desires, and suggestions directly to decision makers. 
		b.	Exit: the ability to withdraw from an economic relationship with another person or organization. 
					(1) Exit is easier to exercise in a market setting. 
                                (2)A person’s voice will be more effective if exit is also available.
Supply, Demand, and the Market

	I.	Consumer Choice and Law of Demand  
		A.	Law of Demand 
		1.	Law of Demand: There is an inverse relationship between the price of a good and the quantity consumers are willing to purchase. 
				a.	As price of a good rises, consumers buy less. 
			b.	The availability of substitutes--goods that do similar functions-- explains this negative relationship. 
		B.	Market Demand Schedule 
		1.	The height of the demand curve at any quantity shows the maximum price that consumers are willing to pay for that additional unit. 
		C.	Consumer Surplus 
		1.	Consumer Surplus - the area below the demand curve but above the actual price paid. 
			a.	Consumer surplus is the difference between the amount consumers are willing to pay and the amount they have to pay for a good. 
			2.	Lower market prices will increase consumer surplus. 
		D.	Elastic and Inelastic Demand Curves 
		1.	Elastic demand - quantity demanded is sensitive to small price changes. 
				a.	Easy to substitute away from good. 
		2.	Inelastic demand - quantity demanded is not sensitive to price changes. 
				b.	Difficult to substitute away from good. 
	II. 	Changes in Demand Versus Changes in Quantity Demanded 
		A.	Changes in Demand and Quantity Demanded 
			1.	Change in Demand - shift in entire demand curve. 
		2.	Change in Quantity Demanded - movement along the same demand curve in response to a price change. 
		B.	Demand Curve Shifters 
			a.	Changes in Consumer Income 
			b.	Change in the Number of Consumers 
			c.	Change in Price of Related Good 
			d.	Changes in Expectations 
			e.	Demographic Changes 
			f.	Changes in Consumer Tastes and Preferences 
	III. Producer Choice and Law of Supply 
		A.	Producers 
1. 	Opportunity Cost of Production - the sum of the producer’s cost of employing each resource required to produce the good. 
		2.	Firms will not stay in business for long unless they are able to cover the cost of all resources employed, including the opportunity cost of those owned by the firm. 
		B.	Role of Profits and Losses 
			1.	Profit occurs when revenues are greater than cost. 
		2.	Firms supplying goods for which consumers are willing to pay more than the opportunity cost of  resources used will make a profit. 
		3.	Firms making a profit will expand and those with a loss will contract. 
		C.	Law of Supply 
		1.	Law of Supply - there is a positive relationship between the price of a product and the amount of it that will be supplied. 
			a.	As the price of a product rises, producers will be willing to supply more. 
		D.	Market Supply Schedule 
		1.	The height of the supply curve shows two points about the cost of production. 
a. 	The minimum price necessary to induce producers to supply that additional unit. 
			b.	The opportunity cost of producing the additional unit of the good. 
		E.	Producer Surplus 
		1.	Producer Surplus - The area above the supply curve but below the actual sales price. 
			a.	Producer surplus is the difference between the minimum amount required to induce producers to produce a good and the amount they actually receive. 
		F.	Elastic and Inelastic Supply Curves 
		1.	Elastic supply- quantity supplied is sensitive to small price changes. 
		2.	Inelastic supply - quantity supplied is not sensitive to price changes. 
		G.	Short Run and Long Run 
			1.	Short Run - Firms don’t have enough time to change plant size. 
				a.	Supply tends to be inelastic in the short run. 
			2.	Long Run - Firms have enough time to change plant size. 
				a.	Supply tends to be much more elastic in the long run. 
	IV. Changes in Supply Versus Changes in Quantity Supplied 
		A.	Changes in Supply and Quantity Supplied 
			1.	Change in Supply - shift in entire supply curve. 
		2.	Change in Quantity Supplied - movement along the same supply curve in response to a price change. 
		B.	Supply Curve Shifters 
			1.	Changes in Resource Prices 
			2.	Change in Technology 
			3.	Elements of Nature and Political Disruptions 
			4.	Changes in Taxes 
	V. 	How Market Prices Are Determined 
	VI. How Markets Respond to Changes in Supply and Demand 
		A.	Effects of a Change in Demand 
			1.	If Demand decreases, the equilibrium price and quantity will fall. 
			2.	If Demand increases, the equilibrium price and quantity will rise. 
		B.	Effects of a Change in Supply 
		1.	If Supply decreases, the equilibrium price will rise and the equilibrium quantity will fall. 
		2.	If Supply increases, the equilibrium price will fall and the equilibrium quantity will rise. 
	VII. Time and the Adjustment Process 
		A. Time and the Adjustment Process 
		1.	With the passage of time, the market adjustments of both producers and consumers will be more complete. 
			a.	Both demand and supply are more elastic in the long run than in the short run. 
	VIII. Invisible Hand Principle 
		A.	Invisible Hand 
		1.	Invisible Hand- the tendency of market prices to direct individuals pursuing their own interest into productive activities that also promote the economic well-being of society. 
		B. 	Communicating Information 
		1.	Product prices communicate up-to-date information about the consumers’ valuation of additional units of each commodity. 
		2.	Without the information provided by market price it would be impossible for decision-makers to determine how intensely a good was desired relative to its opportunity cost. 
		C.	Coordinating Actions of Market Participants 
		1.	Price changes bring the decisions of buyers and sellers into harmony. 
		2.	Price changes create profits and losses which change production levels. 
		D.	Prices and Market Order 
			1.	Market order is the result of market prices, not central planning. 
		E.	Qualifications 
			1.	The efficiency of market organization is dependent upon: 
				a.	The presence of competitive markets. 
			b.	Well-defined and enforced private property rights

“Demand Shifters” [TIMER]
1. Taste [direct]
2. Income [normal-direct] [inferior-inverse]
3. Market Size [number of consumers-direct]
4. Expectations [of consumers about future price-direct, 
    about future availability-inverse, or about future income–direct.
5. Related Good Prices [substitutes-direct] [complements-inverse]


Supply and Demand:  Applications and Extensions

	I. 	Wage Rates, Interest Rates, and Exchange Rates 
		A.	Linkage Between Labor and Product Markets 
			1.	The markets for resources and products are closely linked. 
				a.	Changes in one will affect the other. 
				(1)	An increase (decrease) in resource prices will reduce (increase) supply in the product market. 
			(2)	An increase in product demand will increase the demand for resources used in production of the good. 
		B.	Loanable Funds Market and the Interest Rate 
		1.	The interest rate connects the price of goods today and their price in the future. 
			a.	The interest rate is the price that must be paid for earlier availability. 
		C.	Market for Foreign Exchange 
		1.	Foreign exchange market is where currency of one country is traded for another. 
		2.	The exchange rate is measured are the dollar price of foreign currency. 
		D.	Changes in Exchange Rates 
		1.	Changes in exchange rates will change the prices of internationally traded goods/services and assets 
			2.	A lower dollar price of foreign currency will have two effects.	
			a.	It lowers the price of foreign goods to U.S. residents and raises imports. 
			b.	It will raise the price of U.S. goods to foreigners and lower exports. 
	II. 	Economics of Price Controls 
		A.	Price Ceilings 
		1.	Price ceiling is a legally established maximum price that sellers may charge. 
				a.	Example: rent control 
		2.	The direct effect of a price ceiling below the equilibrium price is a shortage: quantity demanded exceeds quantity supplied. 
		B.	Secondary Effects  of Price Ceilings 
			1.	Reduction in the quality of the good. 
			2.	Inefficient use. 
			3.	Lower future supply. 
			4.	Nonprice rationing will be of more importance. 
		C.	Effects of Rent Control 
			1.	Shortages and black markets will develop. 
			2.	The future supply of housing will decline. 
			3.	The quality of housing will deteriorate. 
			4.	Nonprice methods of rationing will increase in importance. 
			5.	Inefficient use of housing will result. 
			6.	Long-term renters will benefit at the expense of newcomers. 
		D.	Price Floor 
		1.	Price floor is a legally established minimum price that buyers must pay. 
				a.	Example: minimum wage 
		2.	The direct effect of a price ceiling below the equilibrium price is a surplus: quantity supplied exceeds quantity demanded. 
		E.	Minimum Wage Effects 
			1.	Direct effect: 
				a.	Reduces employment of low-skilled labor. 
			2.	Indirect effects: 
				a.	Reduction in nonwage component of compensation. 
				b.	Less on-the-job training. 
			3.	A higher minimum wage does little to help the poor. 
	III. Black Markets and the Importance of the Legal Structure 
		A.	Black Markets 
			1.	Black market - markets that operate outside the legal system. 
				a.	Either sell illegal items or items at illegal prices or terms. 
		2.	Black markets have a higher incidence of defective products, higher profit rates, and greater violence. 
		B.	Legal System 
		1.	A legal system that provides secure property rights and unbiased enforcement of contracts enhances the operation of markets. 
	IV. The Impact of a Tax 
		A.	Tax incidence 
		1.	The legal assignment of who pays a tax is called the statutory incidence. 
			a.	The actual burden of a tax (actual incidence) may differ substantially. 
  	V. 	Tax Rates, Tax Revenues, and the Laffer Curve 
		A.	Average Tax Rate 
			1.	Average tax rate equals tax liability divided by taxable income. 
			a.	Progressive tax is one in which the average tax rate rises with income. 
			b.	Proportional tax is one in which the average tax rate stays the same across income levels. 
			c.	Regressive tax is one in which the average tax rate falls with income.  
		B.	Marginal Tax Rate 
		1.	Marginal tax rate equals change in tax liability divided by change in taxable income. 
		C.	Tax Rate and Tax Base 
		1.	Tax rate is the percentage rate at which an economic activity is taxed 
			2.	Tax base the level of the activity that is taxed. 
		a.	The tax base is inversely related to the rate at which the activity is taxed 
		D.	Laffer Curve 
		1.	Laffer curve illustrates the relationship between tax rates and tax revenues. 
		a.	Laffer curve shows that tax revenues are low for both low and high tax rates. 
			b.	The point of maximum tax revenue is not optimal because of high excess burden 
		E.	Laffer Curve and Tax Changes in the 1980s 
		1.	During the 1980s, the top marginal income tax rate fell from 70% to 33%. 
		2,	Need to distinguish between changes in tax rates and changes in tax revenues. 
			a.	Between 1980 and 1990 real income tax revenue collected from the top 1 percent of earners rose a whopping 51.4 percent.




The Economic Role of Government

	I.	What is Government? 
	A.	The entity that has a monopoly over the legitimate use of force to modify the actions of adults.	
	B.	An institutional process through which individuals collectively make choices and carry out activities. 
 
	II. 	Differences and Similarities Between Market and Collective Action 
	A.	Competitive behavior is present in both the market and public sectors. 
	B.	Public‑sector organization can break the individual consumption‑payment link. 
	C.	Scarcity imposes the aggregate consumption‑payment link in both sectors. 
	D.	Private sector action is based on voluntary choice; public sector (when democratic) is based on majority rule.  
	E.	When collective decisions are made legislatively, voters must choose among candidates who represent a bundle of positions on issues. 
		F.	Income and power are distributed differently in the two sectors. 
III. The Cost of Government 
		A.	The Opportunity Cost of Government is the Sum of the Following 
		1.	Opportunity cost of resources used to produce goods supplied through the public sector. 
		2.	Cost of resources expended in the collection of taxes and the enforcement of government mandates 
			3.	Excess burden (deadweight loss) of taxation. 
IV.	Economic Efficiency and the Role of Government 
	A.	Economists often use concept of efficiency to judge actions because efficient use of resources implies maximum value of output from resource base. 
		B.	Two conditions are necessary for ideal economic efficiency: 
		1.	All activities that provide individuals with more benefits than costs must be undertaken. 
		2.	No activities that provide benefits less than costs should be undertaken. 
	C.	Protective Function of Government: The most fundamental function of government is the protection of individuals and their property against acts of aggression. 
		1.	Involves the maintenance of a legal structure (rules) within which people interact peacefully and have a process for the settlement of disputes. 
		D.	Productive function of Government 
		1.	Involves the provision of a limited set of goods that are difficult to supply a good through the market. 
 
	V. 	The Role of Government and Shortcomings of the Invisible Hand 
	A.	There are four major reasons why invisible hand may fail to allocate resources efficiently: (1) Lack of competition, (2) Externalities, (3) Public goods, and (4) Poor information. 
		1.	Lack of Competition: Sellers may gain by restricting output and raising price. Too few units will be produced. 
			2.	Externalities—Failure to Register Fully Costs and Benefits 
				a. 	External cost: Present when the actions of an individual or group harm the property of others without their consent. Note problem arises because property rights are  imperfectly defined and/or enforced. 
				(1)	Because costs are not fully registered, supply curve understates the true cost of production.
                                                    (2) Units may be produced that are valued less than their cost.
                                                    (3) From the viewpoint of efficiency, too many units are produced. 
                                                    	(4)	Pollution problems are often a side effect. 
				b.	External benefits: Present when the actions of an individual or group generate benefits for nonparticipating parties. 
							(1)	Demand curve understates total value of output. 
(2)Units that are more highly valued than costs may not be produced. 
				(3) 	From the viewpoint of efficiency, too few units may be produced. 
B.       Public Goods 
1.	Goods that are (a) jointly consumed--individuals can simultaneously enjoy consumption of same product or service and (b) nonexcludable--consumption of the good cannot be restricted to the customers who pay for it. 
			a.	If a public good is made available to one person, it is simultaneously made available to others. 
			b.	Because those who do not pay cannot be excluded, no one has much incentive to help pay for such goods.  Each has an incentive to become a free rider, a person who receives the benefits of the good without helping to pay for its cost. 
			c.	But when a lot of people become free riders, too little is produced. 
			d.	Note: It is the characteristics of the good, not the sector in which it is produced, that distinguishes a public good. 
			e.	Examples of public goods: national defense, radio and television broadcast signals, and clear air. 
			f.	Markets often develop ways of providing public goods (e.g. use of advertising to support provision of radio and television.) Nonetheless, public goods often cause a breakdown in the harmony between self‑interest and the public interest. 
		C.	Problems Arising From Poor Information 
		1.	The consumer’s information problem is minimal if the item is purchased regularly. 
		2.	Major problems of conflicting interests and unhappy customers can arise when goods are either (a) difficult to evaluate on inspection and seldom repeatedly purchased from the same producer or (b) potentially capable of serious and lasting harmful side effects that cannot be predicted by a lay person. 
		3.	Asymmetric information: Either the potential buyer or potential seller has important information that the other side does not have. 
			a.	Lack of information, may cause a party to agree to an exchange they will later regret. 
			b.	Brand names, franchises, and product warranties are helpful ways of dealing with information problems.

The Economics of Collective Decision-Making

I. 	Overview of Collective Decision Making  
	A.	Public choice analysis applies the tools of economics to the political process. The goal is to provide insight concerning how the process works. 
		1.	Self-interested behavior is present in both market and political sectors. 
		2.	Political process can be viewed as a complex exchange process involving (1) voter-taxpayers, (2) politicians, and (3) bureaucrats.	
			3.	The Voter-Consumer 
			a.	Voters will tend to support those candidates whom they believe will provide them the most government services and transfer benefits, net of personal costs. 
			b.	Rational Ignorance Effect: Recognizing their vote is unlikely to be decisive, most voters have little incentive to obtain information on issues and alternative candidates. 
			c.	Because of the rational ignorance effect, voters will be uninformed on many issues; such issues will not enter into their decision making process. 
			4.  The Politician-Supplier		
			a. 	Political officials: interested in winning elections. Just as profits are the lifeblood of the market entrepreneur, votes are the lifeblood of the politician. 
			b.	Rationally uninformed voters often must be convinced to “want” a candidate. 
				c.	Legislative bodies are something like a Board of Directors 
			5.	Civil Servants Government Bureaucrats as Political Participants 
			a.	Bureaucrats (person that handle day-to-day operations of government) seek promotions, job security, power, etc. 
			b.	The interests of bureaucrats are often complementary with those of interest groups they serve. 
			c.	Bureaucrats can usually expand their own interests, as well as that of their constituents, by working for larger budgets and program expansion. 
	II. 	When Voting Works Well 
	A.	Other things constant, legislators will have a strong incentive to support political actions that provide voters with large total benefits relative to costs. 
	B.	If a government project is really productive, it will always be possible to allocate the project’s cost so that all voters will gain. 
	C.	When voters pay in proportion to benefits received, all voters will gain if the government action is productive (and all will lose if it is unproductive.) Under these circumstances, there is a harmony between good politics and economic efficiency. 
  
	III. When Voting Conflicts With Economic Efficiency  
		A.	Special Interest Effect 
		1.	Special Interest Issue: One that generates substantial personal benefits for a small number of constituents while imposing a small individual cost on a large number of other voters. 
		2.	Members of interest group will feel strong about an issue that provides them with substantial personal benefits. Such issues will dominate their political choices. 
		3.	In contrast, the voters bearing the cost of special‑interest legislation will often be uninformed on such an issue because it exerts only a small impact on their personal welfare and because they  are unable to avoid the cost by becoming better  informed. 
		4.	Politicians have a strong incentive to favor special interest even if action is inefficient. 
		5.	Logrolling and pork-barrel legislation strengthen the special interest effect. 
		B.	Shortsightedness Effect 
		1.	Issues that yield clearly defined current benefits at the expense of future costs that are difficult-to-identify. 
		2.	Political process is bias toward the adoption of such proposals even when they are efficient. 
		C.	Rent Seeking  
		1.	Actions by individuals and interest groups designed to restructure public policy in a manner that will either directly or indirectly redistribute more income to themselves. 
		2.	Widespread use of the taxing, spending, regulating powers of government that favors some at the expense of others will encourage rent seeking. 
		3.	Rent seeking moves resources away from productive activities. The output of economies with substantial amounts of rent seeking will fall below their potential. 
		D.	Lack of Incentive for Operational Efficiency 
		1.	In the public sector, the absence of the profit motive reduces the incentive of producers to keep costs low. 
		2.	Neither is there a bankruptcy process capable of weeding out inefficient producers. 
		3.	Public‑sector managers are seldom in a position to gain personally from measures that reduce costs. 
		4.	Because public officials and bureau managers spend other people’s money, they are likely to be less conscious of cost than they would be with their own resources. 
	IV. Economics of the Transfer Society 
	A.	There is nothing in positive economics that indicates one distribution of income is better than another. 
	B.	A large and growing part of government is devoted to transferring income, most of which does not go to poor people. 
	C.	There are three major reasons why large‑scale redistribution will reduce the size of the economic pie:  
		1.	When taxes take a larger share of one’s income, the individual reward derived from hard work and productive service is reduced. 
		2.	As public policy redistributes a larger share of income, more resources will flow into wasteful rent seeking activities. 
		3.	Higher taxes to finance income redistribution and an expansion in rent-seeking will induce taxpayers to focus less on income-producing activities, and more on actions to protect their income. 
	V.	Public Sector Vs. Market Sector: A Summary 
		A.	These factors weaken the case for market‑sector allocation: 
			1.	Lack of competition 
			2.  External costs and benefits 
			3.	Public goods 
			4.	Poor information 
		B.	These factors weaken the case for public‑sector intervention: 
			1.	The power of special interests 
			2.	The shortsightedness effect 
			3.	Rent seeking costs 
			4.	Lack of signals and incentive to promote operational efficiency 
	VI. Implications of Public Choice: Getting More From Government 
		A. Both bad news and good news flow from public choice analysis. 
1. 	The bad news: For certain classes of economic activity, unconstrained democratic government will predictably be a source of economic waste and inefficiency. 
	2. 	The good news: Properly structured constitutional rules can improve the expected result from government.


	National Income Accounting

I.  	GDP—A Measure of Output 
	A.	Gross Domestic Product (GDP) is the market value of final goods and services produced within a country during a specific time period, usually a year. 
		B.	What Counts toward GDP? 
1.       Only final goods and services count. 
a. 	Sales at intermediate stages of production are not counted because their value is embodied within the final‑user good. Their inclusion would result in double counting. 
		2.	Financial transactions and income transfers are excluded because they do not involve production. 
		3.	Only production within the geographic borders of the country is counted. 
			4.	Only goods produced during the current period are counted. 
		C. 	Dollars—The Common Denominator for GDP 
		1. 	Each good produced increases output by the amount the purchaser pays for the good. 
		2.	GDP is equal the sum of the total spending on all goods and services produced during the year. 
	II.	Two Ways of Measuring GDP 
		A. 	Dollar flow of				Dollar flow of			
			expenditures	   =  GDP  =	income (and indirect cost)	
			on final goods				of final goods 
		B.	Deriving GDP by the Expenditure Approach 
		1.	Sum of the expenditures on final user goods and services purchased by households, investors, governments, and foreigners. 
		2.	When derived by the expenditure approach, there are four components of GDP: 
				a.	personal consumption purchases 
				b.	gross private investment (including inventories) 
		c.	government purchases (both consumption and investment) 
				d.	net exports (exports - imports) 
		C.  Deriving GDP by the Resource Cost-income Approach 
		1.	Sum of the costs incurred and income (including profits) generated producing goods and services during the period. 
		2.	When derived by the resource cost/income approach, the direct cost income components of GDP are: 
				a.	Employee Compensation 
				b.	Self-employment income 
				c.	Rents 
				d.	Interest 
				e.	Corporate profit 
				f.	Sum of  a through e equals national income 
		3.	Not all cost components of GDP result in an income payment to a resource supplier. In order to get to GDP, we need to account also for three other factors: 
			a.	Indirect business taxes: Taxes that increase the business firm’s costs of production and therefore the prices charged to consumers. 
			b.	Depreciation: The cost of the wear and tear on the machines and other capital assets used to produce goods and services during the period. 
			c.	Net Income of Foreigners: The income that foreigners earn producing goods within the borders of a country minus the income Americans earn abroad. 
		4.	When derived by resource cost/income approach, GDP is equal national income (employee compensation, self-employment income, rents, interest, corporate profit) plus indirect business taxes,  depreciation, and the net income of foreigners. 
		D.	Relative Size of GDP Components 
	III. Real and Nominal GDP 
		A.  The term "real" means adjusted for inflation. 
	B.	Price indexes are use to adjust income and output data for the effects of inflation. 
	C.	A price index measures the cost of purchasing a market basket (or “bundle”) of goods at a point in time relative to the cost of purchasing the identical market basket during an earlier reference (or base) period. 
	IV. Two Key Price Indexes: Consumer Price Index and GDP Deflator 
 	A.	The consumer price index (CPI) measures the impact of price changes on the cost of the typical bundle of goods and services purchased by households. 
	B.	The GDP deflator is a broader price index than the CPI. It is designed to measure the change in the average price of the market basket of goods included in GDP. 
	V. 	Using the GDP Deflator to Derive Real GDP 
		A.	Real GDP2=Nominal GDP2 x (GDP deflator1/GDP deflator2) 
	B.	Data on both money GDP and price changes are essential for meaningful output comparisons between two time periods. 
	VI.	Shortcomings of GDP as a Measuring Rod 
		A.  It does not count nonmarket production. 
		B.	It does not count underground economy. 
		C.	It makes no adjustment for leisure 
	D.	It probably understates output increases because of the problem of estimating improvements in the quality of products. 
		E.	It does not adjust for harmful side effects. 
	VII. The Great Contribution of GDP 
  	A.	In spite of its shortcomings, real GDP is a reasonably accurate measure of short‑term fluctuations in output. 
	
VIII. Related Income Measures 
	A.	Gross National Product (GNP): Output produced by the "nationals"—the citizens of the country, regardless of whether that output is produced domestically or abroad. 
	B.	National Income: Total income earned by the nationals (citizens) during a period.  It is the sum of employee compensation, self-employment income, rents, interest, and corporate profits. 
	C.	Personal Income: Total income received by domestic households and non-corporate businesses.  It is available for consumption, saving, and payment of personal taxes. 
	D.	Disposable Income: Income available to individuals after personal taxes. It can either be spent on consumption or saved. 
 	X.  	The Link Between Output and Income 
	A.	As the alternative ways of measuring of GDP highlight, output and income are linked.  Increases in output are the source of higher income levels.

Economic Fluctuations

I.	Swings in the Economic Pendulum 
		A. 	A Hypothetical Business Cycle 
		1.	The phases of the business cycle are: expansion, peak (or boom), contraction, and recessionary trough. 
		2.	The duration of business cycles is irregular and the magnitude of the swings in economic activity varies. 
	II.	Economic Fluctuations and the Labor Market 
	A.	The noninstitutional civilian adult population is grouped into two broad categories: (1) persons not in the labor force and (2) persons in the labor force. 
	B.	Labor market participation rate = number in labor force (employed + unemployed)/population (age 16 and over). 
	C.	In order to be classified as unemployed, one must either be on layoff or actively seeking work. 
B.       Rate of unemployment = number unemployed/number in labor force 
      (employed + unemployed) 
	III.	Three Types of Unemployment 
		A.	Frictional Unemployment 
			1.	Caused by imperfect information in a world of dynamic change. 
		2.	Occurs because (1) employers are not fully aware of all available workers and their job qualifications and (2) available workers are not fully aware of the jobs being offered by employers. 
		B.	Structural Unemployment 
			1.	Imperfect matchup of employee skills and the skill demands of available jobs. 
			2.	Reflects structural and demographic characteristics of labor market. 
		C. 	Cyclical Unemployment 
			1.	Reflects business cycle conditions 
		2.	When there is a general downturn in business activity, cyclical unemployment increases. 
	IV.	Employment Fluctuations—The Historical Record 
		A.  The Concept of Full Employment 
		1.	Level of employment that results when the rate of unemployment is normal, considering both frictional and structural factors. 
			2.	Closely related to concept of natural rate of unemployment 
		3.	Natural rate of unemployment is the amount of unemployment that reflects this job shopping in a world of imperfect information and dynamic change. 
		4.	The natural rate of unemployment is neither a temporary high nor a temporary low; it is a rate that is both achievable and sustainable into the future. It is the rate of unemployment accompanying the economy s "maximum sustainable rate of output." 
		5.	Natural rate of unemployment is influenced by both demographic factors (e. g., youthful workers as a share of the labor force) and public policy     (e. g., generous unemployment benefits) 
  
		6.	The actual rate rises above the natural rate during a recession and falls below the natural rate during an  economic boom. 
	V.  Unemployment and Measurement Problems 
		A.	The definition of unemployed involves some subjectivity. 
	B.	Some economists argue that the employment/population ratio—the number employed divided by population 15 and over)—is a better indicator of job availability than the unemployment rate. 
	VI.	Actual and Potential GDP 
	A.	Potential output: maximum sustainable output level consistent with the economy’s resource base, given its institutional arrangements. 	
	B.	Actual and potential output will be equal when economy is at full employment. 
	VII. Effects of Inflation: An Overview 
		A.  The rate of inflation is equal to: 
				This year’s Price Index – last year’s Price Index 	    X 100 
								last year's Price Index 
	B.	Inflation is a general rise in the level of prices. High rates of inflation are almost always associated with substantial year‑to‑year swings in the inflation rate. 
		C.	Anticipated and Unanticipated Inflation 
		1.	Unanticipated inflation: an increase in the price level that comes as a surprise, at least to most individuals. 
			2.	Anticipated inflation: a change in the price level that is widely expected. 
		D.  Harmful Effects of High and Variable Rates of Inflation 
		1.	Because unanticipated inflation alters the outcomes of long-term projects like the purchase of a machine or operation of a business, it will increase the risks and retard the level of such productive activities. 
			2.	Inflation distorts the information delivered by prices. 
		3.	People will respond to high and variable rates of inflation by spending less time producing and more time trying to protect their wealth and income from the uncertainties created by the inflation. 
	VIII. What Causes Inflation? 
Nearly all economists believe that rapid expansion in the supply of money is the cause of inflation

Basic MacroEconomic Markets

I. 	Understanding Macroeconomics: Our Game Plan 
		A.	As a basic macroeconomic  model is developed, we will assume that: 
			1.	Money Supply is constant 
			2.	Taxes and expenditures are constant 
	B.	Thus, there is a circular flow of output and income between these two key sectors: businesses and households. 
II.       Four Key Markets—Resources, Goods and Services, Loanable Funds And Foreign Exchange Markets Coordinate the Circular Flow of Income 
	A.	Goods and Services Market: In this market, businesses supply goods and services in exchange for sales revenue. Households, investors, governments, and foreigners (net exports) demand goods. 
	B.	Resource Market: Highly aggregated market where business firms demand resources because of their contribution to the production of goods and services and households supply labor and other resources in exchange for income. 
C.       Loanable Funds Market: Coordinates the actions of borrowers and 
	 lenders. 
	D.	Foreign Exchange Market: Coordinates the actions of Americans demanding foreign currency in order to buy things from foreigners and foreigners supplying foreign currencies in exchange for dollars so they can buy things from Americans. 
	III.	Aggregate Demand for Goods and Services 
	A.	Aggregate demand curve indicates the various quantities of domestically produced goods and services that purchasers are willing to buy at different price levels.	
	B.	AD curve slopes downward to the right, indicating an inverse relationship between the amount of goods and services demanded and the price level. 
		C.  Why Does the Aggregate Demand Curve Slope Downward? 
		1.	A lower price level will increase the purchasing power of the fixed quantity of money. 
		2.	The Interest Rate Effect: a lower price level will reduce the demand for money and lower the real interest rate, which will stimulate addition purchases during the current period. 
		3.	Other things constant, a lower price level will make domestically produced goods less expensive relative to foreign goods. 
	IV.	Aggregate Supply of Goods and Services 
	A.	When considering the AS curve, it is important to distinguish between the short run and the long run. 
		1.	Short run: time period during which some prices, particularly those in labor markets, are set by prior contracts and agreements. Therefore, in the short run, households and businesses are unable to adjust these prices when unexpected changes occur, including unexpected changes in the price level. 
		2.	Long run: a time period of sufficient duration that people have the opportunity to modify their behavior in response to price changes. 
	V.	Short-Run Aggregate Supply (SRAS) 
	A.	Indicates the various quantities of goods and services that domestic firms will supply in response to changing demand conditions that alter the level of prices in the goods and services market. 
		B.	SRAS curve slopes upward to the right. 
	C.	The upward slope reflects the fact that in the short run an unanticipated increase in the price level will improve the profitability of firms. They will respond with an expansion in output. 
	VI. Long-Run Aggregate Supply (LRAS) 
	A.	Indicates the relationship between the price level and quantity of output after decision makers have had sufficient time to adjust their prior commitments where possible. 
		B.	LRAS curve is vertical. 
	C.	LRAS is related to the economy's production possibilities constraint. A higher price level does not loosen the constraints imposed by the economy's resource base, level of technology, and the efficiency of its institutional arrangements. 
	VII. Equilibrium in the Goods and Services Market 
		A. Short-run Equilibrium 
		1.	Short-run equilibrium is present in the goods and services market at the price level (P) where the aggregate quantity demanded is equal to the aggregate quantity supplied. 
			2.	Occurs at the output rate where the AD and SRAS curves intersect. 
		3.	At the market clearing price, the amount that buyers want to purchase is just equal the quantity that sellers are willing to supply during the current period. 
		B.	Long-run Equilibrium 
		1.	A second condition is required for long-run equilibrium: the buyers and sellers must have correctly anticipated the consequences of their prior choices. 
		2.	Thus, long-run equilibrium requires that decision makers who agreed to long-term contracts influencing current prices and costs must have correctly anticipated the current price level at the time they arrived at the agreements. If this is not the case, buyers and sellers will want to modify the agreements when the long-term contracts expire. 
		C.	When Long-run Equilibrium is present: 
		1.	Potential GDP is equal to the economy s maximum sustainable output consistent with its resource base, current technology, and institutional structure. 
			2.	Economy is operating at full employment. 
			3.	Actual Rate of Unemployment = natural rate of unemployment 
		D. 	Disequilibrium: Adjustment When Output Differs from Long‑Run Potential 
		1.	An unexpected change in the price level (rate of inflation) will alter the   rate of  output in the short run. 
		2. 	An unexpected increase in the price level will stimulate output and employment during the next year or two. 
		3.	An  unexpected decline in the price level will cause output and employment to fall in the immediate future. 
		VIII. Resource Market 
		A.	The demand for resources: Business firms demand resources because they contribute to the production of goods the firm expects to sell at a profit. 
			B.	The demand for resources slopes downward to the right. 
		C.	The supply of resources: Households supply resources in exchange for income. 
		D.	Higher wages increase the incentive to supply resources; thus, supply curve slopes upward to the right. 
		E.	The equilibrium or market clearing price brings the amount demanded by business firms into balance with the amount supplied by resource owners. 
		IX.	Loanable Funds Market 
			A.	Interest rate coordinates the actions of borrowers and lenders. 
		B.	From the borrower's viewpoint, interest is the cost paid for earlier availability. From the lender s viewpoint, interest is a premium received for waiting, for delaying possible expenditures into the future. 
			C.  Money and real interest rate 
			1.	When inflation rate is anticipated, lenders will demand (and borrowers will agree to pay) a higher money interest rate to compensate for the decline in the purchasing power of the dollar. 
			2.	This premium for the expected decline in purchasing power of the dollar is called the inflation premium. 
			D. Real interest rate = Money interest rate - Inflation premium 
		X. 	Foreign Exchange Market   	
		A.	When Americans buy from  foreigners and make investments abroad (an outflow of capital), their actions  will generate a demand foreign currency in the foreign exchange market.  
		B.	On the other hand, when Americans sell products and assets (including bonds) to foreigners, the transactions will generate a supply of foreign currency (in exchange for dollars) in the foreign exchange market. 
		C.	The exchange rate will bring the quantity of foreign exchange demanded into equality with the quantity supplied. 
		XI.	Leakages and Injections From the Circular Flow of Income  
A.     When the exchange market is in equilibrium, the follow relationship exists: 
1.	imports + capital outflow = exports + capital inflow 	
B.      Because net capital inflow is capital inflow minus capital outflow, the above equation can be rewritten as: 
1.	imports - exports = net capital inflow 
		 	C  	Equilibrium in Loanable Funds Markets implies: 
				1.	net saving + net capital inflow = investment + budget deficit 
		D.	Substituting the left side of Equation in B above for net capital inflow in equation in C above yields: 
				1.	net saving + imports - exports = investment + budget deficit 
		E. 	Because the budget deficit is government purchases minus taxes, the Equation in D can be rewritten as: 
			1.	net saving + imports - exports = investment + government purchases - taxes 
			F. 	The equation in E can be rewritten as: 
				1.	net savings + imports + taxes = investment + government 						purchases + exports 
		G.	Therefore, when the loanable funds and foreign exchange markets are in equilibrium, the leakages from the circular flow of income (savings + imports + taxes) and the injections into it (investment + government purchases + exports) will be equal. 
Macro equilibrium will be present when the flow of expenditures on goods and services (top loop of Exhibit 9-1) is equal the flow of income to resources owners (bottom loop of Exhibit 9-1).  This condition will be present when the injections (investment, government purchases, and exports) into the circular flow are equal the leakages (saving, taxes, and imports) from it. This will be the case when equilibrium is present in the loanable funds and foreign exchange markets.


The Classical AS/AD MacroEconomic Model

I.	Anticipated and Unanticipated Changes 
	A.	Anticipated changes are foreseen by economic participants. Decision makers have time to adjust to them before they occur. 
		B.	Unanticipated changes catch people by surprise. 
	II.	Factors That Shift Aggregate Demand 
A.      An increase (decrease) in real wealth. 
B.       A decrease in the real rate of interest. 
C.       An increase in the optimism (pessimism) of businesses and consumers about the future economic conditions 
D.       An increase (decline) in the expected rate of inflation. 
E.        Higher (lower) real incomes abroad. 
F.        A reduction (increase) in the exchange rate value of the nation’s currency. 
	III.	Unanticipated Changes in Aggregate Demand 
A.  In the short run, output will deviate from full employment capacity when prices in the goods and services market deviate from the price level that people expected. 
		B.  	Impact of an Unanticipated Increases in Aggregate Demand 
		1.	Initially, the strong demand and higher price level in the goods and services market will temporarily improve profit margins. 
		2.	Output will increase; the rate of unemployment will drop below the natural rate and output will temporarily exceed the economy's long-run potential. 
		3.	With time, however, contracts will be modified and resource prices will rise and return to their competitive relation with product prices. 
		4.	Once this happens, output will recede to the economy's long-run potential. 
		C. 	Impact of an Unanticipated Reductions in Aggregate Demand 
1.  Weak demand and lower prices in the goods and services market will reduce profit margins. Many firms will incur losses. 
		2.  	Firms will reduce output; the rate of unemployment will rise above the natural rate and output will temporarily fall short of the economy's long-run potential. 
3.  With time, long-term contracts will be modified. Eventually, lower resource prices and interest rate will direct economy back to long-run equilibrium, but this may be a lengthy and painful process. 
	IV.	Shifts in Aggregate Supply 
		A. 	Changes in Long‑Run Aggregate Supply 
			1.    An increase (decrease) in the supply resources. 
			2.	An improvement (deterioration) in technology and productivity. 
		3.	Institutional changes that increase (reduce) the efficiency of              resource use. 
		B.	Changes in Short‑Run Aggregate Supply 
1.       A decrease (increase) in resource prices—that is, production costs. 
2.      A reduction (increase) in the expected rate of inflation. 
3.      Favorable (unfavorable) supply shocks, such as good (bad) weather or a reduction (increase) in the world price of an important resource. 
	V.	Impact of Changes in Aggregate Supply 
A.      Economic Growth and Anticipated Shifts in Long‑Run Aggregate 
	Supply 
		1.	Increases in LRAS will make it possible to produce and sustain a larger rate of output. 
2.       Both LRAS and SRAS will shift to the right and output will 
	increase. 
		3.	These changes generally take place slowly and therefore they need not disrupt long-run equilibrium. 
		B.	Impact of an Unanticipated Increase in SRAS 
		1.	SRAS shifts to the right—temporarily output will exceed the economy's long-run potential. 
		2.	Since the temporarily favorable supply conditions cannot be counted on in the future, the economy s long-term production capacity will not be altered. 
		3.	Recognizing that they will be unable to maintain their current high level of income, individuals will generally save a substantial portion of it for use at a future time that is not nearly so prosperous. 
		4.	The increased saving with reduce interest rates, which will encourage investment (capital formation). 
		C.	Impact of an unanticipated reductions in SRAS 
		1.	If an unfavorable supply shock is expected to be temporary, long-run aggregate supply will be unaffected. 
		2.	Households will reduce their current saving level (and dip into past savings) to maintain a current consumption level more consistent with their longer-term perceived opportunities. 
		3.	The reduction in saving will lead to higher real interest rates and retard current investment. 
	VI.	The Business Cycle Revisited  
	A. 	Recessions occur because prices in the goods and services market are low relative to costs of production (and  resource prices). There are two reasons for this: 
			1.  unanticipated reductions in aggregate demand and 
			2.  unfavorable supply shocks. 
	B. 	An unsustainable economic booms occurs when prices in the goods and services market are high relative to costs (and resource prices).  The two causes of booms are: 
			1. 	unanticipated increases in aggregate demand and 
			2. 	favorable supply shocks. 
	VII. Does the Market Have a Self-Corrective Mechanism that will Keep it on Track? 
		A.  There are three reasons to believe that it does. 
			1.	Consumption demand is relatively stable over the business cycle. 
		2.	Changes in real interest rates will help to stabilize aggregate demand and redirect economic fluctuations. Interest rates will tend to fall during a recession and rise during and economic boom. 
		3.	Changes in real resource prices will redirect economic fluctuations. Real resource price will tend to fall during a recession and rise during an economic expansion. 
	IX. The Great Debate: How Rapidly Does the Self-Corrective Mechanism Work? 
	A.	Many economists believe that the self-corrective mechanism works slowly: if this is the case, then market economies will still experience prolonged periods of abnormally high unemployment and below-capacity output. 
	B.	Many other economists believe that is work fairly rapidly if it is not disrupted by perverse monetary and fiscal policy. 
	C.	This is an important and continuing debate that we will return to and analyze in more detail as we proceed.


The Keynesian AS/AD MacroEconomic Model

I.	Keynesian Explanation Of The Great Depression 
		A.	Keynesian economics developed during the Great Depression (1930s) 
	B.	Keynesian theory provided an explanation for the severe and prolonged unemployment of the 1930s. 
	C.	Keynes argued that wages and prices were highly inflexible, particularly in a downward direction. Thus, he did not think changes in prices and interest rates would direct the economy back to full employment.  
		D.  Keynesian View of Spending and Output 
		1.	Keynes argued that spending induced business firms to supply goods and services. Thus, if total spending fell, then business firms would respond by cutting back production. Less spending would thus lead to less output. 
	II.	Basic Keynesian Model 
	A.	Aggregate expenditures = Planned Consumption + Investment + Government Expenditures + Net Exports 
	B.	In the Keynesian model, as income expands, consumption increases, but by a lesser amount than the income increase. Both planned investment and government expenditures are independent of income in the Keynesian model. Planned net exports decline as income increases. 
	III.	Keynesian Equilibrium	
	A.	In the Keynesian view, equilibrium takes place when planned aggregate expenditures equal the value of current output.  When this is the case, businesses are able to sell the total amount of goods and services that they produce. There are no unexpected changes in inventories. Thus, producers have no reason to either expand or contract their output during the next period. 
	B.	When total expenditures are less than current output, business firms will accumulate unplanned additions to inventories that will cause them to cut back on future output and employment.  
	C.	When total expenditures are greater than output, inventories will fall and businesses will respond with an expansion in output in an effort to restore inventories to their normal levels. 
	D.	Keynesian Equilibrium can occur at less than full employment. When it does, the high rate of unemployment will persist into the future. 
	E.	Aggregate Demand is key to Keynesian model. Keynes believed that weak aggregate demand was the cause of the Great Depression. 
	IV.	The Keynesian View Can Be Illustrated Within the AD/AS Framework 
	A.	When output is less the full employment, primary impact of an increase in aggregate demand will be an increase in output. 
	B.	When output is at or beyond the full employment level, the primary impact of an increase in demand will be higher prices. 
	V.	The Multiplier 
	A. 	The Multiplier: View that a change in autonomous expenditures investment, for example generally leads to an even larger change in aggregate income. 
	B.	Spending of one party increases the income of others. Thus, an increase in spending can expand output by a much larger amount. 
	C.	The multiplier is the number by which the initial change in spending is multiplied to obtain the total amplified increase in income. The size of the multiplier increases with the marginal propensity to consume. 
	D.	In evaluating the importance of the multiplier, one should remember that (a) taxes and spending on imports will dampen the size of the multiplier; (b) it takes time for the multiplier to work; and (c) the amplified effect on real output will be valid only when the additional spending brings idle resources into production without price changes. 
	VI.	The Keynesian View of the Business Cycle 
	A.	Keynesian economists argue that a market economy, if left to its own devices, is unstable and likely to experience prolonged periods of recession. 
	B.	According to the Keynesian view of the business cycle, upswings and downswings tend to feed on themselves. During a downturn, business pessimism, declining investment, and the multiplier principle combine to plunge the economy further toward recession. During an economic upswing, business and consumer optimism and expanding investment interact with the multiplier principle to propel the economy to an inflationary boom.  The theory suggests that a market‑directed economy, left to its own devices, will tend to fluctuate between economic recession and inflationary boom. 
	C.	Regulation of aggregate expenditures is the crux of sound macroeconomic policy according to the Keynesian view. If we could assure aggregate expenditures large enough to achieve capacity output, but not so large as to result in inflation, the Keynesian view implies that maximum output, full employment, and price stability could be attained. 
	VII. Evolution of Modern Macroeconomics	
		A.  Major Insights of Keynesian Economics 
		1.	Changes in output, as well as changes in prices, play a role in the macroeconomic adjustment process, particularly in the short run. 
		2.	The responsiveness of aggregate supply to changes in demand will be directly related to the availability of unemployed resources. 
		3.	Fluctuations in aggregate demand are an important potential source of business instability. 
Modern macroeconomics is a hybrid, reflecting elements of both classical and Keynesian analysis as well as some unique insights drawn from other areas of economics.


Fiscal Policy

	I.	Budget Deficits and Surpluses 
	A.	Budget deficit: Present when total government spending exceeds total revenue from all sources. 
		1.	When the money supply is constant, deficits must be covered with borrowing 
			2.	U.S. Treasury borrows funds by issuing bonds. 
	B.	Budget surplus: Present when total government spending is less than total revenue from all sources. 
			1. 	Surpluses reduce the size of the government’s outstanding debt. 
	C.	Changes in the size of the federal deficit or surplus are often used to gauge whether fiscal policy is adding additional demand stimulus or imposing additional demand restraint. 
	D.	Changes in the size of the budget deficit or surplus may arise for either of two sources: 
			1. 	A change in the state of the economy 
		2.	A change in discretionary fiscal policy: Government spending and/or taxation 
	II.	Keynesian View of Fiscal Policy 
	A.	Keynesian theory highlights the potential of fiscal policy as a tool capable of reducing fluctuations in demand. 
	B.	When an economy is operating below its potential output, the Keynesian model suggests that government should institute expansionary fiscal policy--it should either increase its purchases of goods and services and/or cut taxes. 
	C.	When inflation is a potential problem, the Keynesian analysis suggests that a shift toward a more restrictive fiscal policy—reduce government spending and/or raise taxes. 
	D.	Keynesian revolution challenged the view that the government should always balance its budget. 
		1.	Rather than balancing the budget annually, Keynesians argued that countercyclical policy should be used to offset fluctuations in aggregate demand.	
	III. Fiscal Policy and the Crowding-out Effect 
	A.	Crowding-out Effect indicates that the increased borrowing to finance a budget deficit will increase real interest rates and thereby retard private spending. Thus, fiscal policy is not very potent. 
	B.	The implications of the crowding out analysis are symmetrical. Restrictive fiscal policy will reduce real interest rates and "crowd in" private spending. 
	C.	Crowding-out Effect in an open economy: Larger budget deficits and higher real interest rates may also lead to an inflow of capital, appreciation in the dollar, and a decline in net exports. 
	IV.	New Classical View of Fiscal Policy 
	A.	The new classical view stresses that debt financing merely substitutes higher future taxes for lower current taxes. Thus, budget deficits affect the timing of taxes, but not their magnitude. 
	B.	Argues that when debt is substituted for taxes, people will save the increased income so they will be able to pay the higher future taxes. Thus, the budget deficit does not stimulate aggregate demand. 
	C.	Similarly, the real interest rate is unaffected by deficits since people will save more in order to pay the higher future taxes. 
D.      According to the new classical view, fiscal policy is completely 
	 impotent. 
	V.	Fiscal Policy: Problems of Proper Timing 
	A.	Various time lags make proper timing of changes in  discretionary fiscal policy difficult. 
1. 	Discretionary fiscal policy is like a two-edged sword; it can both harm and help. If timed correctly, it may reduce economic instability. If timed incorrectly, however, it may increase rather than reduce economic instability. 
	B.	Automatic Stabilizers: without any new legislative action, they tend to increase the budget deficit (or reduce the surplus) during a recession and increase the surplus (or reduce the deficit) during an economic boom. 
		C.	Examples of Automatic Stabilizers 
			1.	Unemployment Compensation 
			2.	Corporate Profit Tax 
			3.	Progressive Income Tax 
	VI.	Fiscal Policy as a Stabilization Tool: A Modern Synthesis 
	A.	Proper timing of discretionary fiscal policy is both difficult to achieve and of crucial importance. 
	B.	Automatic stabilizers reduce the fluctuation of aggregate demand and help to direct the economy toward full employment. 
C.       Fiscal policy is much less potent than the early Keynesian view 
	 implied. 
	VII. Supply-Side Effects of Fiscal Policy 
	A.	From a supply-side viewpoint, the marginal tax rate is of crucial importance. A reduction in marginal tax rates increases the reward derived from added work, investment, saving, and other activities that become less heavily taxed. 
B.       High marginal tax rates will tend to retard total output because they 
	 will: 
1.       Discourage work effort and reduce the productive efficiency of 
	 labor. 
2.       Adversely affect the rate of capital formation and the efficiency of 
	 its use. 
		3.	Encourage individuals to substitute less desired tax‑deductible goods for more desired nondeductible goods. 
	C.	Thus, changes in marginal tax rates, particularly high marginal rates, may exert an impact on aggregate supply because the changes will influence the relative attractiveness of productive activity in comparison to leisure and tax avoidance. 
		D.	Impact of Supply-Side Effects 
			1. 	Are likely to take place over a lengthy time period. 
		2. 	Some evidence that countries with high taxes grow more slowly—France and Germany versus United Kingdom 
		3.	While significance of supply-side effects are controversial, there is evidence they are important for taxpayers facing extremely high rate, say rates of 40 percent and above. 
	VIII. Empirical Evidence on the Impact of Fiscal Policy 
		A. 	Fiscal Policy During the Last Four Decades 
		B. 	Budget Deficits and Interest Rates 
			1.	Year-to-year relationship is weak 
		2.	However, interest rates were high as size of deficits increased in the early 1980s. 
		C.	Deficits, Consumption, and Investment 
C.       Deficits and Appreciation of the Dollar, Capital Inflow, and Net 
	Exports. 
	IX.	Current View of Fiscal Policy 
	A.	Compared to two decades ago, there is now greater  awareness of both political and economic factors that make the proper timing of  fiscal policy changes difficult. 
	B.	There is now more concern about the impact of budget deficits on interest rates and capital formation. 
	C.	In the 1990s, there has more emphasis on controlling deficit and keeping budget in balance.


Money and the Banking System

I. 	What is Money? 
		A.  Medium of Exchange 
		B.  Store of Value 
		C.  Unit of Account 
	II.  Why is Money Valuable? 
	A.	The main thing that makes money valuable is the same thing that generates value for other commodities: Demand relative to supply. 
	B.	People demand money because it reduces the cost of exchange. When the supply of money is limited relative to the demand, money will be valuable. 
	III. The Supply of Money 
		A. 	Components of M1 Money Supply 
			1.	Currency 
		2.	Checking Deposits (including demand deposits and interest-earning checking deposits) 
			3.	Traveler's checks 
	B.	M2 money supply: broader measure that includes savings and time deposits and money market mutual funds 
		C.  Credit Cards versus Money 
		1.	Money is an asset; credit card balances are a liability. Thus, credit card purchases are not money. 
	IV. The Business of Banking 
	A.	The banking industry includes savings and loans and credit unions as well as commercial banks. 
	B.	Banks accept deposits and use part of them to extend loans and make investments. 
		C.	Banks are profit-seeking institutions 
	D.	Banks play a central role in the capital (loanable funds) market. They help to bring together people who want to save for the future with those who want to borrow in order to undertake investment projects. 
	E.	The banking system is a fractional reserve system: Banks maintain only a fraction of their assets in reserves to meet the requirements of depositors 
	V. 	How Banks Create Money by Extending Loans 
	A.	Under a fractional reserve system, an increase in reserves will permit banks to extend additional loans and thereby expand the money supply (create additional checking deposits) 
	B.	The lower the percentage of the reserve requirement, the greater is the potential expansion in the money supply resulting from the creation of new reserves. 
	C.	The fractional reserve requirement places a ceiling on potential money creation from new reserves. 
		D. 	The actual deposit multiplier will be less than the potential because: 
			1.	Some persons will hold currency rather than bank deposits. 
			2.	Some banks may not use all their excess reserves to extend loans. 
	VI.	The Federal Reserve System 
A.      The Fed is a central bank responsible for the conduct of monetary 
	 policy 
		B.	Bankers' bank 
		C.	Structure of the Fed 
		D.	Independence of the Fed 
		1.	Stems from the lengthy terms—14 years—of members of the Board of Governors and that fact that its revenues are derived from interest on the bonds it holds rather than allocations from Congress. 
	VII. The Three Tools the Fed Uses to Control the Money Supply 
		A.	Reserve requirements 
		1.	When the Fed lowers the required reserve ratio, it creates excess reserves and allows banks to extend additional loans, expanding the money supply. Raising the reserve requirements has the opposite effect. 
		B.	Open Market operations 
			1.	The buying and selling of bonds in the open market 
			2.	Primary tool used by Fed 
		3.	When the Fed buys bonds, the money supply will expand because the bond buyers will acquire money and bank reserves will increase (placing banks in a position to expand the money through the extension of additional loans). 
		4.	When the Fed sells bonds, the money supply will contract because bond buyers are giving up money in exchange for securities and the reserves available to banks will decline (causing them to extend fewer loans). 
		C.	Discount rate 
		1.	An increase in the discount rate is restrictive because it discourages banks from borrowing from the Fed to extend new loans. 
		2.	A reduction in the discount rate is expansionary because it makes borrowing from the Fed less costly. 
	VIII. The Difference Between the Fed and the Treasury 
		A.   U.S. Treasury 
		     1.	Concerned with the finance of the Federal Government 
2.        Issues bonds to the general public to finance the budget deficits of 
	the federal government 
	     3. 	Does not determine the money supply.
B.       Federal Reserve 
1.	Concerned with the monetary climate for the economy. 
			2.	Does not issue bonds 
		3.	Determines the money supply—primarily through its buying and selling of bonds issued by the U.S. Treasury 
	IX. Ambiguities in the Meaning and Measurement of the Money Supply 
		A.	Interest earning checking deposits 
			1.	Less costly to hold than currency and demand deposits. 
		2.	Their introduction changed the nature of the M1 money supply in the 1980s. 
		B.	Widespread use of the U.S. dollar outside of the United States 
		1.	More than one‑half and perhaps as much as two‑thirds of this currency is held overseas. 
			2.	This reduces the reliability of the M1 money supply measure. 
	C.	Sweeping of various interest-earning checking accounts into Money Market Deposit Accounts. 
		D.	The increasing availability of low fee stock and bond mutual funds. 
		E.	Debit Cards and Electronic Money 
		F.	Summary: 
1.	Historically, the rate of change of the money supply has been used to judge the direction and intensity of monetary policy. However, recent financial innovations and other structural changes (for example, the widespread use of U.S. currency in other countries) have blurred the meaning of money and reduced the reliability of the various money supply measures. In the Computer Age, continued change in this area is likely. 
. 
Monetary Policy

		I.	Impact of Monetary Policy 
		A.	Evolution of Modern View 
		1. 	Keynesian View: Dominated during the 1950s and 1960s, Keynesians argued that money supply does not matter much. 
		2.	Monetarists Challenged Keynesian view during 1960s and 1970s. According to monetarist, changes in the money supply are the cause of both inflation and economic instability 
		3.	Modern view emerged from this debate: While minor  disagreements remain, both modern Keynesians and monetarists agree that monetary policy exerts an important impact on the economy. 
		B.	Demand and Supply of Money 
		1.	The quantity of money people want to hold is inversely related to the money rate of interest, because higher interest rates make it more costly to hold money instead of interest-earnings assets like bonds. 
2.       The supply of money is vertical because it is determined by the 
	 	Fed. 
		3.	Equilibrium: The money interest rate will gravitate toward the rate where the quantity of money people want to hold is just equal to the stock of money the Fed has supplied. 
		C.	Transmission of Monetary Policy 
		1.	The impact of a shift in monetary policy is generally transmitted through interest rates, exchange rates, and asset prices. 
		2.	Shift to a more expansionary monetary policy—Fed generally buys bonds, which will both increase bond prices and create additional bank reserves, placing downward pressure on real interest rates. As a result, an unanticipated shift to a more expansionary policy will stimulate aggregate demand and thereby increase output and employment. 
		3.	Shift to a more restrictive monetary policy—Fed sells bonds, which will depress bond prices and drain reserves from the banking system. An unanticipated shift to a more restrictive monetary policy will increase real interest rates and reduce aggregate demand, output, and employment in the short run. 
		D.	Proper Timing 
			1.	Proper timing of monetary policy is not an easy task. 
		2.	While the Fed can institute policy changes rapidly, there may be a substantial time lag before the change will exert a significant impact on AD. 
	II.	Monetary Policy in the Long Run 
		A.	The Quantity Theory of Money: MV=PY 
		1.	If V (velocity) and Y (output) are constant, an increase in M (money supply) would lead to a proportional increase in P (price level). 
		B.	Long-Run Implications of Modern Analysis 
		1.	In the long run, the primary impact will be on prices rather than on real output. 
		2.	When expansionary monetary policy leads to rising prices, decision makers eventually anticipate the higher inflation rate and build it into their choices. As this happens, money interest rates, wages, and incomes will reflect the expectation of inflation, so real interest rates, wages, and output will return to their long‑run normal levels. 
	III.	Monetary Policy When Effects Are Anticipated 
	A.	When the effects are anticipated prior to their occurrence, the short‑run impact of an increase in the money supply is similar to its impact in the long run. 
		B.	Nominal prices and interest rates rise, but real output remains unchanged. 
	IV.	Interest Rates and Monetary Policy 
	A.	While the Fed can strongly influence short-term interest rates, its impact on long-term rates is much more limited. 
	B.	Interest rates can be a misleading indicator of monetary policy.  In the long run, expansionary monetary policy leads to inflation and high interest rates, rather than low interest rates.  Similarly, restrictive monetary policy when pursued over a lengthy time period leads to low inflation and low interest rates. 
	V.	Effects of Monetary Policy: Summary 
	A.	An unanticipated shift to a more expansionary (restrictive) monetary policy will temporarily stimulate (retard) output and employment. 
	B. 	The stabilizing effects of a change in monetary policy are dependent upon the state of the economy when the effects of the policy change are observed. 
		C. 	Persistent growth of the money supply at a rapid rate will cause inflation.  
		D. 	Money interest rates and the inflation rate will be directly related.  
E. There will be only a loose year‑to‑year relationship between shifts in monetary policy and changes in output and prices. .


Stabilization Policy

I.	Economic Fluctuations—The Historical Record 
	A.	Historically, the United States has experienced substantial swings in real output. 
	B.	Prior to the Second World War, year‑to‑year changes in real GDP of 5 percent to 10 percent were experienced on several occasions. 
	C.	During the last five decades, the fluctuations of real output have been more moderate. 

II.	Promoting Economic Stability—Activist and Nonactivist Views 
		A.	Goals of Stabilization Policy 
			1.	Stable growth of real GDP. 
			2.	Relatively stable level of prices. 
			3.	High level of employment (low unemployment). 
		B.	Activists' Views of Stabilization Policy 
			1. 	Self corrective mechanism works slowly or not at all. 
		2.	Policy-makers will be able to alter macro-policy, injecting stimulus to help pull the economy out of recession and restraint to help control inflation. 
		3.	According to the activist s view, policy-makers are more likely to keep the economy on track when they are free to apply stimulus or restraint based on forecasting devices and current economic indicators. 
		C.	Nonactivists' Views of Stabilization Policy 
			1.	Self-corrective mechanism of markets works pretty well. 
		2.	Greater stability would result if stable, predictable policies based on predetermined rules were followed. 
		3.	Nonactivists argue that the problems of proper timing and political considerations undermine the effectiveness of discretionary macro policy as a stabilization tool. 
III.	The Application of Discretionary Stabilization Policy 
		A.	Index of Leading Indicators 
		1.	Composite statistic based on 10 key variables that generally turn down prior to a recession and turn up before the beginning of a business expansion. 
		2.	Can forecast future and help policy makers, but it is an imperfect forecasting devise. 
		B. 	Forecasting Models 
		C.	Market Signals and Discretionary Monetary Policy	
IV. Practical Problems With Discretionary Macro Policy 
		A.	Lags and the Problem of Timing 
		1.	After a change in policy has been undertaken, there will be a time lag before it exerts a major impact. This means the policy makers need to forecast economic conditions several months in the future in order to institute policy changes effectively. 
		B. 	Politics and Timing of Policy Changes 
		1.	Policy changes may be driven by political considerations rather than stablization. 
V.	There Are Two Major Theories About How Expectations Are Formed 
	A.	Adaptive Expectations: individuals form their expectations about the future on the basis of data from the recent past. 
	B.	Rational‑expectations: Assumes that people use all pertinent information, including data on the conduct of current policy, in forming their expectations about the future. 
VI.	How Macro Policy Works: The Implications of Adaptive and Rational Expectations 
	A.	With adaptive expectations, an unanticipated shift to a more expansionary policy will temporarily stimulate output and employment. 
	B.	With rational expectations, expansionary policy will not generate a systematic change in output. 
	C.	Both expectations theories indicate that sustained expansionary policies will lead to inflation without permanently increasing output and employment. 
VII. Emerging Consensus View 
	A.	Monetary policy consistent with approximate price stability is the key ingredient of effective stabilization policy. 
		B. 	Avoid wide policy swings. 
		C.	Responding to minor economic ups and downs is a mistake. 
VIII. The Recent Stability of the U.S. Economy 
	A.	The objectives of stabilization policy have been less ambitious in recent years. Rather than trying to control output and employment, the focus has shifted to the achievement of price stability. 
	B.	Paradoxically, movement toward price stability has led to a rather dramatic reduction in economic fluctuations. 

Gains from Trade

	I.	Cross Country Differences in the Size of the Trade Sector 
		A. 	The size of trade sector varies substantially across countries. 
	B. 	The trade sectors as a share of the economy will tend to be larger for small countries than for large countries. 
	II.	The Trade Sector of the United States 
		A. 	The size of the trade sector has grown rapidly in recent years. 
B.  Both exports and imports were approximately 7 percent of the economy in 1980.  In 1998, exports accounted for 13 percent of GDP output, while imports summed to 16.1 percent. 
	C.	Canada, Mexico, and Japan are the leading trading partners of the United States. 
	III.	Gains from Specialization and Trade 
	A.	Law of comparative advantage: A group of individuals, regions, or nations can produce a larger joint output if each specializes in the production of the goods for which it is a low‑opportunity‑cost producer and trades for those goods for which it is a high opportunity cost producer. 
		1.	International trade leads to mutual gain because it allows each country to specialize more fully in the production of those things that it does best. 
		2.	Trade permits each country to use more of its resources to produce those goods that it can produce at a relatively low cost. 
		3.	With trade, it will be possible for the trading partners to consume a bundle of goods that it would be impossible for them to produce domestically. 
	B.	As long as relative production costs of the two goods differ between two countries—for example, U.S. and Japan—gains from trade will be possible. 
	C.	In addition to the gains derived from specialization in areas of comparative advantage, international trade leads to gains from: 
		1.	Economies of Scale: International trade allows both domestic producers and consumers to gain from reductions in per‑unit costs that often accompany large‑scale production, marketing, and distribution. 
		2.	More Competitive Markets: International trade promotes competition in domestic markets and allows consumers to purchase a wide variety of goods at economical prices. 
	IV.	Exports and Imports Are Linked 
	A.	U.S. exports provide Americans with the foreign exchange required to purchase imports. 
	B.	Similarly, U.S. imports provide foreigners with the dollars required to buy things from Americans. 
		C. 	Therefore, restrictions that limit one will also limit the other. 
	V.	Supply, Demand, and International Trade 
	A.	Impact of trade on markets where U.S. producers have a comparative advantage. 
B.       Impact of trade in markets where foreigners have a comparative 
	 advantage. 
		C. 	Summary: Supply, Demand, and Gains From Trade 
		1.	International trade and specialization result in lower prices (and higher domestic consumption) for imported products and higher prices (and lower domestic consumption) for exported products. 
		2.	Trade permits the residents of each nation to concentrate on the things they do best (produce at a low cost), while trading for those they do least well. 
	VI. Impact of Tariffs, Quotas, and Other Trade Restrictions 
	A.	Trade restrictions promote inefficiency and reduce the potential gains from exchange. 
	VII. Why Do Nations Adopt Trade Restrictions? 
		A. 	National Defense Argument 
		B.	Infant Industry Argument 
	C.	Dumping: The sale of goods abroad at a price below their cost (and below their price in the domestic market of the exporting nation) 
			1. 	Dumping is illegal under U.S. law. 
		2.	When considering the merits of anti-dumping restrictions, it is important to remember that (a) firms with large inventories may find it in their interest to offer goods at prices below their cost of production, (b) domestic firms are permitted to engage in this practice, and (c) the lower prices associated with dumping benefits domestic purchasers. 
		D.	Special Interests and Trade Restrictions 
		1.	Trade restrictions provide highly visible, concentrated benefits for a small group of people, while imposing widely dispersed costs that are often difficult to identify on the general citizenry. 
		2.	Politicians have a strong incentive to favor special interest issues, even if they conflict with economic efficiency. 
		3.	The power of special‑interest groups provides the primary source for trade restrictions. 
	VIII. Do Trade Restrictions Protect Jobs and Promote Employment? 
	A.	If foreigners are unable to sell as much to Americans, then they will have fewer dollars with which to buy from Americans. Therefore, when the volume of imports declines there will be an automatic secondary effect—foreigners will have fewer dollars with which to buy American goods 
	B.	Trade restriction do not “save” jobs, they merely reshuffle them. Restriction will mean more Americans working in areas where we do not have a comparative advantage. 
	IX.	Trade Restrictions Around the World 
A.	Countries with fewer trade restrictions are generally more prosperous.
	Exchange Rates

. 	Foreign Exchange Market 
		A.	Market where one currency is trade for another 
	B.	The exchange rate enables people one country to translate the prices of foreign goods into units of their own currency. 
	C.	Appreciation of a nation’s currency will make foreign goods cheaper. Depreciation will make foreign goods more expensive. 
	II.	Determinants of the Exchange Rate	
	A.	Under a flexible rate system, exchange rate is determined by supply and demand. 
		1.	The dollar demand for foreign exchange originates from the demand of Americans for foreign goods, services, and assets (either real or financial). 
		2.	The supply of foreign exchange originates from sales of goods, services, and assets from Americans to foreigners. 
		3.	The foreign exchange market will bring the quantity demanded and quantity supplied into balance. As it does so, it will also bring the purchases by Americans from foreigners into equality with the sales by Americans to foreigners. 
		B.	Changes in the Exchange Rate 
			1.	The following factor will cause a currency to depreciate: 
			a.	Rapid growth of income (relative to trading partners) that stimulates imports relative to exports. 
b.	Higher rate of inflation than one's trading partners 
				c.	Reduction in domestic real interest rates 
			2.	The following factor will cause a currency to appreciate: 
				a.	Slow growth relative to one’s trading partners 
				b.	Lower inflation than one's trading partners 
				c.	Increase in domestic real interest rates 
	III.	Balance of Payments 
	A.	Any transaction that creates a demand for foreign currency (and a supply of the domestic currency) in the foreign exchange market is recorded as a debit, or minus, item. Imports are an example of a debit item. 
	B.	Transactions that create a supply of foreign currency (and demand for the domestic currency) on the foreign exchange market are recorded as a credit, or plus, item. Exports are an example of a credit item. 
	C.	Under a pure flexible system, the quantity demanded will equal the quantity supplied in the foreign exchange market. Thus, the total debits will equal the total credits in the balance of payments accounts
		D.	Current Account Transactions 
		1.	Current Account: All payments (and gifts) related to the purchase or sale of goods and services and income flows during the current period. 
			2.	The four categories of current account transactions are: 
				a.	merchandise trade—import and export of goods. 
				b. 	service trade—import and export of services. 
				c. 	income from investments. 
				d.  	unilateral transfers—gift to and from foreigners. 
		E.	Capital Account Transactions 
		1.	Capital Account: transactions that involve changes in the ownership of real and financial assets. 
		2.	Both (1) direct investments by foreigners in the U.S. and by Americans abroad and (2) loans to and from foreigners are counted as capital transactions. 
	F.	Under a pure flexible-rate system, official reserve transactions are zero; therefore, a current-account deficit implies a capital-account surplus. Similarly, a current-account surplus implies a capital-account deficit. 
	IV.	Macroeconomic Policy in an Open Economy 
		A.	Monetary Policy and the Exchange Rate 
		1.	An unanticipated shift to a more restrictive monetary policy will raise the real interest rate, reduce the rate of inflation, and, at least temporarily, reduce aggregate demand and the growth of income. These factors will all cause the nation’s currency to appreciate. In turn, the currency appreciation along with the inflow of capital will result in a current account deficit. 
		2.	In contrast, the effects of a more expansionary monetary policy will be just the opposite: lower interest rates, an outflow of capital, currency depreciation, and a shift toward a current account surplus. 
		B.	Fiscal Policy and the Exchange Rate 
		1.	An unanticipated shift to a more expansionary fiscal policy will tend to increase real interest rates, lead to an inflow of capital, and cause the nation’s current account to shift toward a deficit. 
		2.	The effects of a shift to a more restrictive fiscal policy will be just the opposite: lower interest rates, an outflow of capital, and movement toward a current‑account surplus. 
	V.	Macroeconomic Policy, Exchange Rates, Capital Flows, and  Current Account 	Deficits 
	A.	A more restrictive monetary policy coupled with expansionary fiscal policy—will cause higher real interest rates, an inflow of capital, currency appreciation, and a current‑account deficit. This is precisely what happened during the early 1980s. 
  
	VI. How Do Current Account Deficits Affect the Economy? 
	A.	Under a flexible exchange rate system, an inflow of capital implies a current account deficit. Similarly, an outflow of capital implies a current account surplus. 
	B.	A trade deficit is not necessarily bad. Rapid growth will stimulate imports. A healthy growing economy that offers attractive investment opportunities will often generate an inflow of capital. Neither of these factors are bad. However, both are likely to cause a current account trade deficit. 
	C.	A nation’s trade deficit or surplus is an aggregation of the voluntary choices of businesses and individuals. In contrast with a budget deficit of an individual, business, or government, there is no legal entity that is responsible for the trade deficit. 
	VII. International Finance and Exchange Rate Regimes 
	A.	There are three major types of exchange rate regimes: (1) flexible rates, (2) fixed- rate, unified currency, and (3) pegged exchange rates. 
	B.	Examples of Fixed Rate, Unified System. Eleven nations of the European Union have recent adopted a unified currency system. Countries can also use a currency board to unified their currency with another. The currencies of Hong Kong, Argentina, and Panama are unified with the U.S. dollar. 
		C.	Pegged Rate Systems 
		1.	A nation can either (a) follow an independent monetary policy and allow its exchange rate to fluctuate or (b) tie its monetary policy to the maintenance of the fixed exchange rate. It cannot, however, maintain the convertibility of its currency at the fixed exchange rate while following a monetary policy more expansionary than that of the country to which the domestic currency is tied.  
		2.	Attempts to pegged rates and follow a monetary policy that is too expansionary have lead to several recent financial crisis—a situation where falling foreign currency reserves eventually force the country to forego the pegged exchange rate. 



