Vocabulary for the 2nd Mid Term in Econ 101  Prof. Dohan

Macro Economics Policy: The Keynesian Model and Fiscal Policy
Labor force:  measuring the civilian (non-institutionalized) labor force = all those with any type of work plus all those actively seeking work.

Measuring unemployment in the USA


Types of unemployment



Frictional unemployment from changing jobs



Structural unemployment from workers having a different skill set than needed by employers or not being located 



where there is an unmet demand for workers. Government programs and better information can solve this type of 


unemployment to some extent.



Cyclical unemployment or Keynesian unemployment where the current level of output Ya* is below the level of 


potential output or full-employment output Yfe at which all these workers would find a job, that is Ya* < Yfe
Full employment GDP = Yfe = the book’s “potential GDP” is the GDP at which we achieve full employment allowing for 
frictional unemployment of people changing jobs.
Cost-push inflation is when unions and imperfect competition interact to push up prices.

Demand pull inflation is when the demand for goods and services Ya* exceeds potential output, that is current ability to produce, 
so that is Ya* > Yfe. Demand-pull inflation occurs basically at full employment, Yfe. At full employment, it is made worse 
by an upward shift in the primary components of demand (see below for definitions). Printing money, say, to finance 
deficits in time of recession, does not by itself cause inflation unless people lose confidence in the purchasing power of 
money and try to spend it as fast as they receive it so that soon the demand for goods and services exceeds the supply of 
goods and services, e.g. at full employment.
Unexpected high rates of inflation hurt creditors and people on fixed income. It distorts purchase and business decisions.


Real rate of interest = nominal rate of interest – the inflation rate. Real interest could be negative.

Deflation (falling prices) = complicates purchasing and investment decisions. Hold off for lower prices and reluctant to invest in 
machinery at current prices if the output is going to sell at a lower price.

GDP by Product Approach = C + I + G + X - M


C = consumption from the consumption function


I = gross private investment by firms and producers in 



1. new plant and equipment, 2. new residential buildings, and 3. changes in inventory.


Households usually save, not do not invest in the GDP sense. They “invest or allocate” their savings to different assets, usually 
converting cash into an earning asset or a useful personal asset. The basic exception is when they buy a new house.


G = government spending on goods and services (including infrastructure) but excluding transfer payments.

X =  exports, which is the export of goods and services from our economy


M = imports, which adds additional goods and services to our economy
Nominal GDP: sum of final goods and services purchased legally in the market place at current prices.

Excludes all intermediate products, work at home, capital gains, value of purchase and sale of previously produced goods (except for income earning as commissions, etc.), sales of illegal goods. 

Real GDP = Nominal GDP corrected for inflation = Nominal GDP / (GDP deflator in Pt/GDP deflator P0) 

GDP Deflator = a price index used for correcting Nominal GDP for inflation to get real GDP

GDP by Earnings Approach = w + i + r + proprietors’ income + corporate profit + indirect business taxes + depreciation

Value-added: farmer, miller, baker, supermarket => consumer. Each adds value equal to the value of the final product bought by the consumer.
Transfer payment:  payments from the government (usually) for which no services or goods are provided in return. Examples are social security and other government retirement plans paid out of current taxes, unemployment benefits, interest paid on government debts
Transfer payment are excluded from GDP because they do not use real resources but represent a redistribution of purchasing power:  payments from the government (usually) for which no services or goods are provided in return. Examples are social security and other government retirement plans paid out of current taxes, unemployment benefits, interest paid on government debts.  Thus, they are not included in the G used to determine the equilibrium level of income. Rather, they have an impact on disposable income and hence consumption (see below).
Price indexes:  CPI = based on fixed-weighted “market basket of consumer goods” reflecting the relative importance of goods and services that consumers buy in the base year t=0.  This “basket” is priced each month by BLS

%Inflation Rate = ((CPIt-CPIo)/CPIo)*100

Meaning of Disposable Income for the consumer (household) and its derivation from GDP:  


GDP – Depreciation = Net Domestic Product = NDP


NDP – Indirect Business Taxes = National Income at Factor Costs


National Income – All other taxes (Corporation, Income, Soc. Sec. Taxes, etc) – Additions to retained earnings




 + Transfer payments from government (Social Security, Interest on gov’t debt, unemployment)


which = Disposable Income = Ydi
Simplified Definition of disposable income: Ydi  = GDP – Taxes + Transfers

Consumption function  C = C + mpc*Ydi b  (consumption also depends on wealth, expectations, demographics)

Permanent income hypothesis

Saving function:  If we know “C” from Ydi we know S because S is defined as the “non-spending” of disposable income.


Sd = Ydi – C = Ydi – C – mpc*Ydi  = -C + (1-mpc)*Ydi  => -C + mps*Ydi

Dissaving at low income levels, e.g. in retirement or relying on loans to go to school, but mps >0 (except when rising wealth 
(house 
values and stock market) and unreal expectations about the future lead to an mps =0 or even an mps<0, so people spend more than their incomes increased) 
Marginal propensity to consume = mpc = ∆C/∆Ydi < 1 Usually lower for higher income brackets than low-income brackets.
Marginal propensity to save = mps = ∆S/∆Ydi       

mpc+mps = 1

lump-sum tax = TX is a tax that does not vary with income, e.g. property taxes.
variable tax varies with income = txYa where tx = tax rate

progressive variable income tax = taxable income in each successive bracket gets taxed at a higher rate, eg., 10% 15%, 25%, 33%, 38% 

Multiplier effect results from the primary change in aggregate demand ∆Yd (such as ∆C, mpc*∆TX , mpc*∆TR, ∆I, ∆G,  ∆X, ∆M) plus the secondary expansion of demand from spending and respending of the primary change in ∆Yd.  

simple multiplier M = 1/(1-mpc) so that ∆Ya* = 1/(1-mpc)*∆Yd for any change ∆Yd in the primary component of demand.    

tax multiplier is multiplier on a change in lump sum taxes and really is the tax-compensated version of the simple multiplier, allowing for the fact that consumers change consumption only on the basis of after-tax disposable income.  

∆C = mpc*∆Ydi and since  ∆Ydi = (-1)* ∆TX, Thus ∆C from a change in taxes is ∆C= mpc*(-1)*∆TX, which is the primary shift in consumption from a change in taxes. Thus we get the so-called tax multiplier

∆Ya* = 1/(1-mpc)*∆Yd = 1/(1-mpc)*∆C =  1/(1-mpc)*(mpc*(-1)*∆TX) = (-1) * (mpc/(1-mpc))

It results in the balanced multiplier effect from an equal increase in G and TX because every dollar in ∆G is spent and goes 
through the secondary expansion but only the mpc times ∆TX is the reduction in consumption, the rest of the tax increase ∆TX is paid 
by reduced saving. This is obvious from below.

A more realistic multiplier (allowing also for tax rates, marginal propensity to invest, marginal propensity to import) 

M = 1/(1-mpc + tx*mpc – mpi + mpm) or the same thing in class  1/ (1-mpc + tx*mpc – b + m)
where mpc = marginal propensity to consume, tx = tax rate, mpi or b = marginal propensity to invest and mpm 
or m = marginal propensity to import. See Chapter Appendix B in B&B p 238.
Grand formula for equilibrium level of income for fiscal policy (be able to derive this for extra credit)


Ya* = (1/ (1-mpc + tx*mpc – mpi + mpm))*(C- mpc*TX + mpc*TR + I + G + X - M), where the bold represents “constants”
So the impact of a change in one of the constant primary elements of demand ∆Yd   (the y-intercepts): 

   ∆Ya* = (1/ (1-mpc + tx*mpc – mpi + mpm)) * ∆Yd   where ∆Yd = (∆C, -mpc*∆TX, mpc*∆TR, ∆I, ∆G, ∆X, -∆M)
Government budget: Tx – G –Tr.  Budget deficit is when Tx – G – Tr < 0, Budget surplus is when Tx – G – Tr > 0

Government fiscal policy to manage the economy to reach FEWPS (full employment with price stability)
If unemployment, i.e., ∆Ya*< Yfe, then cut taxes, raise transfer payments, raise government spending. Budget deficits will be higher or surpluses will be lower. Choice depends on speed and view about the role of government in economy
If inflation, i.e., Ya* > Yfe, then raise taxes, cut transfer payments, cut government spending. Budget deficits will be lower or 
surplus could be higher. Choice depends on speed and view about the role of government in economy
Automatic stabilizers are economic variables such as income taxes and imports which reduce the size of the multiplier by “leaking” out income and demand for domestic products as output rises and visa versa as income falls, holding up spending such as during the 2008 recession.

AS (aggregate supply) shows the relationship between the aggregate supply of goods and services relative to the rate of price change ∆AS/∆Price Change >0 

AD (aggregate demand) shows the relationship between the demand for goods and services and the rate of inflation ∆AD/∆P <0. Where AS=AD is the rate of price of increase where aggregate supply and aggregate demand for goods and services is equal. US AS – AD analysis helps understand the impact of outside or domestic “shocks” on output and prices as well as the impact of domestic economic policy. 
H:\Documents and Settings\Michael\My Documents\QC_Work-Fall  2010\VIP Macro-fiscal vocabulary Chapter 5 - 11 2010.doc, ©by Michael R. Dohan, Nov. 30, 2010

