
Macroeconomics
A E u r o p e a n Tex t • T H I R D E D I T I O N

Michael Burda and Charles Wyplosz

OXPORD
UNIVERSITY PRESS

2001

 
 

  
© 2008 AGI-Information Management Consultants   

May be used for personal purporses only or by  
libraries associated to dandelon.com network. 



Detailed Contents

Parti Introduction to Macroeconomics

What is Macroeconomics? 3

1.1 Overview 4

1.1.1 Income and Economic Growth 4
1.1.2 Unemployment 7
1.1.3 Factors of Production and Income Distribution 8
1.1.4 Inflation 8
1.1.5 Financial Markets and the Real Economy 9
1.1.6 Openness 9

1.2 Macroeconomics as a Discipline 10

1.2.1 The Genesis of Macroeconomics 10
1.2.2 Macroeconomics and Microeconomics 12
1.2.3 Macroeconomics and Economic Policy 12
1.2.4 Demand and Supply Sides 12

1.3 The Methodology of Macroeconomics 13

1.3.1 What is to be Explained? 13
1.3.2 Theory and Realism 13
1.3.3 Positive and Normative Analysis 14
1.3.4 Testing Theories: The Role of Data 14
1.3.5 Macroeconomic Modelling and Forecasting 14

1.4 Preview of the Book 16

1.4.1 Structure 16
1.4.2 Controversies and Consensus 16
1.4.3 Rigour and Intuition 16
1.4.4 Data and Institutions 17
1.4.5 Europe 17

Macroeconomic Accounts 19

2.1 Overview 20

2.2 Gross Domestic Product 20

2.2.1 Three Definitions of Gross Domestic Product 20
2.2.2 Real versus Nominal, Deflators versus Price Indices 22
2.2.3 Measuring and Interpreting GDP 23



xiv Detailed Contents

2.3 Flows of Incomes and Expenditures 27
2.3.1 The Circular Flow Diagram 27
2.3.2 Summary of the Flow Diagram 28
2.3.3 More Detail 29
2.3.4 A Key Accounting Identity 31
2.3.5 Identities versus Economics 31

2.4 Balance of Payments n 32
2.4.1 Commercial Transactions *~" 33
2.4.2 Financial Transactions 33
2.4.3 Errors and Omissions 34
2.4.4 The Meaning of the Accounts 34

Summary 35

Part II The Real Macroeconomy 41

Economic Growth 43

3.1 Overview 44

3.2 Stylized Facts and Steady States 45
3.2.1 Five Stylized Facts 45
3.2.2 Steady States 46

3.3 Capital Accumulation 47
3.3.1 The Aggregate Production Function 47
3.3.2 Savings and Capital Accumulation 49
3.3.3 Depreciation and the Steady State 50
3.3.4 The Role of Savings 51
3.3.5 The Golden Rule 52

3.4 Population Growth 55

3.5 Technological Progress 58

3.6 Putting It All Together: Growth Accounting 59

3.7 Endogenous Growth: A Primer 62

Summary 63

Appendix 66

Labour Markets and Unemployment 69

4.1 Overview 70

4.2 Demand and Supply in the Labour Market 71
4.2.1 Labour Supply and the Consumption-Leisure Trade-off 71
4.2.2 Labour Demand, Productivity, and Real Wages 74



Detailed Contents XV

4.2.3 Labour Market Equilibrium
4.2.4 The Interpretation of Unemployment

4.3 A Static Interpretation of Unemployment
4.3.1 Involuntary Unemployment and Real Wage Adjustment
4.3.2 Collective Bargaining and Real Wage Rigidity
4.3.3 Social Minima and Real Wage Rigidity
4.3.4 Efficiency Wages and Real Wage Rigidity

4.4 A Dynamic Interpretation of Unemployment
4.4.1 Labour Market States and Transitions
4.4.2 Stocks, Flows, and Frictional Unemployment
4.4.3 Job Finding and the Duration of Unemployment

4.5 The Equilibrium Rate of Unemployment
4.5.1 The Concept
4.5.2 The European Experience
4.5.3 Actual and Equilibrium Unemployment

Summary

Appendix

77
78

79
79
80
83
86

86
86
87
89

90
90
91
91

93

97

Intertemporal Budget Constraints

5.1 Overview

5.2 Thinking about the Future
5.2.1 The Future Has a Price
5.2.2 The Rational Expectations Hypothesis
5.2.3 The Parable of Robinson Crusoe

5.3 The Household's Intertemporal Budget Constraint
5.3.1 Consumption and Intertemporal Trade
5.3.2 The Real Interest Rate
5.3.3 Wealth and Present Discounted Values

5.4 The Firm and the Private Sector's Intertemporal Budget Constraint
5.4.1 Firms and the Investment Decision
5.4.2 The Production Function
5.4.3 The Cost of Investment
5.4.4 The Intertemporal Budget Constraint of the Consolidated Private Sector

5.5 Public and Private Budget Constraints
5.5.1 The Public Budget Constraint
5.5.2 The Consolidated Public and Private Budget Constraint
5.5.3 Ricardian Equivalence: The Benchmark Case
5.5.4 Where Ricardian Equivalence Can Fail

5.6 The Current Account and the Budget Constraint of the Nation
5.6.1 The Primary Current Account
5.6.2 Enforcement of Credit Contracts and Sovereign Borrowing

Summary

99

100

100
100
101
102

102
102
103
104

105
105
105
106
107

109
109
110
112
113

116
116
116

117

Appendix 120



xvi Detailed Contents

Private Sector Demand: Consumption and Investment 123

6.1 Overview 124

6.2 Consumption 124
6.2.1 Optimal Consumption 125
6.2.2 Implications 127
6.2.3 Wealth or Income? *~ 131
6.2.4 The Consumption Function 134

6.3 Investment 134
6.3.1 The Optimal Capital Stock 134
6.3.2 Investment and the Real Interest Rate 136
6.3.3 The Accelerator Principle 137
6.3.4 Investment and Tobin's q 138
6.3.5 The Microeconomic Foundations of Tobin's q 139
6.3.6 The Investment Function 143

Summary 143

Appendix 147

The Real Exchange Rate 151

7.1 Overview 152

7.2 The Real Exchange Rate and the Primary Current Account Function 152
7.2.1 The Real Exchange Rate Denned 152
7.2.2 Measuring the Real Exchange Rate in Practice 154
7.2.3 How the Real Exchange Rate Affects the Primary Current Account 154

7.3 The Real Exchange Rate as the Relative Price of Traded Goods 156
7.3.1 Traded versus Non-traded Goods 156
7.3.2 The Production Possibilities Frontier 156
7.3.3 The Case of a Balanced Primary Current Account 158
7.3.4 The Case of a Non-zero Primary Current Account: The Role of the Real Exchange Rate 159

7.4 The National Intertemporal Budget Constraint and the Equilibrium Real Exchange Rate 160
7.4.1 The Long Run and the Current Account: A Review 160
7.4.2 The Equilibrium Real Exchange Rate and the Primary Current Account in the Long Run 161
7.4.3 The Fundamental Determinants of Real Exchange Rates 162

Summary 166



Detailed Contents XVli

Money 169

8.1

8.2

8.3

8.4

8.5

8.6

8.7

Money and the Demand for Money

Overview

What is Money?
8.2.1 A Narrow Definition
8.2.2 Broader Aggregates
8.2.3 Liquidity versus Yield

Why Is This Money?

8.3.1 Economic Functions of Money
8.3.2 A Dominated Asset
8.3.3 A Public Good

Money: A Balance Sheet Approach
8.4.1 Consolidated Balance Sheets
8.4.2 Currency as a Liability of the Central Bank
8.4.3 Sight Deposits as a Liability of Commercial Banks

The Demand for Money

8.5.1 The Price Level as a Determinant of Money Demand
8.5.2 Real Income as a Determinant of Money Demand
8.5.3 Nominal Interest Rates as a Determinant of Money Demand
8.5.4 The Money Demand Function

Equilibrium in the Money Market: The Short Run
8.6.1 Money Supply Effects
8.6.2 Cyclical Fluctuations
8.6.3 Transaction Costs
8.6.4 The Equilibrating Role of the Interest Rate and Asset Prices

Equilibrium in the Money Market: The Long Run
8.7.1 Long-Run Inflation
8.7.2 Inflation and the Fisher Principle
8.7.3 The Exchange Rate in the Long Run: Purchasing Power Parity

Summary

Appendix

171

172

172
172
173
173

174
175
175
175

177
177
177
177

179
180
180
180
181

183
184
184
184
185

185
186
188
190

192

195

The Supply of Money and Monetary Policy

9.1 Overview

9.2 Objectives, Targets and Instruments

9.3 Money Creation

9.3.1 The Roles of Central and Commercial Banks
9.3.2 The Money Multiplier

197

198

199

200

200

203



XVli i Detailed Contents

9.4 Controlling the Money Supply 207

9.4.1 Derived Demand for Base Money 207
9.4.2 Open Market Operations 208
9.4.3 The Practice of Monetary Policy 208
9.4.4 Reserve Requirements as a Tool of Monetary Policy 209
9.4.5 Monetary Policy Targets 210

9.5 Monetary Policy in an Open Economy „ 212
9.5.1 Foreign Exchange Market Interventions 212
9.5.2 Sterilization 212

9.6 Monetary Financing of the Government: A Slippery Objective 213
9.6.1 Direct Credit to the Government 213
9.6.2 Indirect Credit: Seigniorage and the Inflation Tax 214
9.6.3 Independence of the Central Bank 215

9.7 Bank Regulation and Monetary Control 215
9.7.1 Central Bank Oversight 215
9.7.2 Lender of the Last Resort 215
9.7.3 Capital Adequacy Ratios 217
9.7.4 Technological Innovation in Banking and Monetary Control 218

Summary 218

Part IV Macroeconomic Equilibrium 221

Output, Employment, and Prices 223

10.1 Overview 224

10.2 The Goods Market and the 15 Curve 225
10.2.1 Equilibrium in the Goods Market 225
10.2.2 Desired Demand and Equilibrium Output 225
10.2.3 The IS Curve 226

10.3 The Money Market and the LM Curve 227

10.4 General Equilibrium 229
10.4.1 Goods and Money Markets 229
10.4.2 Output and the Labour Market with Flexible Real Wages 229
10.4.3 General Equilibrium Determination of Output, Interest Rates, and Prices 230

10.5 General Equilibrium with Flexible Prices 233
10.5.1 Supply-Determined Output 233
10.5.2 Dichotomy and Money Neutrality 234

10.6 General Equilibrium with Sticky Prices 237
10.6.1 Demand-Determined Output 237
10.6.2 Non-neutrality of Money 240

Summary 241

Appendix 244



Detailed Contents XIX

11.1

11.2

11.3

11.4

11.5

Aggregate Demand and Output

Overview

Short-Run Fluctuations of Output, Employment and Unemployment
11.2.1 Output, Hours, and Employment
11.2.2 Output and Unemployment: Okun's Law
11.2.3 Aggregate Demand as a Causal Force §•„

The IS-LM Model in the Open Economy
11.3.1 Exogenous versus Endogenous Variables
11.3.2 The Primary Current Account Function
11.3.3 The 45° Diagram Revisited
11.3.4 Demand Leakages and the Multiplier
11.3.5 The IS Curve
11.3.6 International Capital Flows, Interest Parity, and the LM Curve
11.3.7 Macroeconomic Equilibrium and the Exchange Rate Regime

Output and Interest Rate Determination under Fixed Exchange Rates
11.4.1 Money Supply Disturbances
11.4.2 Real Demand Disturbances
11.4.3 The Policy Mix
11.4.4 International Financial Disturbances
11.4.5 How to Think about a Parity Change

Output and Interest Rate Determination under Flexible Exchange Rates
11.5.1 Demand Disturbances
11.5.2 Money Supply Disturbances
11.5.3 The Policy Mix
11.5.4 International Financial Disturbances
11.5.5 Fixed versus Flexible Rates: Which is Better?

Summary

Appendix

247

248

249
249
249
251

251
251
252
253
254
255
257
260

262
262
263
264
264
265

266
266
266
269
269
269

272

275

PartV Inflation and Business Cycles 277

12.1

12.2

12.3

Aggregate Supply and Inflation

Overview

The Phillips Curve: Chimera or a Stylized Fact?
12.2.1 A. W. Phillips's Discovery
12.2.2 A Supply Curve Interpretation
12.2.3 The Phillips Curve in Demise

Accounting for Inflation: The Battle of the Mark-ups
12.3.1 The Battle of the Mark-ups: A Simple Story
12.3.2 The Role of Productivity
12.3.3 Cyclical Effects on Mark-ups
12.3.4 Moving from Price Level to Inflation
12.3.5 Completing the Picture: The Effect of Supply Shocks

279

280

281
281
281
281

285
285

287

287

289

289



XX Detailed Contents

12.4 Inflation, Unemployment, and Output 290
12.4.1 The Phillips Curve Rehabilitated 290
12.4.2 Core Inflation and the Long Run 291
12.4.3 Aggregate Supply 292
12.4.4 From the Short to the Long Run 293
12.4.5 Factors that Shift the Phillips and Aggregate Supply Curves 294

Summary ^ 295

Appendix 298

Aggregate Demand and Aggregate Supply 301

13.1 Overview 302

13.2 Aggregate Demand and Supply under Fixed Exchange Rates 303
13.2.1 Aggregate Demand 303
13.2.2 The Complete System 305
13.2.3 Fiscal Policy and Demand Disturbances 306
13.2.4 Monetary Policy and Realignments 307

13.3 Aggregate Demand and Supply under Flexible Exchange Rates 311
13.3.1 Interest Rate Parity Revisited 311
13.3.2 Aggregate Demand and the Complete System 312
13.3.3 Monetary Policy 313
13.3.4 Fiscal Policy 314

13.4 How to Use the AS-AD Framework 315
13.4.1 Supply Shocks 315
13.4.2 Demand Shocks 318
13.4.3 Disinflation 320
13.4.4 Nominal Rigidities and Wage Indexation 321

Summary 322

Appendix 326

Business Cycles 329

14.1 Overview 330

14.2 Stylized Facts about Business Cycles 331
14.2.1 The Duration and Magnitude of Cycles 331
14.2.2 Correlation with Output over the Cycle 333
14.2.3 Leading and Lagging Indicators 335
14.2.4 Relative Variability 337

14.3 Deterministic and Stochastic Interpretations of the Business Cycle 339
14.3.1 Business Cycles as an Endogenous Phenomenon 339
14.3.2 Deterministic Cycles: The Example of the Multiplier-Accelerator 339
14.3.3 Stochastic Cycles: The Impulse-Propagation Mechanism 341



Detailed Contents xxi

14.4 Sticky Price Business Cycles

14.4.1 Impulses and Propagation in the AS-AD Framework
14.4.2 Identifying Demand and Supply Shocks and their Propagation
14.4.3 The Contribution of Demand and Supply Shocks

14.5 Real Business Cycles

14.5.1 Productivity Shocks as Impulses
14.5.2 Propagation Channels in Real Business Cycles
14.5.3 Optimality Properties of the Cycle

14.6 Taking Stock of the Two Theories

14.6.1 Productivity, Real Wages, and Employment
14.6.2 Money, Credit, and the Cycle

Summary

Appendix

344

344

345

346

347

347

349

350

350

351

352

353

357

Macroeconomic Policy 361

15.1

15.2

15.3

15.4

15.5

Fiscal Policy, Debt, and Seigniorage

Overview

Fiscal Policy and Economic Welfare

15.2.1 Provision of Public Goods and Services
15.2.2 Redistributive Goals: Equity versus Efficiency

Macroeconomic Stabilization

15.3.1 Long-Run Consumption and Tax Smoothing
15.3.2 Short-Run Stabilization
15.3.3 Automatic Stabilizers
15.3.4 How to Interpret Budget Figures

Deficit Financing: Public Debt and Seigniorage

15.4.1 The Public Debt with No Growth and No Inflation
15.4.2 The Public Debt with Growth and No Inflation
15.4.3 The Public Debt with Growth and Inflation

Three Ways to Stabilize the Public Debt

15.5.1 Cutting the Deficit
15.5.2 Seigniorage and the Inflation Tax
15.5.3 Default

Summary

363

364

365

365
366

367

367
369
371
372

375

375
376
378

378

378
378
380

381

Appendix 384



xx i i Detailed Contents

The Limits of Demand Management 385

16.1 Overview 386

16.2 Policy Activism and Demand Management: What are the Issues? 387
16.2.1 Monetarists and Keynesians: The Debate Made Simple 387
16.2.2 Market-Clearing and Rational Expectations ^ 388
16.2.3 Uncertainty and Policy Lags *- 390
16.2.4 The Costs of Inflation 391

16.3 Expectations of Policy 394
16.3.1 Policy Regimes: The Lucas Critique 394
16.3.2 Reputation and Credibility 398
16.3.3 Rules versus Discretion 400
16.3.4 Central Bank Independence 400

16.4 Politics and Economics 405
16.4.1 Electoral Business Cycles 405
16.4.2 Partisan Business Cycles 406

Summary 407

Supply-Side Policy 411

17.1 Overview 412

17.2 Market Efficiency and Equilibrium Output 413
17.2.1 The Benchmark of Efficiency: Perfect Competition 413
17.2.2 Competition in Product Markets 414
17.2.3 Competition in Labour Markets 414
17.2.4 Market Failures and Overall Market Efficiency 415

17.3 Improving the Effectiveness of Goods Markets 418
17.3.1 Dealing with Externalities 418
17.3.2 Taxation and the Provision of Public Goods 419
17.3.3 Dealing with Malfunctioning Markets 421

17.4 Improving the Efficiency of Labour Markets 424
17A.I Heterogeneity and Incomplete Information 424
17.4.2 Imperfect Contracts and Labour Market Regulations 428
17.4.3 Incentives and Taxation 430
17.4A The Political Economy of Labour Market Reform 433

Summary 435

Economic Growth: Theory and Policy 439

18.1 Overview 440

18.2 Growth and Complementary Inputs 441
18.2.1 Convergence and Complementary Inputs 441



Detailed Contents XXlii

18.2.2 Human Capital
18.2.3 Infrastructure
18.2.4 Is it Enough? A Sufficient Condition

18.3 Growth, Knowledge, and Innovation

18.3.1 Knowledge as a Public Good
18.3.2 Patents
18.3.3 Technical Innovations
18.3.4 Product Variety

18.4 Growth and the Economic Environment

18.4.1 Property Rights
18.4.2 Peace
18.4.3 Stable Economic Environment
18.4.4 Openness to Trade
18.4.5 Health

18.5 Growth and Politics

18.5.1 Democracy and Growth
18.5.2 Inequality and Growth

Summary

442
443
444

445
445
446
448
450

450

450
451
453
454
455

456
456
456

457

Asset Markets and International Financial Architecture 461

19.1

19.2

19.3

19.4

Asset Markets and Macroeconomics 463

Overview 464

How Asset Markets Work 464

19.2.1 Facts about Asset Markets 464
19.2.2 Functions of Asset Markets 466
19.2.3 Information and Market Efficiency 468
19.2.4 The Interest Parity Conditions 469

Linking Asset Markets and Macroeconomics 474

19.3.1 Bond Prices and Interest Rates 474
19.3.2 Stock Prices 476
19.3.3 Nominal Exchange Rates and National Money Markets 477
19.3.4 Market Efficiency or Speculative Manias? Implications for Macroeconomics 479

Exchange Rate Determination in the Short Run 483

19.4.1 The Exchange Rate as an Asset Price 483
19.4.2 Money and Goods Market Equilibrium 485
19.4.3 Exchange Rate Determination with Flexible Prices: The Monetary Approach 486
19.4.4 Exchange Rate Determination with Rigid Prices: Overshooting 486

Summary 489

Appendix 494



xxiv Detailed Contents

The Architecture of the International Monetary System 497

20.1 Overview 498

20.2 History of Monetary Arrangements 499
20.2.1 The Gold Standard and How It Worked 499
20.2.2 The Interwar Period 503
20.2.3 The Bretton Woods System of Fixed Exchange Rates *_ 504
20.2.4 The European Monetary System 508

20.3 The International Monetary Fund 510
20.3.1 IMF Assistance and Conditionality 511
20.3.2 Special Drawing Rights 512
20.3.3 Surveillance 512

20.4 Currency Crises 513

20.4.1 Crises, Crises 513
20.4.2 First Generation Crises 515
20.4.3 Second Generation Crises 517
20.4.4 Contagion 518
20.4.5 Supervision 520

20.5 The Choice of an Exchange Rate Regime 521
20.5.1 The Old Debate: Fixed versus Flexible Exchange Rates 521
20.5.2 The New Debate: Financial Liberalization 522
20.5.3 Monetary Unions, Currency Boards, and Dollarization 525

Summary 528

References 531
Glossary 533
Solutions to even-numbered exercises 546
Index 555


