
Chapter 1: The Science of Macroeconomics

1.1 W h at Macroe conom istsStudy

 "The whole of science is nothing more than the refinement of everyday thinking"

A. Einstein

 Macroeconomics - the study of the forces that influence the economy as a whole

 While the basic principles of macroeconomics do not change from decade to decade, the

macroeconomist must apply these principles with flexibility and creativity to meet

changing circumstances

 Real GDP - the total income of everyone in the economy (adjusted to the level of prices)

 Inflation rate - how fast prices are rising

 Unemployment rate - what fraction of the labor force is out of work but actively seeking it

 Periods of mild real GDP declines are called recessions, and depressions if severe

1.2 How Econom istsTh ink

 Theory as Model Building

 Economic models illustrate, often in mathematical terms, the relationships among

variables - they dispense with irrelevant details and focus on the essence

 Models have two kinds of variables:

 Endogenous variables - those variables that a model tries to explain (output)

 Exogenous variables - those variables the model takes as given (input)

 How should we react to the model's lack of realism? It depends on the purpose of the

model.

 FYI: Using Functions to Express Relationships Among Variables

 As long as we know that a relationship among the variables exists, we can express

that relationship using functional notation

 The art in economics lies in understanding when a simplifying assumption is helpful

and when it is detrimental

 The Use of Multiple Models

 Macroeconomics is like a Swiss Army Knife - a set of complementary but distinct

tools that can be applied in different ways in different circumstances

 Prices: Flexible versus Sticky

 Although market-clearing models assume that all wages and prices are flexible, in the

real world some wages and prices are sticky

 Many economists believe price stickiness is better when studying short-term behavior,

but that in the long-term price flexibility is a good assumption

 Microeconomic Thinking and Macroeconomic Models

 Microeconomics - the study of how households and firms make decisions and how

these decision-makers interact in the marketplace

 In the end, macroeconomic theory rests on a microeconomic foundation

 FYI: Nobel Macroeconomists

 Friedman, Tobin, Modigliani, Solow, Lucas, Akerlof, Prescott


