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Macroeconomics 
 
� Macroeconomics examines the aggregate behavior of the economy (i.e. how the actions of all the individuals 

and firms in the economy interact to produce a particular level of economic performance as a whole).   
� In macroeconomics, the behavior of the whole macroeconomy is, indeed, greater than the sum of individual 

actions and market outcomes 

 

The Business Cycle 
� The business cycle is the short-run alternation between economic downturns and economic upturns.  
� A depression is a very deep and prolonged downturn. 
� Recessions are periods of economic downturns when output and employment are falling. 
� Expansions, sometimes called recoveries, are periods of economic upturns when output and employment are 

rising.  
� The point at which the economy turns from expansion to recession is a business-cycle peak. 
� The point at which the economy turns from recession to expansion is a business-cycle trough. 
� In many countries, economists adopt the rule that a recession is a period of at least 6 months, or two quarters, 

during which aggregate output falls. 

 

 
 
 

Long-Run Economic Growth 
� Long-run economic growth is the sustained upward trend in the economy’s output over time. 
� A country can achieve a permanent increase in the standard of living of its citizens only through long-run growth.   
� A central concern of macroeconomics is what determines long-run economic growth. 

 

Inflation and Deflation 
� A rising aggregate price level is inflation.  
� A falling aggregate price level is deflation. 
� The inflation rate is the annual percent change in the aggregate price level. 
� The economy has price stability when the aggregate price level is changing only slowly.  
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International Imbalances 
� An open economy is an economy that trades goods and services with other countries. 
� A country runs a trade deficit when the value of goods and services bought from foreigners is more than the 

value of goods and services it sells to them.  
� It runs a trade surplus when the value of goods and services bought from foreigners is less than the value of 

the goods and services it sells to them. 

 

Production and Growth 
� Productivity refers to the amount of goods and services produced for each hour of a worker’s time. 
� A nation’s standard of living is determined by the productivity of its workers. 
� To understand the large differences in living standards across countries, we must focus on the production of 

goods and services. 
� The inputs used to produce goods and services are called the factors of production. 
� The factors of production directly determine productivity. 
� The Factors of Production 

o Physical capital 
o Human capital 
o Natural resources 
o Technological knowledge 
 

Physical Capital 
� is a produced factor of production. 
� It is an input into the production process that in the past was an output from the production process. 
� is the stock of equipment and structures that are used to produce goods and services. 
� Tools used to build or repair automobiles. 
� Tools used to build furniture. 
� Office buildings, schools, etc. 
 
Human Capital 
� the economist’s term for the knowledge and skills that workers acquire through education, training, and 

experience  
� Like physical capital, human capital raises a nation’s ability to produce goods and services. 

 
Natural Resources 
� inputs used in production that are provided by nature, such as land, rivers, and mineral deposits. 
� Renewable resources include trees and forests. 
� Nonrenewable resources include petroleum and coal. 
� can be important but are not necessary for an economy to be highly productive in producing goods and services. 

 

Is World Growth Sustainable? 
� Long-run economic growth is sustainable if it can continue in the face of the limited supply of natural resources 

and the impact of growth on the environment. 
� Differing views about the impact of limited natural resources on long-run economic growth turn on the answers to 

three questions: 
� How large are the supplies of key natural resources? 
� How effective will technology be at finding alternatives to natural resources? 
� Can long-run economic growth continue in the face of resource scarcity? 
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Circular Flow of Income 
 
� A circular flow of funds connects the four sectors of the economy—households, firms, government, and the rest 

of the world—via three types of markets:  
o the factor markets 
o the markets for goods and services   
o the financial market 

� Funds flow from firms to households in the form of wages, profit, interest, and rent through the factor markets.  
� After paying taxes to the government and receiving government transfers, households allocate the remaining 

income— disposable income—to private savings and consumer spending. 
� Via the financial markets, private savings and funds from the rest of the world are channeled into investment 

spending by firms, government borrowing, foreign borrowing and lending, and foreign transactions of stocks.  
� In turn, funds flow from the government and households to firms to pay for purchases of goods and services.  
� Finally, exports to the rest of the world generate a flow of funds into the economy and imports lead to a flow of 

funds out of the economy.  

 
The National Accounts 
� Households earn income via the factor markets from wages, interest on bonds, dividends on stocks, and rent 

on land.   
� A stock is a share in the ownership of a company held by a shareholder. 
� A bond is borrowing in the form of an IOU that pays interest. 
� In addition, households receive government transfers from the government.  
� Disposable income, total household income minus taxes, is available to spend on consumption or to save. 
� Private savings, equal to disposable income minus consumer spending, is disposable income that is not spent 

on consumption. 
� The banking, stock, and bond markets, which channel private savings and foreign lending into investment 

spending, government borrowing, and foreign borrowing, are known as the financial markets. 
� Government purchases of goods and services (G) is paid for by tax receipts as well as by government borrowing.   
� Exports (X) generate an inflow of funds into the country from the rest of the world, while imports (M) lead to an 

outflow of funds to the rest of the world. 
� Investment spending is spending on productive physical capital, such as machinery and construction of 

structures, and on changes to inventories (stocks of goods and raw materials held to facilitate business 
operations). 

 
 

The Financial System  
� The financial system consists of the group of institutions in the economy that help to match one person’s saving 

with another person’s investment. 
� It moves the economy’s scarce resources from savers to borrowers. 
� The financial system is made up of financial institutions that coordinate the actions of savers and borrowers. 
� Financial institutions can be grouped into two different categories: financial markets and financial intermediaries. 
� Financial markets are the institutions through which savers can directly provide funds to borrowers. 

o Stock Market, Bond Market 
� Financial intermediaries are financial institutions through which savers can indirectly provide funds to borrowers 

o Banks, Mutual Funds, Insurance Funds, etc. 

 
Three Tasks of a Financial System 
� Reducing transaction costs ─ the cost of making a deal. 
� Reducing financial risk ─ uncertainty about future outcomes that involves financial gains and losses. 
� Providing liquid assets ─ assets that can be quickly converted into cash (in contrast to illiquid assets, which 

can’t). 
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Financial Fluctuations 
� Financial market fluctuations can be a source of macroeconomic instability. 
� There are two principal competing views about how asset price expectations are determined. 
� One view, which comes from traditional economic analysis, emphasizes the rational reasons why expectations 

should change.  
� The other, widely held by market participants and also supported by some economists, emphasizes the 

irrationality of market participants. 
� One view of how expectations are formed is the efficient markets hypothesis, which holds that the prices of 

financial assets embody all publicly available information.  
� It implies that fluctuations are inherently unpredictable—they follow a random walk. 
� Many market participants and economists believe that, based on actual evidence, financial markets are not as 

rational as the efficient markets hypothesis claims.  
� Such evidence includes the fact that stock price fluctuations are too great to be driven by fundamentals alone. 

 


