
1.1 - The Study of Economics 
 

Individual Choices: The Core of Economics 
- Economics: the study of scarcity and choice 
- Individual Choices: decisions made by individuals about what to do, which necessarily 

involve decisions about what not to do 
- Economy: a system for coordinating a society’s productive and consumptive activities 
- Market Economy: economic system in which decisions of individual producers and 

consumers largely determine what, how, and for whom to produce, with little 
government involvement in the decisions 

o No central authority tells people what to make or whom to ship it 
o Each make what one thinks will be most profitable and consumers choose what 

to buy 
- Command Economy: economic system where the industry is publicly owned and a 

central authority makes production and consumption decisions 
o USSR tried between 1917-1991 but didn’t work 
o Producers unable to make because they lacked raw material or succeeded but 

nobody wanted the products 
o Famous for long lines at shops 
o Problem with CE: lack of incentives 
o Incentive: reward or punishment that motivate particular choices 
o In ME producers free to charge high prices when there is shortage of something 

 High prices/profits provide incentives for producers and eliminate 
shortages 

 Economists are skeptical of changing people’s behavior that doesn’t 
change incentives 

 E.g.: telling manufacturers to reduce pollution won’t be effective, but 
giving them a financial incentive will succeed 

 Property rights: establish ownership and grant individuals the right to 
trade goods and services with each other 

 PR create incentives in ME 

 E.g.: with PR to own something comes the incentive to make 
something, so if you own a lake, it gives you the incentive to not 
pollute it 

 In econ, decisions of what to do with ton of pollution, next hour of 
free time, etc. are marginal decisions 

 Marginal benefit: gain from doing something one more time  

 Marginal benefit: cost of doing something one more time 

 If the marginal benefit > marginal cost does it again, otherwise, 
don’t  

 Marginal analysis: study of the costs and benefits of doing a little 
bit more of an activity versus doing a little less 
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1.3 - Trade-offs: The Production Possibilities Curve (PPC) 
- Trade-off: when you give up something in order to have something else 

o Example: is a castaway (Tom) devotes more resources to fishing, he benefits by 
catching more fish, but he can’t use the same resources to gather coconuts, 
tradeoff = fewer coconuts 

- PPC: model that illustrates the tradeoffs facing an economy that produces only 2 goods. 
It shows the maximum quantity of one good that can be produced for each possible 
quantity of the other good produced 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
- The chart shows a PPC for Tom, he must make a tradeoff between fish and coconuts 

o It shows the maximum amount of fish he can get during a week given the 
amount of coconuts he gathers, vice versa 

o Answers questions in the form of: “What is the maximum quantity of fish I can 
get if I gather x coconuts?” 

- Points inside or on the curve (shaded area): it is feasible (possible to do easily and 
conveniently) 

o Curve tells us that if Tom catches 2o fish he could also gather 15 coconuts (max) 
- Point outside the curve: is not feasible 
- The PPC intersect the horizontal axis at 40 fish, means that if Tom devoted his time to 

fishing, he would catch 40/week, but he would lack the resources to gather coconuts 
- The PPC intersects the vertical axis at 30 coconuts, means that if Tom devoted all his 

resources to gathering coconuts, he could gather 30 but no fish (30 fish trade-off) 
- Thinking in terms of the PPC simplifies the complexities of reality 
- Econ makes millions of products, but in the PPC we imagine that it only makes two 
- In a model with many goods, it would be harder to study tradeoff, efficiency, and econ 

growth 
Efficiency 
- Efficient: an econ is efficient if there is no way to make anyone better off without 

making at least one person worse off 
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- Horizontal sum = assume there are only two consumers of coffee Darla and Dino, the 
latters demand curve is Dino and shown in panel b, panel c shows the MDC 

- At any price, the amount demanded by the market is the sum of the quantities 
demanded y Darla and Dino 

o Example: at $2/pound, Darla demands 20 pounds of coffee and Dino demands 
10 a year, so the quantity demanded is 30 pounds per year 

- So an increase in the number of consumers leads to an increase in demand 
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- The horizontal axis in 12.5 measures the percent by which each year’s real GDP changed 
compared to the previous year’s real GDP 

- The vertical axis measures the change in the unemployment rate over the previous year 
in percentage points 

- Each dot represents the observed growth rate of real GDP and change in the 
unemployment rate for a given year 

o Example: 2000, the average unemployment rate fell to 4% from 4.2%, this is 
shown as a value of -0.2along the vertical axis; during the same period, real GDP 
grew by 4.1% 

- The downward trend of the scatter points shows that there is a strong negative 
relationship between growth in the economy and the rate of unemployment 

- Years of high growth in real GDP were also years in which the unemployment rate fell 
- Years of low or negative growth in real GDP were years in which the unemployment rate 

rose 
- The green line at the value of 3.3% shows the average growth rate of real GDP over the 

period from 1949-2009 
o The points to the right are years of above average growth 

 In these years the value on the vertical axis is usually negative meaning 
that the unemployment rate fell 

o Conversely points lying to the left were years of below average growth  
 In these years, the value on the vertical axis is usually positive, meaning 

that the unemployment rate rose 
- There are periods in which GDP is growing but at a below average rate; these are 

periods in which the economy is not in a recession but unemployment is still rising, 
sometime called a growth recession 

- True recessions are painful for workers, as shown by the points to the left of the vertical 
axis, falling real GDP is always associated with a rising rate of unemployment causing a 
great deal of hardship to families 
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- Producer Price Index: measures changes in the prices of goods and services purchased 
by producers 

o Because producers are quick to raise prices when they see a change in overall 
demand for their goods, the PPI responds to inflationary or deflationary 
pressures more quickly than the CPI 

o As a result, the PPI is regarded as an early warning signal of changes in the 
inflation rate 

- Two: GDP deflator, but it isn’t a price index but it serves the same purpose 
- GDP Deflator: for a given year is 100 times the ratio of nominal GDP to real GDP in that 

year 
o Since real GDP is expressed in 2005 dollars, the GDP deflator for 2005 is equal to 

100 
o If nominal GDP doubles but real GDP doesn’t change, the GDP deflator indicates 

that the aggregate price level doubled 
- The most important point about the different inflation rates generated by these three 

measures of prices is that they usually move closely together although PPI fluctuates 
more 

- 15.3 shows the annual percent changes in the 3 indexes since 1930, by all 3 measures, 
the US experienced deflation in the early Depression, inflation during WWII and 
accelerating inflation in 1970s, and return to price stability in the 1990s 

- Notice the drop in producer prices at the end, this shows a sharp rise in energy and food 
prices and the subsequent large drop in those prices as energy prices fell during the 
recession that began in 2007 

o You can see these large changes in energy and food prices reflected most in the 
PPI since they play much bigger roles there than in the CPI and the GDP deflator 
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Inventories and Unplanned Investment Spending 
- Inventories: stocks of goods held to satisfy future sales 
- Most firms maintain inventories to satisfy customers with availability in stores, and to 

be sure they have enough supply of necessary materials and spare parts 
- A firm that increases its inventories is engaging in a form of investment spending 

o Suppose, that the US car industry produces 800K cars/month but sells 700K 
o The 100K cars are added to the inventory ready to be sold in the future 

- Inventory investment: value of the change in total inventories held in the economy 
during a given period 

o Unlike other forms of investment spending, inventory investment can be 
negative 

o Example: if the car industry reduces its inventory we say that it has engaged in 
negative inventory investment 

- To understand inventory investment, think about a manager stocking canned section at 
the store, he tries to keep it stocked so shoppers find product but not too heavily 
stocked because the space is limited/can spoil 

- Similar considerations apply to many firms and typically lead them to manage their 
inventories carefully 

- However, sales can change, and because firms can’t always accurately predict sales, 
they often find themselves holding larger or smaller inventories 

- Unplanned Inventory investment: occurs when actual sales are less than businesses 
expected, leading to unplanned increases in inventories, sales in excess of expectations 
result in negative planned inventory investment 

o This is the result of when inventories are higher than intended due to decrease in 
sales 

- Actual Investment: is the sum of planned investment spending and unplanned 
inventory investment 

o If we let Iunplanned represent unplanned inventory investment and Iplanned 
represent planned investment spending, and I represent actual investment 
spending, then the relationship among all three can be said to be: 

o I = Iunplanned + Iplanned 
- Economists pay attention to changes in inventory levels 

o Rising inventories indicate positive unplanned inventory investment and a 
slowing economy, as sales are less than expected 

o Falling inventories indicate negative unplanned inventory investment and a 
growing economy, as sales are greater than expected 
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- If you consider using monetary or fiscal policy to shift the AD curve, in the case of a 
supply shock obviously, the right answer is not obvious  

- Two bad things are happening at the same time: 
o A fall in aggregate output, leading to a rise in unemployment  
o A rise in APL 

- Any policy that shifts the aggregate demand curve (AD curve) helps one problems but 
makes the other worse 

o Example: if the gov acts to increase aggregate demand and limit the rise 
unemployment, it reduces the decline in output but causes more inflation 

o If it acts to reduce aggregate demand, it controls inflation but causes 
unemployment to rise 

 
Fiscal Policy: The Basics 

- Changes in the federal budget, changes in government spending or in taxation, can have 
large effects on economy 

- To analyze the effects, we begin by showing how taxes and government spending affect 
the economy’s income 

- Then, we can see how changes in spending and tax policy affect aggregate demand 
 
Taxes, Government Purchases of Good and Services, Transfers, and Borrowing 

- 20.2 shows the composition of US tax revenue for 2008 
- In the US most taxes are collected at the national level by the federal government, at 

the state level by the state government, and at the local level by counties, cities, etc. 
o Federal level taxes: income tax on personal and corporate profits and social 

insurance 
o State and local level: government relies on a mix of sales taxes, property tax, 

income tax, etc. 
- Overall, taxes on personal income and corporate profits accounted for 44% of all 

revenue, social insurance taxes account for 27% and a variety of others at the state and 
local levels for the rest 

- 20.3 shows the composition of 2008 US government spending, takes two forms 
o One: purchases of goods and services 

 Includes the purchase of ammunition and salaries of teachers 
 The big items in the category are national defense and education, the 

“other goods and services” consist of state and local spending on a 
variety of services such as police and firefighter salaries to construction 
and maintenance 

o Two: government transfers 
 These are payments by the government to households for which no good 

or services is provided in return 
 In US, three programs 

 Social Security: provides guaranteed income to older, disabled 
Americans, surviving spouses, and dependent children of dead 
beneficiaries 
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o The next step is to find out how much you would have to lend out today to have 
$1 a year from now, so set the previous equation equal to $1 and solve for $X 

 $X = $1/(1 + r) 
 This means you are willing to accept $X today in order to get $1 one year 

from now 
o Solve, and assume the interest rate is 10% 

 $X = $1/(1+0.10) = $0.91 
o This means you would be willing to accept $0.91 today in order to be paid $1 a 

year from now 
o Economists have a special name for $X: present value 
o Present value: $1/ (1 + r). The amount of money you must lend out today in 

order to have $1 in one year. It is the value to you today of $1 realized one year 
from now  

- Example 2 
o You enter into an agreement that makes you pay $1 one year from now to pay 

off a car loan. How much money would you need to start with today to ensure 
that you have $1 in a year? 

o The answer is $X, the present value of $1, which in our examples $X = 0.91 
 The reason: if you lend 0.91 for a year at an interest rate of 10% you will 

get a total of $1 in return a year from now 
- Example 3 

o You must pay 5000 dollars one year from now, with how much money should 
you start now to end up with $5000 a year from now if the interest rate is 10% 

 In other words, start with the present value of 5000 = (5000 x 0.91 = 
4550) 

 Multiply the final amount times the present value (remember the 
PV can change if r changes) 

 If you start of with 4550 you will pay your debt in a year 
- To evaluate a project today that has benefits and costs to be realized in a year, just use 

the interest rate to convert their future values into their present value 
- Example 4 

o Suppose you are considering a project that will pay you $1 two years from now, 
what is the present value of $1 

o Let’s call $V the amount of money you need to lend today at an interest rate of r 
in order to have $1 in two years 

 At the end of the 2 years, $V will be worth $V x (1+r)2    
 The amount received in two years from lending is $V = $V x (1+r)2  

 For example, if r = 0.10, then $V x (1.10)2 = $V x 1.21 
o Now, what is the present value of $1 if you will be paid two years from now 

 In that case the formula is $V = $1/(1 + r)2  
 $X = $1/(1.1)2 = 0.83 

- General fact 
o If we ask what the present value of $1 is in n number of years use the formula: 

 $X = $1/ (1 + r) N  
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o This is show in panel A: the Fed buys 100M of bills from a commercial bank 
which increases the monetary base by 100M because it increases bank reserves 
by 100M 

- When the Fed sells bills to commercial banks, it debits the banks accounts, reducing 
their reserves 

o This is shown in panel B where the Fed sells 100M dollars of bills 
o Here, bank reserves and the monetary base decrease 

- The Fed gets the funds to buy these bills by creating them with the click of a mouse, that 
credits the bank’s accounts with extra reserves 

- Remember, the dollar is fiat money, which isn’t backed by anything, so the Fed can 
create additional monetary base as it wills 

- The change in bank reserves caused by an open market operation doesn’t directly affect 
the money supply 

- Instead, it starts the money multiplier 
o After the 100M increase, commercial banks would lend out their additional 

reserves, immediately increasing the money supply by 100M 
o Some of these loans would return to the banking system, increasing reserves and 

allowing a further round of loans, etc. 
o This leads to a rise in the money supply 

- An open market sale has the opposite effect 
o Bank reserves fall, requiring banks to reduce their loans, leading to a fall in the 

money supply 
- Unlike the popular belief that the Fed controls the money supply, it only controls the 

monetary base 
o But, by increasing or reducing the monetary base, the Fed can influence the 

money supply and interest rates 
 This influence is the basis of monetary policy 
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- Changes in aggregate demand affect aggregate output only in the short run 
- In the long run, aggregate output is equal to potential output 
- In the long run, the determination of the interest rate is different because the roles of 

the 2 markets are reversed  
o In the long run, the loanable funds market determines the equilibrium interest 

rate, and it’s the market for money that follows the lead of the loanable funds 
market 

 
The Interest Rate in the Long Run 

- In the long run, changes in the money supply don’t affect the interest rate (r1), what 
affects it is supply and demand for loanable funds 

o In the long run the equilibrium interest rate is the rate that matches the supply 
of loanable funds with the demand for loanable funds when the real GDP equal 
potential output 

- The chart below shows why r1 is unchanged by money supply 
- Panel A shows the liquidity model and B shows the loanable funds one 

o We assume that the economy is initially at E1, in long run macroeconomic 
equilibrium at potential output with the money supply equal to M1 

o The demand curve for loanable funds is D and the initial supply curve is S1 
o The initial equilibrium interest rate is r1 

- Panel A: liquidity model 
o Now suppose the money supply rises from M1 to M2  
o This initially reduces the interest rate to r2 
o However, in the long run the APL will rise by the same proportion as the increase 

in money supply due to neutrality of money  
o A rise in APL increase money demand in the same proportion 
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o In effect, then, the Fed’s actions enable the gov to pay off 559B in debt by 
printing money 

- An alternative way to look at this is to say that the right to print money is itself a source 
of revenue 

- Economists refer to the revenue generated by the gov’s right to print money as 
seigniorage  

- Seigniorage accounts for less than 1% of gov budget  
o Furthermore, concerns about seigniorage don’t influence the Fed’s decisions 

about how much money to print, for they are more worried about inflation and 
unemployment than revenue 

o Historically however, both sides in the civil war used seigniorage to cover deficits 
during the conflict 

- Now, picture seigniorage as a situation 
o A gov finds itself running a large deficit and doesn’t raise taxes or cut spending to 

eliminate the deficit for some reason 
o Additionally, it can’t borrow because lenders won’t give in due to the fear that 

the gov’s weakness will make them unable to repay  
o In this case, a gov prints money 
o But, by printing money, a gov increases the money supply and as we saw, an 

increase in it will translate into large increases in the APL 
o So printing money to cover a deficit leads to inflation 

- Who ends up paying for the goods/services the gov purchases with newly printed 
money? 

o The people 
o They pay because inflation erodes the purchasing power of their money 
o In other words, a gov imposes a new tax, an inflation tax 
o Inflation tax: a reduction in the value of money held by the public caused by 

inflation 
- This is how the inflation tax works: 

o If the inflation rate is 5%, a year from now $1 will buy goods/services worth 0.95 
cents today 

o So a 5% inflation rate in effect imposes a tax of 5% on the value of all money 
held by the public 

- So why would a gov push the inflation rate to rates of hundreds or thousands of 
percent? 

o We turn to the process by which high inflation turns into hyperinflation 
 
The Logic of Hyperinflation 

- Inflation imposes a tax on individuals who hold money, and taxes will lead people to 
change their behavior 

- When inflation is high: 
o People will try to avoid holding money and will substitute money for real good 

and interest bearing assets 
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- Today: many economists believe that discretionary fiscal policy is usually 
counterproductive: 

o The lags in adjusting fiscal policy mean that policies intended to fight a recession 
intensify a boom 

o Result: the macroeconomic consensus gives monetary policy the lead role in 
economic stabilization  

o Exception: discretionary fiscal policy plays the lead role in special situations 
where monetary policy is ineffective, such as the situation Japan faced in the 90s 
with the zero bound rates and the liquidity trap 

 
Should Monetary Policy Be Used in a Discretionary Way? 

- Classical: didn’t think that monetary policy should be used to fight recessions 
- Keynesian: yes, but they were skeptical about its effectiveness 
- Monetarists: argue that discretionary monetary policy was doing more harm than good 
- Today: disputed 
- Today, there is a broad consensus, however, on these points: 

o Monetary policy should play the main role in stabilization policy 
o The central bank should be independent in order to avoid a political business 

cycle 
o Discretionary fiscal policy should be used restrictedly because of policy lags and 

because of the risk of a political business cycle 
- However, there are debated over how the central bank should set its policy 

o Should the bank be given a clear target for its policies or should it be given the 
freedom to manage the economy as it sees fit? 

o Should the central bank consider the management of asset prices as part of its 
responsibility? 

o what actions should the central bank undertake when interest rates have hit the 
zero bound and monetary policy has reached its limits 

 
Central Bank Targets 

- Staff at the Fed believes that the absence of guidelines gives the central bank flexibility 
in dealing with economic events 

- Central banks in other countries have adopted guideline and some economists believe 
that the US should follow guideline 

- The best known example of a central bank using guidelines is the Bank of England 
o It was given the guideline to achieve an inflation target of 2.5% 

- While inflation targeting is now advocated by many economists, others believe that 
such a rule can limit the ability of the central bank to respond to events, such as a stock 
market crash or a worldwide financial crisis 
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8.1 - Capital Flows and the Balance of Payments 
- Economists keep track of international transactions using the balance of payments 

accounts 
 
Balance of Payments Accounts 

- Balance of payments accounts: are a summary of the country’s transactions with other 
countries 

- To understand this idea better, consider the example of a family farm that: 
o Made 100K selling fruit 
o Spent 70K running the farm and 40K buying food and paying bills 
o Received $500 in interest on their bank account but paid 10K on their mortgage 
o Got a 25K loan from the bank to pay for farm improvements, but didn’t use all 

the money right away, so they deposited the rest in the bank 
- The first row of the table shows purchases and sales 
- The second row shows interest payments 
- The third row shows cash coming in from new borrowing versus money deposited in the 

bank 
- Each row has a net inflow of cash for each transaction  

o The net inflow for the first row is -10K because the family spent 10K more than 
they had 

o The net inflow for the second row is -9.5K because they paid for interest than 
they received 

o The net inflow for the third row is 19.5K, they asked for a 25K loan and deposited 
5.5K of that in the bank, meaning that they were left with 19.5K to spend 

- The last row shows the sum of cash coming in from all sources (money received) and the 
sum of all cash used (spent or not currently used as is the case with the bank money) 

o The sums are equal, by definition: every dollar has a sources, and every dollar 
received gets used somewhere even if you hide it in your closet (that would be a 
“use” since it is not currently used, as is the case with the bank money they 
deposited) 
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 We mentioned earlier than an important part of international capital 
flows is the result of purchases and sales of foreign assets by the gov (in 
this case the asset would be money) 

 Now we can see why govs sell foreign assets: they are supporting their 
currency through exchange market interventions 

 As we will see in a moment, govs that keep the value of their currency 
down through exchange market interventions must buy foreign assets 

o Two: gov can try to shift the supply and demand curves for the geno 
 Govs can do this by changing monetary policy  
 Example: to hit the target and avoid depreciation, the central bank can 

raise the country’s interest rate 
 This will increase capital flows into the country, increasing the demand 

for genos, at the same time that it reduces capital flows out of Genovia, 
reducing the supply of genos 

 so, an increase in a country’s interest rate will increase the value of its 
currency, just like the measure above 

o Three: gov can reduce the supply of genos to the foreign exchange market  
 They can do this by requiring domestic residents who want to buy foreign 

currency to get a license, thus reducing the incentive to buy foreign 
currency 

 Foreign exchange controls: are licensing systems that limit the right of 
individuals to buy foreign currency 

 Like the two previous measures, foreign exchange controls increase the 
value of a country’s currency 

- So far, we have been discussing a situation in which the gov is trying to prevent a 
depreciation of the geno, now suppose they are trying to prevent an appreciation 

- Case 2 (Panel B): in this case, the equilibrium is above the target exchange rate 
o The equilibrium being below means that there is a shortage of genos 
o So, in order to maintain the target, the gov can apply the same measures above 

but in reverse 
 One: it can intervene in the foreign exchange market, in this case selling 

genos and acquiring dollars (which go to their foreign reserves), this will 
reduce the value of the geno 

 Two: it can reduce interest rates to increase the supply of genos and 
reduce the demand 

 Three: it can impose foreign exchange controls that limit the ability of 
foreigners to buy genos 

o All of these actions will reduce the value of the geno and prevent appreciation 
 
Exchange Rate 

- So what are the pros and cons of a fixed exchange rate 
- Pros for fixed exchange rate (and consequently cons for floating) 

o Eliminates uncertainty: consider how easy it is to conduct business across the US 
 A dollar is a dollar in NYC and LA 
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