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MACROECONOMICS  Introduction 

 Introduction-Basics 

 Economic systems 

 Money Market/ IS-LM 

 Aggregate Demand and Supply 

 Macroeconomic Analysis 

 Revision (time permitting) 

 Exam  
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Schedule…(upd 25/05) 
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Séances Date Durée Début Fin Intitulé du cours Salle 

1…  18/02/2016 04h00 14h00 18h00 Macroeconomics Kosmos 

2… 26/02/2016 04h00 14h00 18h00 Macroeconomics Kosmos 

3… 10/03/2016 04h00 14h00 18h00 Macroeconomics Kosmos 

4… 18/05/2016 04h00 TBD TBD Macroeconomics Kosmos 

5… 25/05/2016 04h00 14h00 18h00 Macroeconomics Kosmos 

6… 26/05/2016 02h00 09h00 11h00 Macroeconomics Kosmos 

7… 26/05/2016 02h00 11h00 13h00 Macroeconomics Kosmos 
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Economics- Basics 
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By the end of these presentations students should be 
able to:  
 
describe the functions of money and key 

macroeconomic aggregate variables (economic 

growth, inflation, unemployment, imports and exports).  

Explain the role of the government (spending and 

taxation) at the aggregate level 

Explain key global trade balance characteristics with a 

focus on the aerospace sector  

Explain the use of IS-LM and agreggate Demand/ 

Aggregate Supply tools in Macroeconomic Analysis 

Describe key differences between Monetarist and 

Keynesian schools of Macroeconomics  

Explain the short-run and long-run implications for 

macroeconomic analysis  
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outline 
 Notes on historical background 

 Macro and micro economics at a glance 

 Money and key macroeconomic variables 

 Government in the economy 

 Trade balance in aerospace: stylized facts 

 MacroEconomic Modeling and the IS-LM 

 Using the IS-LM framework for analysis 

 Aggregate Demand and Supply (TF) 

 Key elements of Monetarists and Keynesian 

Approaches 
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Main economic schools include 
Classical/neoclassical, marxist and 
keynesian 

 Adam Smith/ Maynard Keynes: moral philosophers 

 1st was motivated for his work on competition (arguably 

named as the 'invisible hand‘) by the waste and 

inefficincies. as well as exploitation generated by 

monopolies. 2nd was motivated by recession and the 

inhumanity of depression, as oposed to growth and 

employment which must be supported by 'expansionary 

government' when markets are dysfunctional and 

expectations pessimistic. 
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Famous Quotes... 
AS: "People of the same trade seldom meet together, even for merriment and diversion, but the 

conversation ends in a conspiracy against the public, or in some contrivance to raise prices.“ 

AS: "It is not from the benevolence of the butcher, the brewer, or the baker that we expect our 

dinner, but from their regard to their own self-interest. We address ourselves not to their 

humanity but to their self-love, and never talk to them of our own necessities, but of their 

advantages"  

AS: "How selfish soever man may be supposed, there are evidently some principles in his nature, 

which interest him in the fortune of others, and render their happiness necessary to him, 

though he derives nothing from it, except the pleasure of seeing it.“ 

AS: "Civil government, so far as it is instituted for the security of property, is in reality instituted for 

the defense of the rich against the poor, or of those who have some property against those 

who have none at all.“ 

AS: "Science is the great antidote to the poison of enthusiasm and superstition."  

Stalin: Ideas are more powerful than guns. We would not let our enemies have guns, why should 

we let them have ideas? 

MK: "The ideas of economists and political philosophers, both when they are right and when they 

are wrong, are more powerful than is commonly understood. Indeed, the world is ruled by little 

else. Practical men, who believe themselves to be quite exempt from any intellectual 

influences, are usually the slaves of some defunct economist. Madmen in authority, who hear 

voices in the air, are distilling their frenzy from some academic scribbler of a few years back. I 

am sure that the power of vested interests is vastly exaggereated compared with the gradual 

encroachment of ideas…. But, soon or late, it is ideas, not vested interests, which are 

dangerous for good or evil…" 
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Macroeconomics vs. Microeconomics 

Macroeconomics  (Income and Employment Theory) 

• Studies the behaviour of aggregate (total) economic variables such as 

income, employment, price level etc… 

Microeconomics  (Price Theory) 

• Studies the behaviour of individuals and groups of individuals , such 

as consumers, households and businesses. 
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In  more detail… 

 Macro-Economics and Micro-Economics…macro-looks at the (national) 
economy as a whole and its three main sectors: 

  primary (agriculture, fisheries, mining etc);  

 secondary (manufacturing);  

 tertiary (services)  

 Most popular macroeconomic themes divide between real economic and 
monetary:  

 Gross Domestic (or national) Product- GDP/GNP, relates to the 
size/growth of economy;  

 changes in the consumption price indexes- inflation/deflation (p); 

 price of money- Interest rate(s)- r;  

 employment- levels of unemployment (e);  

 income distribution- gini coefficient, relates to distributional aspects; 

 Exports- imports (X, M) 
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Production and Allocation-based 
Tools of analysis: The PPF 
 Productive Efficiency: Economy is at its production frontier: 

‘Full Employment’ 

 Allocative Efficiency: allocates the goods in an efficient way: 

nobody’s welfare can be improved without negatively 

affecting someone else’s welfare: Pareto Efficiency 
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The Circular Flow Model 

• traces the exchange of goods and services in 

the economy 

• use of money in the economy results in a 

two-way circular flow  - of goods and 

services in one direction and money in the 

other direction - between:  

> Consumers (Households) 

> Businesses (Firms) 

> Government  

> Other Countries 
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The Market Economy as the Organisation 
of Production and Exchange 
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FOREIGN 

SECTOR 

HOUSEHOLD 

SECTOR 

GOVERNMENT 

SECTOR 

BUSINESS 

SECTOR 
Payments for Wages, Interest, 

Dividends & Rent 

Transfer Payments  

& Government 

Services 

Taxes 
Subsidies & 

Government 

Services 

Taxes 

Payments 

for Imports 

Payments 

for Exports 
Payments 

for Imports 

Payments for Goods and Services 
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Economic Growth 
 

 Annual % increase in GDP 

 Causes: ? 

 Effects: greater material welfare? 
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Y=C+I+G 

 Incomes = value of output produced = 

Expenditure 

 Can measure as sum of (C)onsumption, 

(I)nvestment, (G)overnment spending and Net 

Exports (NX). What does it measure? Inequality- 

quality of life?...  

 Can be looked as either supply, or demand side 

(aggregate Supply/ Aggregate Demand…) 
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Mixed Market Economy Sectors 

Consumption (C) 

• spending by households on consumer goods 

and services including: 

> non-durable goods eg. food 

> durable goods eg. cars, appliances 

• primarily affected by consumer’s disposable 

income (income remaining after taxes) 
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Gross Investment (I) 

• creation of a new business or expansion of an 

existing one or the improvement in the 

production capability of a business through: 

- a new factory, new equipment, better technology, 
worker retraining, new management techniques 
etc…  

• gross investment also includes: 

– changes in inventories (stocks of unsold goods 
and materials) 

– construction of all buildings, such as houses and 
apartments 

– expenditures by government agencies on 
equipment and machines 

• decision to invest affected by expectations of 
profit and interest rates (borrowing costs) 
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Government (G) 

• government purchases include current spending 

by all levels of government on goods and 

services 

– Government purchase of aircraft/battleship 
for armed forces 

– municipality contracts firms to repave a road 

• government spending affected by tax revenues 

and spending priorities 
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Foreign Sector (X - M) 

• exports include purchases of French goods 

and services by foreigners  

• Airbus sales to foreign countries 

• Foreign tourist spends a week in a Alsatian hotel 

• payments for exports remain in French circular 
flow of money and thus add to GDP  

• imports include French purchases of foreign 
goods and services 

• French imports of Italian wine… 

• French tourists spending abroad 

• payments for imports leave the French circular 
flow of money and are subtracted from GDP 

• Statistics Canada uses Net Exports (X-M) to 
reconcile spending inside and outside France 
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• adding together (aggregating) the four 

categories of spending gives us the GDP 

expenditure equation: 

GDP = C + I + G + (X - M) 

Gross Domestic Product (Total Spending) 

Excluded Items from GDP 

• Financial exchanges 

> gifts of money between friends & family; 

bank deposits or stocks purchases 

• Second Hand Purchases 

> purchases of second-hand or used 

goods 
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Output 
 growth 
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Trade Statistics (X, M) 
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Crisis? –output… 

 

http://www.oecd.org/dataoecd/41/33/35755962.pdf 

http://manyeyes.alphaworks.ibm.com/manyeyes/visualizations/oecd-june-2009-gdp-growth-projection 

http://www.oecd.org/dataoecd/41/33/35755962.pdf
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Inflation 

 

 Annual % increase in overall (consumer) 
price level 

 Causes: demand-pull, cost-push, 
expectations, supply of money, 
government spending 

 Effects: redistribution, uncertainty, 
transaction cost, balance of trade, lower 
growth 

 Remedies: monetary policy, budgetary 
prudence 
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Faith… 
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Money 

 Stores value  

 Medium of exchange 

 Unit of account 

Legal tender 

‘A piece of metal, as gold, silver, copper, etc., 

coined, or stamped, and issued by the 

sovereign authority as a medium of exchange 

in financial transactions between citizens and 

with government; also, any number of such 

pieces; coin’ – Webster’s. True, or False? 
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Economy 

 Monetary 

 Real 

MV = PY 

M=supply of money 

V= velocity of circulation 

P=price level 

Y=output 
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Assume  

 V=dependent on interest rate (1*r) 

 Then r=P*Y/M 

 If P and M constant, then as 

income increases so is the price of 

money, which becomes dearer. 
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Monetary… 

 M0=amount of currency, in circulation or as central 
bank reserves- monetary base. 

 M1=M0+current and checking accounts 

 M2=M1+most saving accounts + money market 
accounts 

 M3=M2+other certificates of deposit 

 

 see a generally not academically esteemed site 
http://en.wikipedia.org/wiki/Money_supply#cite_note-SgsM3Data-18 
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Unemployment 

 

 % of the labour force not employed 

 Causes: equilibrium (frictional, 
structural, cyclical), disequilibrium 
(labour laws, minimum wage) 

 Effects: personal, negative 
externalities, economic efficiency 

 Remedies: Demand and supply 
side labour market policies 
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Stylized facts... 
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Business Cycle 

 

 cyclical movements of output and 

employment around a long-term trend 

 Causes: accelerator-multiplier effect, 

expectations, government policy, shocks 

 Effects: uncertainty, transaction cost, 

economic inefficiency, lesser growth 

 Remedies: stabilisation policy 
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So? 

 Importantly, if both Taxes and G increase by the same amount, the net 
effect on Y may be positive… 

 1$ increase in G is directly ‘injected’ into the economy’s spending, 
whereas 1$ increase in tax affects indirectly spending through 
disposable income. So, if G pays me 1$ to produce a paper bag, this is 
a direct addition; if this is derived from 1$ tax extra, then some of this 
dollar will be financed by my savings, thus my direct spending will go 
down less than 1$ I paid for the tax… 

 During cyclical downturns, the government can try and ‘stimulate’ the 
economy, with savings during the upturns… 
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G, T refer to Government Behaviour 

 Government size and spending, of 

particular importance for aerospace, 

defence and space sub-sectors… 

 What determines its behaviour? 
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And its Debt? 
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And Subsequent Reductions... 
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Aggregate data… 

 Is a snapshot that is a good attention-

grabber is understood by all but explains 

very little. The ‘real’ story is at the micro-

level…space and aerospace industries… 

 

 Individual Markets… 
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 & Measuring its Impact on Economy 
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 trade balance…(compare to #15) 
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Specialization in exports in 2008 
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Aerospace manufacturing as a share of gross 
domestic output 
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Guesses… 

 During challenging recessions the governments 
respond during the 1st phase by increasing 
spending and budgets, while during later periods 
examine the benefits and make more educated 
allocations… 

 … 
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Economic behaviour 

 Motives enhanced by free 

competition? 

 Role of income distribution and access 

to resources in society for innovation 

and growth? ‘the invisible hand’ 
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 Aggregate Demand, IS/LM 

 Some Analysis…  
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 Aggregate output/production/income reflect the 

equilibrium between aggregate demand (by market 

players) and aggregate supply (by firms) 

 To the extend that policymakers can influence 

aggregate demand, aggregate supply will follow 

and the economy will move towards a desired 

equilibrium (at least in the short run) 

46 
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AD and AS… 

 Aggregate demand:  

 

 Aggregate supply comes from the firms/suppliers 

in the economy 

 

 AD=AS for some equilibrium Y*:  

47 
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AD… 
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Graphic Approach (b)… 
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Change in Investment by 1 unit… 
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Enter the Government (G=T) 
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Enter the Interest Rate (investment) 
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 The IS curve shows all the combinations of interest rates 

i and outputs Y for which the goods market is in 

equilibrium  

 

 A simplifying assumption we made initially was that 

investment I was exogenous 

We know that investment actually depends negatively 

on the level of interest 

Alternative way to get IS… 
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IS (Investment) 

62 

 The Investment function 

 Is the sum of private investment (endogenous) and public 

investment (exogenous) 

 

 

 Here, the interest rate has a real interpretation: it is the marginal 

profitability of investment 

I
g 

i 
Ig = I(i) + (G-T) 

   gI I i G T


  
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Savings… 

63 

 The Savings function 

 Is obtained from the aggregate demand equation, subtracting 

investment and consumption: 

S=Y-C-T 

S= -C0 +(1-c)(Y-T) 

S 

Y 

S = -C0 + (1 - c)(Y-T) 

mps: 0< (1-c) <1 



Jump to first page 

64 

i 

i i 

Y 

Ig S 

i Y 

45°  
IS 

S = -C0 + (1 - c)(Y-T) 

Ig = I(i) + (G-T) 
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Reductions in G… 

65 

i 

i i 

Y 

Ig S 

i Y 

IS 
IS’ 

Reduction in 
public spending 

IS shifts to 
the left 

45°  
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i 

i i 

Y 

Ig S 

i Y 

45°  IS IS’ 

Higher propensity 
to consume 

IS flattens out 
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The LM curve 

 The LM curve shows all the combinations of 

interest rates i and outputs Y for which the money 

market is in equilibrium  

 

 Unlike our treatment of  interest rate so far, this 

time i has a monetary interpretation: 

 It is the opportunity cost of money, in other words the 

payment made for renouncing liquidity (preference for 

liquidity) 



The LM curve 

 Liquidity preference: Given a level of output Y, the level 

of interest i adjusts so that the demand for money (given 

by the liquidity function L) equals the exogenous supply: 

 

 

 M = Money supple (exogenous) 

 P = Level of prices (exogenous by assumption) 

 


 iYL
P

M
,



The LM curve 

 Simplifying assumption: The liquidity function, which gives the 

demand for real money balances, can be decomposed depending 

on the type of demand 

 

 

 

 There are two motives for demanding real money balances:   

 The transaction and precautionary motive L1(Y) : The money 

demanded in order to be able to transact in the future (function of the 

level of output)  

 The speculation motive L2(i) : The money demanded for purposes of 

speculation (opportunity cost of the interest rate). When interest is 

high, people don’t want to hold money, whereas when the rates are 

low, money demanded increases. 

     


 iLYLiYL 21,



Jump to first page 

The LM curve 

L1(Y) 

Real Money Balances demanded for 
the transaction and precautionary 

motive (L1) are an increasing function 
of output Y 

Y 

L1(Y) 
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The LM curve 
i 

Real Money Balances demanded for the 
speculation motive (L2) are a decreasing 

function of the rate of interest. 

Under a given (low) level of interest, the 

money demanded becomes infinite: agents do 

not want to hold assets, and any money 

available is hoarded. 

Liquidity Trap 

L2(i) 

L2(i) 
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The LM curve 

L1 

Money supply M is fixed and exogenous. The money 

market equilibrium requires  that the sum of money 

demands add up to the supply of money  

(M/P) = L1(Y) + L2(i) 

L2 

Given one demand for money, say L2(i), then the other 

is given, by: 

L1(Y) = (M/P) - L2(i) 

(M/P) = L1(Y) + L2(i) 

45°  
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The LM curve 
i i 

Y 

Y 

L1(Y) L1(Y) 

L2(Y) 

L2(Y) 

LM 

45°  

L1(Y) 

L2(i) 
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The LM curve 

i i 

Y 

Y 

L1(Y) L1(Y) 

L2(Y) 

L2(Y) 

LM 

LM’ 

45°  45°  

Fall in money 
supply 

Pushes LM left 

L1(Y) 

L2(i) 
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Price level shifts… 

75 
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The IS-LM model 

 The IS-LM model translates the General Theory of Keynes into 

neoclassical terms (often called the neoclassic synthesis ) 

 It was proposed by John Hicks in 1937 in a paper called “Mr Keynes and 

the "Classics": A Suggested Interpretation” and enhanced by Alvin 

Hansen (hence it is also called the Hicks-Hansen model).  

 

 The model examines the combined equilibrium of two markets : 

 The goods market, which is at equilibrium when investments equal savings, 

hence IS. 

 The money market, which is at equilibrium when the demand for liquidity 

equals money supply, hence LM.  

 Examining the joint equilibrium in these two markets allows us to determine 

two variables : output Y and the interest rate i.  
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The IS-LM model 

 The model rests on two fundamental assumptions 

 All prices (including wages) are fixed. 

 There exists excess production capacity in the economy 

 

 This is a complete change in perspective compared to classical 
economics: 

 The level of demand determines the level of output and employment. 

 There can be an equilibrium level of involuntary unemployment. 

 

 Why can there be insufficient demand ? 

 Criticism of Say’s law: Uncertainty can lead to precautionary saving rather 
than consumption. 

 Monetary criticism: the preference for liquidity can lead to under-investment 
as savings are kept in the form of liquidity. 
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The IS-LM model 

 The IS-LM model has become the “standard model” in macroeconomics.  

 Its essential contribution (linked to that of Keynes) is this potential equilibrium 

unemployment: 

 Such a situation is impossible in earlier neoclassic models, as the price of 

labour (like all prices) is assumed to adjust naturally until supply and 

demand for labour are balanced. 

 This is why IS-LM remains central to modern macroeconomics, and has been 

extended to explain more markets/ variables: 
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IS 

LM 

Macroeconomic equilibrium and policy 

Income, Output Y 

In
te

re
st

 r
at

e 
i 

Y* 

i* 

The intersection of IS and LM 

represents the simultaneous 

equilibrium on the goods and 

the money market… 

…For a given value of 

government spending G, taxes  

T, money supply M and prices P 
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Macroeconomic equilibrium and policy 

 IS-LM can be used to assess the impact of 
exogenous shocks on the endogenous 
variables of the model (interest rates and 
output) 

 

 One can also evaluate the effectiveness of the 
policy mix, i.e. the combination of: 
 Fiscal policy: changes to government spending and 

taxes 

Monetary policy: changes to money supply 
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 Fiscal policy affects the equilibrium in the goods 
market, via changes in G and T. 
We’ve seen that this influences the IS curve. 

 

 The shift in IS affects both endogenous variables 
(output and interest rate) 
 Previously, we assumed that investment was exogenous 

(There was no interest rate in the basic model) 

 I did not change when G or T were changed 

 This is no longer the case with IS-LM : there is a crowding 
out effect 

 

Macroeconomic equilibrium and policy 



Macroeconomic equilibrium and policy 

1. An increase in spending ΔG pushes IS to 
the right … 

The difference between  Yk and YIS-LM  is 

the crowding out effect 

2. … By an amount: 

 
G

c


1

1

IS 

LM 

Y1 

i1 
IS’ 

Income, Output Y 

In
te

re
st

 r
at

e 
i 

i2 

YIS-LM YK 

But as Y increases (multiplier effect), so 

does money demand. The interest rate 

must increase to compensate, which 

discourages investment 
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 Remember that the equilibrium condition of the 

economy can be expressed as:  
 

G – T = S(Y ) – I(i ) 
 

 Now that we have integrated interest rates... 

 If G-T increases (fiscal policy), the economy 

attempts to correct the disequilibrium by: 

 Increasing S (multiplier effect on output) 

Reducing I (crowding out on private investment) 

Macroeconomic equilibrium and policy 
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 Monetary policy affects the equilibrium in the 
money market, via changes in M. 
We’ve seen that this influences the LM curve. 

 

 As for fiscal policy, the shift in LM affects both 
endogenous variables (output and interest rate) 
Money is not neutral !!  

 This is one of the central contributions of Keynes 

 This conclusion changes somewhat when examine AS-
AD (IS-LM with inflation) 

 

Macroeconomic equilibrium and policy 



LM’ 

Macroeconomic equilibrium and policy 

1. An increase in money supply shifts LM 

to the right …. 

3. …And increases output by stimulating 

investment. 

2. …Which reduces the rate of interest... 

IS 

LM 

Income, Output Y 

In
te

re
st

 r
at

e 
i 

Y1 

i1 

Y2 

i2 



Macroeconomic equilibrium and policy 

 The two policies are not independent, as they both affect 
the endogenous variables:  

 The interest rate i 

 Income Y 

 Hence the idea of a policy mix… 

 

 3 examples of policy mix issues 

 The good: the Clinton deficit reduction in 1993, 

 The bad: the German reunification in 1992, 

 The ugly : the  current debate on the “liquidity trap”. 



LM’ 

Macroeconomic equilibrium and policy 

1. Clinton decides to reduce the US deficit 

(by increasing taxes) , which shifts IS to 

the left 

3. The end result is that output is held 

constant, with a strong fall in interest rates 

2. At the same time, Alan Greenspan 

increases money supply in order to 

stimulate output  

IS’ 

LM 

Income, Output Y 

In
te

re
st

 r
at

e 
i 

Y2 

i2 

Y1 

i3 

IS 

The Clinton deficit reduction in 1993 

i1 



IS’ 

LM 

Macroeconomic equilibrium and policy 

1. The German reunification resulted in a 

large shift of IS to the right, mainly 

because of the extra government spending 

and increase in consumption from the ex 

DDR 

3. The end result of this lack of 

coordination is that output was slightly 

reduced, with a large increase in interest 

rates. 

2. At the same time, the Bundesbank 

drastically reduced money supply due to 

inflation fears, as the ostmark/DM 

exchange rate had been set at 1 for 1 due 

to political reasons 

IS 

LM’ 

Income, Output Y 

In
te

re
st

 r
at

e 
i 

Y2 

i2 

Y1 

i1 

The German reunification in 1992 

i3 



IS’ 

LM’ 

Macroeconomic equilibrium and policy 

1. The subprime-based financial crisis has 

frozen credit markets as well as depressed 

consumption. This has caused a large fall 

in investment, shifting IS to the left 

3. But these policies have had no effect, 

and the rate of interest is practically zero 

(ZIRP!) 

2. The central bank have responded by 

injecting large amounts of liquidity in the 

markets, and making credit easily 

available(“Quantitative easing”). This 

pushes LM to the right. 
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The current liquidity trap ? 

3. The only way out is a large fiscal policy 

push. 
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The LM… 
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Models are expandable… 

 Lets look back at slide 83 on the impact of G 

increasing… 

 

 But adding in our model a wealth effect, 

whereby an increase in G through bond 

issuing by the government NOW affects the 

demand for money because of an increased 

real total financial wealth… 
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Macroeconomic equilibrium and policy 

1. An increase in spending ΔG pushes IS to 
the right … 

The difference between  Yk and YIS-LM  is 

the crowding out effect 

2. … By an amount: 
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YIS-LM YK 

But as Y increases (multiplier effect), so 

does money demand. The interest rate 

must increase to compensate, which 

discourages investment 

LM2 

i3 

YIS-LM2 

The difference between  YIS-LM and YIS-LM2 

is the financial assets effect 



The LM curve revisited… 

 New Liquidity preference: Given a level of output Y, the 

level of interest i adjusts so that the demand for money 

(given by the liquidity function L) equals the supply: 

 

 

Where now though we have: 

 M = Money supple (exogenous) 

 P = Level of prices (exogenous by assumption) 

 a = Total financial assets 









 aiYL

P

M
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We can assume that total (financial) wealth at time t is 
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Resulting in an assets/wealth effect that means that because people 

hold more bonds, their increased wealth effect means that they 

have a higher requirement for liquidity…  



Jump to first page 

107 



Jump to first page 

108 



Jump to first page 

109 



Jump to first page 

110 



Jump to first page 

111 



Jump to first page 

112 



Jump to first page 

Long run… 
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Fiscal expansion LR 
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Monetary expansion LR 
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But on the other hand, as Keynes said: in the long run we are all dead… 

 

Bring me a one-handed economist… 
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Thank you and have a nice day 

 

     
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Some curriculum readings… 

1. Blanchard and Johnson Macroeconomics 

2. Mankiw Macroeconomics  
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