


What is Macroeconomics? 



What is macroeconomics? 
 Microeconomics: study of the market behavior  of 

individuals   Macroeconomics: study of the aggregate 
behavior and performance of an economy 

 Macroeconomics typically studies the performance of 
countries 

 Most macroeconomic theories have microeconomic 
foundations  

 

 Economics agents:  

 consumers, producers, government, banks, foreign countries 
 

 Markets: demand  supply 

 Good markets, money market, labor market, financial markets 

1.2. Introduction 



Introductory remarks 

 Dr. Laura Hering  

 hering@ese.eur.nl, office H08-30/H09-30 
 

 Teaching assistants: 

 Jonathan Agbeko Attey, Peter Duraliev, Wei Li, Barbara 
Sadaba and Xuedon Wang 

 

 Reminder: 
 Presence in the lectures is not compulsory but highly 

recommended 

 Presence in the TA sessions is obligatory, you are not allowed 
to miss more than 3  Exact rules are on blackboard! 

 Be on time, in particular for the TA sessions! 

 

 

 

 

1.1. Introduction 
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Readings and sources 
 Main textbook:  

 Burda & Wyplosz, Macroconomics, a European Text (6th ed.)  

 

 For clarification and/or additional information: 

 Textbooks  
 Macroeconomics, N. G. Mankiw, various editions  

 Macroeconomics, O. Blanchard, various editions 

 

 Key models:  
 Ch. 3  & 4 Solow model 

 Ch. 9 Central bank + Monetary policy 

 Ch. 10 IS-TR model 

 Ch. 12 & 13 AS-AD model 

 Ch. 7, 8 & 17 Intertemporal budget constraint 

 

1.1. Introduction 



Introductory remarks 

 Final exam: 
 28/02/2012,  MCQ (4 possible answers) 
 Chapters of Burda & Wyplosz that have  been covered in the 

lectures , all material that has been covered in TA sessions or 
lectures  

 80% of your final grade 

 

 Mid term exam: 
 05/02/2012,  Open questions, 20% of final grade 
 

 TA sessions: 
 Start: Thursday 10/01/2012, 12 compulsory sessions  

 

 Practice test in the lecture of Monday, January 21.  

1.1. Introduction 





Income and output 

 Macroeconomics studies the determinants of the 
economy’s output and income, measured by Gross 
Domestic Output (GDP): 

 

 goods and services for final uses produced within a specific 
period (normally per year) 

 varies substantially across countries and time 

 comparable across countries 

 captures the nation’s output and income  
 Why income? More on this later in the lecture 

 

 Measure of well-being?  

2. Key concepts 



GDP per Capita and Life Satisfaction in 2006 

Figure 1.1: GDP p.c. and Life Satisfaction  

Sources:   World Economic Outlook, IMF; Wikipedia 
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1.1. Introduction 



Why do we care about GDP? 
 GDP is NOT considered to be a indicator for the well-

being of a country.  

 But as close as we can get! 

 Fluctuations of GDP are associated with fluctuations in 
unemployment and inflation 

 

 But we see also that in the long run, many other 
indicators of well-being are doing better because of 
higher GDP. There is often a causality in both ways, but 
higher GDP helps to get started 

 Higher living standards, poverty alleviation, better health, 
higher life expectancy, empowering of women 

 More human rights,  happiness? 

2. Key concepts 





Evolution of GDP in Europe 

 Real GDP for France,  Germany and UK 

 Steady growth over the last century 

 Drop after second world war 

 

 

2. Key concepts 



Income and output 

 Three important indicators:  

 Real GDP   

 Real GDP per capita 

 Growth rate of GDP 

 

2. Key concepts 



Evolution of real GDP per capita in the US 

Source: Mankiw, Macroeconomics, (2001) 

2. Key concepts 



Income and output 

 Recession: decrease in real GDP 

 Depression: severe recession 

 

 Stylized facts 

1. Most countries are characterized by the steady growth of 
(real) GDP over time. 

2. However, there are significant and recurring fluctuations of 
GDP around its trend (average tendency over time). 

3. While GDP (GDP per capita) is not the only (or best) 
measure of a country’s well-being, it is an important factor, 
if not a necessary condition 

2. Key concepts 



Macroeconomics in the short and long run 

 One important goal of macroeconomics is understanding 
the evolution over time of some key variables  (GDP, 
inflation, unemployment …) 

 

 Distinction between short run changes (cycle) versus 
long run changes (trend) 

  

 Long run pattern (trend) : if we can clearly see some 
long run general tendency, this is called trend. 

 Use of logarithmic scale: the slope of the curve is a direct 
measure of the annual growth rate.  

 Constant growth rate would yield a straight line  = trend.  

 We are most times close to the trend 

3. Short versus long run 



GDP in levels 

 GDP for France,  Germany and UK 

 in absolute values (levels) 

 

3. Short versus long run 



GDP in logarithmic scale 

 Trend for UK 

 

 

3. Short versus long run 



Quarterly GDP changes, UK 

 Quarterly GDP change for UK, 1962-2007 

 percent change of GDP in one quarter relative to previous 
quarter 

 

3. Short versus long run 



Macroeconomics in the short and long run 

 Short run pattern: economic fluctuations are called 
business cycles 

 Cycles of various lengths and magnitudes 

 Macroeconomics tries to explain these deviations from 
the trend value: What can be done to smooth these 
movements?  

 

 What distinguishes short from long run?  

 Flexibility of prices is key element to distinguish between 
short and long run: 

 In the long run: prices are flexible and lead to equilibrium in the market 

 In the short run: prices are fixed and can thus explain yearly fluctuations 
in real GDP and unemployment 

 

 

3. Short versus long run 



Outline 
1. Gross Domestic Product 

1. Definitions 

2. Measurement 

3. Real vs Nominal GDP  
 

2. Inflation Price Deflator and CPI 

 

3. National accounting 

• Key accounting identities 
 

4. Balance of Payment 

 



Gross Domestic Product 

 GDP (gross domestic product): a single number for the 
value of the economic activity of a country in a given 
period of time 

 

 Two main interpretations: 

 the total income of everyone in the economy 

 the total expenditure on the economy’s output of goods and 
services 

 

 For the economy as a whole: income must equal 
expenditures, since one’s expenditure is someone’s else 
income 

 

1.1. GDP - Definitions 



Simple circular flow diagram 

Source: Mankiw, Macroeconomics, (2001) 

1.1. GDP - Definitions 

• The economy’s 
total GDP = 100$ 
 
 
 
 
 
 
• We can measure 
GDP either as 

• Income or 
• Expenditure 

 

= 100$ 

= 100$ 



Flow versus stock 

 Flow variable: quantity measured per unit of time 

(GDP)  

 Stock variable: quantity measured at a given point 

in time (wealth) 

 

 Example: bath tube:  

 Flow : incoming water 

  Stock: water in the bath tube 

 

 GDP: flow , Wealth: stock 

1.1. GDP - Definitions 



GDP definition 1 

 One way of measuring GDP is to look at the value of 

the product sold 

 

 Definition 1: GDP= the sum of final sales within a 

geographic location (country) during a given period 

(year) 

 

 

1.1. GDP - Definitions 



GDP definition 1 

 Final sales: goods and services sold to the consumer or 

firm that ultimately uses them (market value) 

 

 Intermediate sales are excluded to avoid double counting  

 Example: a car sold by a car company to a car dealer and 

then by a car dealer to a consumer enters in the GDP only 

when sold to the consumer.  

 

 Used goods are also excluded.  

 They entered GDP in a previous year 

1.1. GDP - Definitions 



GDP definition 2 

 Since one’s person final spending must be another one’s 
income, another way of defining GDP is by looking at 
total income 

 

 Definition 2: GDP= sum of factor incomes earned in a 
given location in a given period 

 

 Factor income: wages (labor), rent (land), return 
(capital) 

 

1.1. GDP - Definitions 



GDP definition 3 

 Firms create value added by transforming raw materials 
and unfinished goods into products 

This leads to an alternative way of defining GDP 
 

 Definition 3: GDP = the sum of value added within a 
given location during a given period 

 

 Value added: difference between sales and the costs of 
raw material and intermediate goods. 

 Example: final price of a hamburger = 1,50€. Ingredients = 0,50€. 

 What is the value added of McD ? 

 What is the total value added of the economy? 

 

1.1. GDP - Definitions 



Interpreting the GDP of the Netherlands 

 GDP of the Netherlands in 2010:  

 588.74 million Euros 

 

What does this number tell us?  

 

1. Sum of final sales within the Netherlands in 2010  

2. Sum of factor incomes earned in the Netherlands in 2010  

3. Sum of value added  within the Netherlands in 2010  

 

 

1.1. GDP - Definitions 



Measuring and Interpreting GDP 

 Measures ONLY OFFICIAL market transactions 

 No domestic activities (child care, cooking) 

 Public services (teachers, police…) are not traded at the 
market, they enter GDP with a valuation of the cost (not the 
selling price) 

 No underground economy 

 Activities not reported to avoid taxes (domestic help) or because 
illegal (drug dealing) 

 Estimates of underground economy: Egypt: 70% of GDP, Chile: 30%, 
Belgium: 24%, Switzerland, US: 10% 

 

GDP growth rates are often a better indicator of the 
economic activity of the economy 

1.2. GDP - Measurement 



Shadow markets (of otherwise legal business) 

 

Source: Friedrich Schneider et al., “New Estimates for the Shadow Economies All Over the 

World,”International Economic Journal, 2010 

1.2. GDP - Measurement 



Measuring and Interpreting GDP 

 Comparison across countries 

 Different population size – to correct for this we use GDP 
per capita (GDP/population) 

 Different currencies – we need to use a common currency 

 Measurement errors – very severe in countries with a large 
‘underground’ economy 

 

Also for international comparisons, growth rates (of GDP 
per capita) are often a better indicator of the economic 
activity of the economy 

 

When comparing over time: look at real GDP (per capita) 

 

 

1.2. GDP - Measurement 



Gross national income 

 GNI: Gross national income 

 GDP + income received from abroad – payments to 
residents of other countries 

 Ownership based 

 

 What does Dutch residents and Dutch firms earn? Their 
income in the Netherlands and from working abroad 

 

 Not in the GNI: Income of a Belgian working in the 
Netherlands, but living in Belguim  

 

 

1.2. GDP - Measurement 



GDP measurement issues 

 How do we measure GDP? 

 

  Suppose an economy produces Oranges (Qo) and Apples 
(Qa) 

  

 Closed economy (No imports, nor exports) 

 

  How would you measure the GDP in this economy? 

1.2. GDP - Measurement 



GDP measurement issues 

 To convert volumes (quantity of apples and oranges) into 
values, we need prices: 

 

 po: price of Oranges,  

 pa: price of Apples 

 

 Nominal GDP= poQo+paQa 

 

 Why nominal?  What happens to nominal GDP if... 

 ... the price of oranges from one year to the other increases?  

 ... the quantities of oranges produced increases? 

1.2. GDP - Measurement 



Nominal versus real GDP 

 To measure the increase in GDP due to an increase in 

the output produced we need an alternative 

measure: Real GDP. 

 

 Real GDP: 

 Nominal GDP is computed using the actual selling price  

 Real GDP is computed using the price of a given base 

year  

 Prices are kept fixed so that real GDP varies only if the 

physical quantity sold changes 

 

1.3. GDP – Nominal versus real 



Real versus Nominal Variables 

 Real GDP at time t, measured in prices in the base year 0 
can be expressed as: 

 

Real GDPt=p0
oQt

o+p0
aQt

a        

 

 The concept of real versus nominal variables is very 
important 

 Nominal variables present values at current prices 

 Real variables present values at constant prices 

1.3. GDP – Nominal versus real 



Example 1/2  

 We look at two time periods, 2010 and 2011 

 We choose the year 2010 as the base year, i.e we use 
2010 prices to convert volumes into values: 

 

 In 2010: 

 Price of 1kg of oranges: $2 

 Price of 1kg of apples: $1.3 

 Quantity of oranges sold: 150,000 kg 

 Quantity of apples sold: 250,000 kg 

 

 Nominal GDP in 2010: 

 $2(150,000)+$1.3(250,000)=$625,000 

1.3. GDP – Nominal versus real 



Example 2/2 

 In 2011: 

  the quantity and price of apples has not changed 

 Quantity of oranges has doubled to 300,000 kg 

 Prices of oranges has increased from $2 to $2.3.  
 

 Nominal GDP in 2011: 
$2.3(300,000)+$1.3(250,000)=$1,015,000 

 

 We can measure the increase in real GDP due to the 
increase in oranges, keeping the price fixed to the base year 
(2010) 

 Real GDP in 2011:$2(300,000)+$1.3(250,000)=$925,000 

 

1.3. GDP – Nominal versus real 



Price deflators and indices 

 When we see an increase in nominal GDP,  how much of 
this increase is due to prices?  How much is due to 
quantities? 

 Measuring how quantities and prices change over time  

  Change of prices over time: the inflation rate 
 

 One important measure of price levels: GDP deflator 

  GDP deflator=Pt=(Nominal GDPt)/(real GDPt) 
 

 Measures the price of output relative to its price in the base year 

 Note that in the base year t=0 and P0=1,  in all subsequent years it will 
measure the deviation of prices from the base year t0 , e.g. if in a given 
year Pt=2, it means that prices have doubled compared to the base year.  

 

2. Price deflator and CPI  



Price deflators and indices 
 Changes (Δ) in the price deflator  (P) reflects inflation, ΔP: 

ΔP = Δnominal GDP –Δreal GDP 

 

 Our example:  

Δnominal GDP –Δreal GDP = ΔP 

(1015-625)/625 – (925-625)/625 = 0.624 – 0.48 = 0.144 

Inflation = 14% 
 

Increase in nominal GDP (62.4%) can be explained by  

1) a change in quantity (Δreal GDP = 48%)   

2) an increase in prices (ΔP = 14%) 

 

2. Price deflator and CPI  



Price deflators and indices 

 In our simple definition we used only 2 goods and prices, 
but of course in reality there are many goods and many 
prices 

 

 Hence, to construct the GDP deflator in reality we need 
to compute a weighted average of different prices, where 
the weights are given by the proportion of each good in 
the GDP  

    

 An alternative measure of inflation: price index 
 Most important: Consumer price index 

 In general:  very similar to the GDP deflator 

 

2. Price deflator and CPI  



CPI versus GDP deflator  
 Consumer price index 

 ONLY goods & services 
bought by the consumers 

 Also imported goods 
(Toyota,  iphone) 

 Laspeyres Index: Fixed 
weight (Quantities) for the 
goods in the basket 

 

 

 Often overestimates  
inflation 

 

 

 

 

 GDP deflator  

 All goods & services 
produced domestically  

 ONLY goods that are 
produced domestically 

 Paasche Index: Weight of 
goods in the basket vary 
across years (changes with 
the decomposition of GDP) 

 

 

 Rather underestimates 
inflation 

 

 

 

 

2. Price deflator and CPI  



Inflation in Italy, 1985-2006 

 Evolution of different inflation rates 

 

 

2. Price deflator and CPI  



Inflation 
 Inflation: the rate of change of the average level of prices 

 
 Usually inflation is measured in terms of percentage 

change of average prices per year 
 
 When inflation is very high, it is measured on a monthly 

base  
 Hyperinflation (monthly inflation rate exceeding 50%) 
 

 Inflation is related to the business cycle and tends to be 
pro-cyclical,  
 i.e. it rises in periods of high growth and decreases in 

periods of slow growth 
 Negative inflation: deflation 
 

2. Key concepts 



Evolution of real GDP per capita in the US 

Source: Mankiw, Macroeconomics, (2001) 

2. Key concepts 



Inflation in the US 

Source: Mankiw, Macroeconomics, (2001) 

2. Key concepts 


