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As a recent high school graduate who has just embarked on the journey towards
higher education, I understand the apprehension and uncertainties that come
with it. I often hear about the challenges and expectations of college courses,
and it is natural for students to feel overwhelmed and underprepared.

However, it does not have to be this way. With the right mindset and resources,
we can equip ourselves with the knowledge and skills necessary to thrive in
college. This College Prep Economics Review Booklet aims to provide such
resources, specifically tailored to international students in China.

The booklet covers four essential sections of economics: microeconomics,
macroeconomics, international economics, and economics case study. It draws
upon the seminal work of Gregory Mankiw's Principles of Economics, presenting
important concepts in both English and Chinese. Our goal is to make these
concepts accessible to as many students as possible, while preserving their
academic rigor and depth.

Economics allows us to slowly understand the world we live in and unravel
many real-world problems, such as why movie stars are paid so much more than
regular actors and why the standard of living in many African countries is low.
Gradually we can have our thinking and judgment about the world. This is a
study of human development, and we hope to help more people break the spell of
economics being difficult, so that more people can also experience this kind of
economic thinking, not only to help prepare for exams but also to help have a
better and deeper understanding of the world.

It is my hope that through this resource, more high school students will be
encouraged to take college economics courses and be better prepared for the

challenges ahead. Thank you for embarking on this journey with me.

Zihan Liang
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Fundamentals: Basic Economic Concept

1. MEMB %S =MZ I Micro/Macroeconomics and Three Types of Economy

a. WWMEFEEEMEZ T2 Microeconomics and Macroeconomics

TR 2857 2% Microeconomics: 7% 344 (individuals and firms) fiH £, X B3k $8 2 /i A BAFH
DA K ISR %o 34 426 B Jth T P 52 0]

TGS Macroeconomics: fEAFAERNEARKI T, AL PR MEBRE R T2 5 SR K5
M) .

b. =MZF5 Three Types of Economy

Types Marker economy Mixed economy Planned economy
Private firms and Private firms, consumers,
Who? Government
consumers government

Price mechanism .
How? Price mechanism ) Government planning
Government planning

2. SCIFHEBRIRFITE AR Positive Statements and Normative Statements
a. SEUFYERRIR Positive Statement

RKIREWGRIA, iR FH s

R EZ ALY, AR B SR AT A A

AT DA X S S A 56 >R E S IR 2 15 TR

AT DR IERY, AT DU R

b. FMTEHER Normative Statement

TR F MR, RS

FEBCR I 57, B AR H R Zd H AFE - B A
s NIRRT E I, Joik s 5

WA FIEB B, BOA R A — 2 H A A R A

3. Z%% 1+ KEH Ten Principles of Economics

a. FR¥E—. AIHEENEGES People Face Trade-Offs

“There is no such thing as a free lunch. Making decisions requires trading one goal for another.
A special example of a trade-off is the trade-off between efficiency and equity.

Efficiency: the property of society getting the maximum benefits from its scarce resources.
Equity: the property of distributing economic prosperity fairly among the members of society.

b. FE=: EMRBERRELANTHBIECHFKART The Cost of Something Is What You Give
up to Get It

When making any decision, decision makers should consider the opportunity costs of each

individual possibility.

Opportunity cost: whatever must be given up in order to obtain some item, or the value of the next

best alternative foregone.

c. FR¥E=. #H# AN*%BiHFrE Rational People Think at Margin
Rational: systematically and purposefully doing the best you can to achieve your objectives.
Rational people often make decisions by comparing marginal benefits and marginal costs.



If the additional satisfaction obtained by an addition in the units of a commodity is equal to the
price a consumer is willing to pay for that commodity, he achieves maximum satisfaction, which is
the main goal of every rational consumer.

d. FEM. A& EEISH &M People Respond to Incentives

Incentive is something that induces a person to act [by offering rewards or punishments to people
who change their behavior].

Because rational people make decisions by comparing costs and benefits, they respond to incentives.
Incentives may possess a negative or a positive intention.

e. FEA: RETUMENMNKRAEZEFELGF Trade Can Make Everyone Better off

Trade allows for specialization in products that benefits countries (or families) - comparative
advantage.

Comparative advantage is an economy's ability to produce a particular good or service at a lower
opportunity cost than its trading partners.

For example, it was widely believed for centuries that in international trade one country's gain from
an exchange must be the other country's loss.

f. FREXN: WHEERARZLFEIK —MEF 5 Markets Are usually A Good Way to
Organize Economic Activities

Market economy: an economy that allocates resources through the decentralized decisions of many

firms and households as they interact in markets for goods and services.

Market prices reflect both the value of a product to consumers and the cost of the resources used to

produce it.

g. RE+L: BFEANTURENHSE R Governments Can Sometimes Improve Market
Outcomes

There are two broad reasons for the government to interfere with the economy: the promotion of

efficiency and equity.

Government policy can be most useful when there is market failure, which is a situation in which a

market left on its own fails to allocate resources efficiently.

h, FEN: —ERAEBKPRRTEEYREREKEES A Country's Standard of Living
Depends on Its Ability to Produce Goods and Services

Differences in the standard of living from one country to another are quite large. Changes in living

standards over time are also quite large. The explanation for differences in living standards lies in

differences in productivity.

Productivity: the quantity of goods and services produced from each hour of a worker’s time.

High productivity implies a high standard of living.

i. BREN: JBOFERTTEZHME, WM _EF Prices Rise when the Government Prints too
much Money

Inflation: sustained increase in the overall level of prices in the economy.

When the government creates a large amount of money, the value of money falls.

j. FRE+: HeHEmEREES R HEEHNEER S Society Faces Short-Run Trade-Off



between Inflation and Unemployment
Most economists believe that the short-run effect of a monetary injection (injecting/adding money
into the economy) is lower unemployment and higher prices.
The short-run trade-off between inflation and unemployment plays a key role in analysis of the
business cycle.

Business cycle: fluctuations in economic activity, such as employment and production.



Chapter 1 How Market Works

Topic 1 Markets and Competition

1. #HiE, EBES5HEIR Scarcity, Choice and Resource

a. i Scarcity

MR A 2 BRI AN /& LA R NSRRI AE B O . TR BRI, T AN RIAKER 2 055 To R
Economics resources are limited or finite.

o TEARARTES I, FH T HR A R AR S5 ) B UE AT A A BRI o

o — R A —ERIET LT,

o [FEEMEPHER, SORTTLIGIME T miEmates, (HAERI A R 2 [E E 1.

b. EHi%EF Rational Choice

TEH A = L& 552 Neoclassical Economics #1, A —MNEHEEZEMRK: Ira A ZE M people act
rationally.

FEPE £ Rational choice

o AR B Ol R B O AT 4

o IXPEREE EL R MB Fil R A MC.

o HH MB KTIHET MC, AMIAZERELEM.

c. BIF Resources

Resources in economy is anything that can be used to produce a good or service.

* Natural resources (land)

*  Human resources (labor)

e Manufactured (capital)

* Entrepreneurship

YR IC Resource Allocation: Every economy must decide what goods and services to produce how
to produce them and who to produce them for.

2. W5 #H% Market and Competition

173 market & M4 5 80k 5 goods and service 3L 5 3234 4H R — MK . L3 buyers /Fv—
MR E T — M2 TR demand, 324 seller /FA—ANEA Y E T —Fhr= M AE4S supply.
35413 competitive market H1, 1% & buyers 534 sellers, PAE TR AXI I # A H 0
T HAR T3 0

Topic 2 Demand and Demand Curve

1. #FXREIE X Definition of Demand
TR RAE— B I A N A —EMA& SR, T B 0 S MR i IR 45 B2 5 9 HLRe g Il S ) B
P T R FH B AN 1F: desire to buy Al purchasing power.

2. RN Law of Demand
BEE S price TF%, F3RE quantity demanded . XF LI R inverse relationship #7475 K 1]
Mgt e law of downward-sloping demand.



3. &R HZ Demand Schedule and Demand Curve

DD is the Market

Quantity Market T Demand
Price Demanded demand ” Curve , which is the
summation of all
(R.) A B C individual demand
curves.
4 1|1(3 5
3 2 (3|5 10
2 3507 15 D
1 519]10 24

Demand curve is downward sloping.

ik 2k downward-sloping 5 [A]:

o BARRN Substitution effect
EHE SN, M IR s A ) F B substitutes. B substitution effect %
B, FERURIIOTAS T, W 2386 S BE B 0w an A BB IR il o

o AR Income Effect

— PR SN AR )R B A B T 2 I K ) purchasing power, A ELE T DA [FIFE USRI S B &2

IR o IX BN .

4. BREZH5S5FHFRZEF Change in Quantity Demanded and Change in Demand

a. BXKEZ3Z Change in Quantity Demanded

H TN Fr s s, B #EA2E 1k H 2 5] #2 demand curve 26 ) movement, A~ 5/if demand
curve ] shift.

P increase leads to Qd decrease; P decrease leads to Qd increase

b. #FXZ3) Change in Demand (TRIBE)
T J4 %% fmlf Consumers’ tastes and preferences: & &#UCAEHBICH . B PR i 5B G
ZR U IAE PT 8 22738 e PR ST o
R HZEFE f AN 4% The price of related goods:
o HAXAh Substitutes: @IH LG VRS EEK, ST EARR T RG SR, s FAIE K.
o  H%Mh Complementary: W15 JFE LGRS fh AT AS R FESBEIN%S 5 —Fhps b i 75 =K. bei: FHLRFALRE.
I Y\ Income: Fij5UY A disposable income 3 HN- 53507 R th 2k 1 A #25
e IE'% i Normal goods: WIS S 2T Rk A 250 .
*  Fdh Inferior goods: WARIBGINF BT R ith & w2765, PAIX se NMITHER TE 291 ok i) 23k
G A FH B 5T S it o
B 11113 X ¥ & The number of buyers in the market: 7 >RERT 7M.
E 93 B2 Consumer expectations: W15 AATTTE S —4F e i an B RS IR B2 R sk, 84 IRAE AT
RE S IIXHZ R S 7 R

Topic 3 Supply and Supply Curve

1. #t4#1 % X Definition of Supply
HELERAE— BB A NAE— BN T, A H B S I ] Ref LS s p S B &5 1) S
T BT E A = i 2h e A



2. HE4A¥EN Law of Supply

BEE 4% price TR, fLRiE quantity supplied 9> .

ML SRR, AL E FINES) profit seeking activities & &2 5K . K, 250K MK BER
W . XF B RPN RS 2 the law of upward sloping supply.

3. ftZ5 £k Supply Schedule and Supply Curve

* An Individual Supply Schedule ¢ An Individual Supply Curve
Seller 1’s P
Supply of Apples
Price perlb. | Quantity S,
($/1b.) supplied per 2.50
month 200
2.50 11
1.50
2.00 8
1.00
1.50 5 0.50]
1.00 3
1 3 5 8 11 Q
0.50 1

Supply curve is upward sloping.
{25 #h 28 upward sloping R A : 25750 law of supply

4. HAEETH 54243 F) Change in Quantity Supplied and Change in Supply

a. 4 EZ 3 Change in Quantity Supplied (MH#&ZE3h5]#2)

H T MBI S), B #8202 5]2 supply curve £k /) movement, 4252 supply
curve [ shift.

P increase leads to Qs increase; P decrease leads to Qs decrease

b. f:45753) Change in Supply (RPTTEN)

R BN #% Resource Price: # 55 5Fl i #7841 5L [A]

P HAh 7 S AR ¥ A5 B AR 5] B2 U8 A 7 540 4% The price of other goods @ 15 —Ff A 7= B AR i AN % B3k,
T3 — P B AR L KD DL R o

T B Technology: FiA b BB GF ol LAY A P2 BioAS, AT anfit 52

T BRI #MIG Taxes and subsidies: FiCIEIIAA; MU FFAK A

E 477 # ¥ Producer expectations: 0 F A N s F - A% 2 b3k, A AT PR S5 4404 78 S HE 170 11737 send their
goods to market. FUNMHEILEA SR, XM, XOdk X FEUME bik. a0 SRR RS vt
W2 Rk, b S AT 4w R 173 rush their goods to market, VAAZRAS H AT M. XN T
HERE, XK FEUNHE TEE.

N %% & The number of sellers: HAhZ&AHHE, HENFEHHEBRZ, fipftNEBK.



Topic 4 Equilibrium (Comparative Static Analysis)
1. TiH¥E Market Equilibrium

) Figure 2.8
Price
Supply
P Equilibrium
Demand
q Quantity

ik 2k demand curve FIEZ5 12k supply curve FAZ KN 2 HT 4% equilibrium price.
3754 equilibrium price H IL7E 7 K & quantity demanded & T 425 & quantity supplied FJM 4% L.
R T IR T 278 below equilibrium, SESZXT AN AR %€ individual decisions &2 HEs % F
ke WIRTTIHN A% = T % above equilibrium, TR 2 & A I HIE I -

WRIETIHE N, BIZIE Rk, MR AR K M Y move toward equilibrium, KN SESEXN 5 B 56 A2
AT R B4 laws of demand and supply.

2. BRELBUTHENBABENELM Changes in Demand or Supply the Effects on
Equilibrium Price and Quantity

a. BRAGLE M MR N E I ™ The Effect of Separate Changes in Demand
and Supply on Equilibrium Prices and Quantities

D increases ] [D decreases

Equilibrium Pt | ?Equilibrium Pl
P Equilibrium Q1 | pj [(EquilibriumQ| |
S
;z' il'
Pl Pf
D,
; . D, ] :
1 1 ! 1
0 Q*>Q, Q o0 QEQ Q
(a) Increase in demand (b) Decrease in demand
S increases S decreases
Equilibrium P | Equilibrium P 1
P Equilibrium P Equilibrium Q |
S, S,
S,
;z' """"""
S o ER N S
l;. -
2 O A S
D,
A -
0 Q>Q, Q o Q+Q, Q
(c) Increase in supply (d) Decrease in supply

TR LI TR, SO R FIRE: (4 ETHR TR, STt



b. FTRAEELE F AT HE NN ERF M The Effect of Simultaneous Changes in
Demand and Supply on Equilibrium Price and Quantity

Changes in demand Changes in supply Effect on price Effect on quantity
Increase Increase Indeterminate Increase
Decrease Decrease Indeterminate Decrease
Increase Decrease Increase Indeterminate
Decrease Increase Decrease Indeterminate

RS T FRIRE, s A ERRE; RS T, BEAENMEE

Topic 5 Elasticity and its Application

1. FRM##E Price Elasticity of Demand (PED)
a. EX5IHE
A measure of the extent to which the quantity demanded of the good changes when the price

of the good changes.

percentage change in the quantity demanded
d =

the percentage change in price
AinQd AinP
Ed = -
Q P
AQd ) AP
(Qd1+ Qd2)/2 ~ (P1+ P2)/2

midpoint formula: E; =

b. #i5IE#MH: Elastic and Inelastic
| PED | >1 elastic; | PED |<1 inelastic; | PED | =1 unit elastic; | PED | =0 perfectly inelastic;
| PED | =0 perfectly elastic

P D p P P P
D \
D
D D
Perfectly Inelastic  Q Perfectly Elastic Q Relatively Inelastic Q Relatively Elastic Q Unit Elastic Q
Demand Demand Demand Demand Demand

c. ®¥m PED FEE Factors Affecting PED
Close substitutes are available.

Whether the good is necessity or luxury

Share of income spent on the good.

The period of time.

d. —REL ERNFRNE#EME Elasticity along a Linear Demand Curve

P
Elastic Eg>1

Unit Elastic Eg=1

Inelastic E4<1

Q
Elasticity Varies with Price Range



e. BIRAE#HENR Total Revenue Test for Elasticity
MR Total Revenue (TR)=PxQ

PED Price change Total Revenue P and TR

PED>1 increase Decrease P and TR move in the
elastic decrease increase opposite direction.
PED<1 Increase Increase P and TR move in the
inelastic decrease decrease same direction.
PED=1 Increase Unchanged NO EFFECT on TR
Unit elastic decrease unchanged

Total Revenue Test (TR Maximized at 1/2Q)

Price

A

PED <1

2. AN Price Elasticity of Supply (PES)

a. EXHITHE

PES is the responsiveness of quantity supplied to a change in price, along a given supply curve,
ceteris paribus.

_ percentage change in the quantity supplied

E, =
a the percentage change in price
AinQs AinP
E, = -
Q P
AQs AP

midpoint formula: Es = (Qs1+Qs2)/2 (P1+ P2)/2

b. #M: 533 Elastic and Inelastic
|PES|>1 elastic; | PES|<1 inelastic; | PES|=1 unit elastic; | PES|=0 perfectly inelastic; | PES|=w
perfectly elastic

c. ¥ PES KA& Factors Affecting PES
The period of time: Long run—elastic; Short run—inelastic
Availability of input

3. H/b3#: Other Elasticities
a. XXM Cross Elasticity of Demand (CED/XED)

~%AmQ,of X
¥ %AmPofY

If Exy is positive, then X and Y are substitute goods.
If Exy is negative, then X and Y are complementary goods.
If Ey is zero, then X and Y are independent goods.

10



b. WA Income Elasticity of Demand (YED)
_ %AmQ,

¢ % AmY (income)

YED>0 normal goods
YED<O inferior goods
YED=0 necessary

Topic 6 Controls on Prices (Ceiling and Floor)

1. ##& LR Price Ceiling
a. EX5 HHE) Definition and Purpose
BURF R S E — N BRI NS, IR M B FE B s Ja, P E A S ES T XA .

H H 1/ protect the interests of consumers F1 to reduce production costs for some producers.

b. BB =Y Effective Price Ceiling
An effective price ceiling must be set below the equilibrium price. (4% F IR /i)

P \ .
S Creates a shortage since amount

demanded will be greater than
the amount supplied

/ ; E Price Ceilings
$hqrtage
e N

Qs Qe Qq Q

2. W& TR Price Floor
a. EX5HHK Definition and Purpose
BURF R R = e — A BRI AR, X MR e e stz 5, Tiinsd & RegfEix Mgz BT .

H H 172 to protect the interests of producers Fl to support the development of an industry.

b. BRHIRIKIRM Effective Price Floor
An effective price ceiling must be set above the equilibrium price. (k& R 5 &)

Surplus/ s

p

Price Floors

Creates surplus  since the
amount supplied is greater than
the amount demanded

Qd Qe Qs Q

11



Topic 7 Consumer Surplus and Producer Surplus

Price

Consumer Surplus Supply

Equilibrium

Price

i Demand
Producer Stuplus

o . Quantity
Equilibrium quantity

TH 935 #42 Consumer surplus: 1 2% ¥ B B AT willing to pay FISEFRITH% actual price FIf kg2
Zo

A2 4% Producer surplus: A7 35 H 8 7 i I 52 FR 480 actual amount 5427235 S AR AT g 252 lowest
amount of the producer FJ %2 % .

M4 Total surplus: ¥ %% £ 4% consumer surplus 14 =% # 4% producer surplus

Topic 8 Market Efficiency, Market Failure and Deadweight Loss

1. % E Market Efficiency
A P23 % Productive efficiency: min ATC
SRR Allocative efficiency: P=MC

2. TiHRR Market Failure
a. MHRREIE X Definition of Market Failure
Some unregulated markets do not allocate resources efficiently. ASAEF %4 ML & ¥4

b. W% /1 Market Power

The assumption is that markets are perfectly competitive. But in the real world, competition is
sometimes far from perfect. In some markets, a single seller or buyer (or a small group of sellers or
buyers) can control the market price. This ability to influence prices is called market power. Market
power can make markets inefficient because it can cause prices and quantities to deviate from the
equilibrium between supply and demand.

B mig e m e (HAENSEM A g, EaAmTiEeesd. £ %hiyt, EADBRA T8 K
B (BN B KD ATAEHITT I RS o IXFHEEm N RS I RE I N T S ). idm i mT DUAE
MR, FONESEMEMEES BRI,

c. AN Externalities

It is assumed that market outcomes affect only the buyers and sellers who participate in the market.
However, in the real world, the decisions of buyers and sellers sometimes affect those who do not
participate in the market at all, such as pollution. This side effect of the market is known as an
externality.

i 4 R RN 2 5 i) K FH ML . (HAEBLSEH Ay, SE A S22 B ok SR I 2 S I IS e AR A A
ZHWYIN, Wimd. TR XA EI1E BRI .

12



d. BB K Deadweight Loss
i+ 4 7=t /b underproduction B4 7€ £ overproduction S 2] & 4% Total Surplus HJJk/> .

P

Deadweight
loss from
underproduction g_pc

L
T

4r S ¥ Deadweight
; vloss from
3r Vg : overproduction
2 A
. i D=MB
1t |
1 | _J: L L L
0 1 2 3 4 5 6 Q

13



Chapter 2 The Economics of Public Sector

Topic 9 Externalities and Market Inefficiency

1. 44t Externality
a. A Externality
Xt JE L = A 520 The uncompensated impact of one person’s actions on the wellbeing of a bystander.

b. 43 Classification

1EANERYE Positive Externalities: X4 A\ A 45200

1V % AR PE Positive consumption externalities
1EAE P24 E Positive production externalities
MR Negative Externalities: X # A PR5 00
B9 P44 Negative consumption externalities
o fAEFEHMETM: Negative production externalities

[ ] @. [ ]

2. HBR AR AL BRER A Marginal Benefit and Marginal Cost

a. LB 5 FRaA K E X Definition of Marginal Benefit and Marginal Cost

14 bRk & Marginal benefit: the extra benefit that is gained from the consumption of one extra unit.
1R A Marginal cost: The extra cost needed to produce on extra unit of the good.

3. BA. S MtLEW I 5RA Private, External, and Social Benefits and Costs
a. A RSB Private, External, and Social Benefits
1LBrAAN W ZE Marginal private benefit (MPB): The benefit from an additional unit of a good or
service that the consumer of that good or service receives.
1L BRAMERIK 2E Marginal external benefit (MEB): The benefit from an additional unit of a good or
service that people other than the consumer enjoys.
1 BrAt 2505 %% Marginal social benefit (MSB): The marginal benefit enjoyed by consumers of a good or
service (MPB) and by everyone else who benefits from it (MEB).

Marginal social benefit=Marginal private benefit + Marginal external benefit

b. A AEMHELSBRA Private, External, and Social Costs
1A FRAL N A Marginal private cost (MPC): The cost of producing an additional unit of a good or
service that is borne by the producer of that good or service.
1LBRANE A Marginal external cost (MEC): The cost of producing an additional unit of a good or
service that falls on people other than the producer.
1Bt 2 A Marginal social cost (MSC): The marginal cost incurred by the entire society: by the
producer and by everyone else on whom the cost falls.

Marginal social cost=Marginal private cost + Marginal external cost

4. #ESHIRECE Social Allocative Efficiency
Allocative efficiency ensures that resources are used so that their marginal benefit to society is
equal to their marginal cost. An efficient market is always reflected in the market prices of goods

and services.
Marginal social benefit (MSB)=Marginal social cost (MSC)
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5. IEJHZRAMETE Positive Consumption Externality

P|

S=MPC=MSC

D=MSB

Underallocation D=MPB
[
0 Qu Qs Q

Socially optimal quantity MSB=MSC

6. FAEFRSMEYE Negative Production Externality

Overallocation
i

0 Qs Qu Q

Socially optimal quantity MSB=MSC

7. 5hERYE SEBURFTT Externalities and Government Interventions
a. HSPERIE S EEBL Negative Externality and Indirect Tax

P :
" S=MSC=MPC External benefit

=per-unit subsidy

price

Consumer
subsidy

subs

D

— private

Quk Q. Juantity

8. AMEH:RIFAAME YT Private Solutions for Externalities
a. MABRFTEKAE Types of Private Solutions
FHIEFE R TR 2 2 kA Ut Use ethical norms and social constraints to solve



% 174 Charitable act

BT EE A RS T BIR SR AR A5 PE A 8 Solving externalities by relying on the self-interest of all
parties involved
25 2% 7 %3] 4% Interested parties sign a contract

b. B EHE Coase Theorem

WAL N T7 0T LA A g B UE IC B AT RS, B4, AT mT DA B AR R 0 2k i) 230 P 0 Ao
TEREATIBCR] QEERFE PIARD Wl 73, A %% J7 e m] DU R—Fh i, EX R pplrh, A A8
ROLHFT AR Y, T H, R 2EMER.

c. RMNBRFTEHABRE M Private Solutions Don't Always Work

A8 S AN transaction cost HITELE

AL 5 A 72 25 T7 TEIE BB AT P SO HE H B A R A

WRFIRH L 7T e

MM 58 %7 NEORZ WS, RO SRR OGN, RO P AR AR T

Topic 10 Public Goods and Common Resources

1. RAFAIF 5 Public and Private Goods
a. PUF7E & Four Types of Goods

Rival in consumption Nonrival in consumption
Excludable Private goods Artificially scarce goods
Non-excludable Common resources Public goods

HEAth 1 Excludable: 7 LAFH 1kt A5
AEHEMh 4 Not-excludable: ANAERH 1E Al A A
o4 Rival: 24 A FEEH

AE35E 4P Not rival: HAERANAEHH

b. A3t Public Goods

%A Het M nonexcludable; %7 754+ nonrival

&M 2519 @ Free rider problem

* Consumer attempts to benefit from a public good without paying for it

* Consumers know they can enjoy the provision of these goods without paying for them
* Thus, the gov. oftentimes provides these goods and pays for them through taxes

c. #A % Private Goods
Hefh 14 excludable; =4+ rival

2. BA-KZESHT Cost-Benefit Analysis
FRAS-SE 2 73 B B 4 — b 2 P it AR o AR 5 4 2 2 AT 5
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Topic 11 Taxes and Equity & Taxes and Efficiency

1. BHBL. REBBLA RBBL Progressive Tax, Proportional Tax and Regressive Tax
RitHL Progressive Tax: FEAEUWA RGN, BB 8mM, SUBAR LIRS, XE NS 85K,
¥ EE I FE Proportional Tax: TiBUWIAZ D, Bigk A2,

ZIEH Regressive Tax: FIEUWARIIEM, Bk mbiz N, SR ELEED

2. W BEN53Zf168 /7R ] Benefits Principle and Ability-to-Pay Principle

W28 J5L 0 benefits principle tAA AATTRZZARYE A ATTABUR AR 25 15 2R 25 Sk g4 B 1) AR

S ATRE 7R ability-to-pay principle A AN IZARHE — N A AT PAAK 2 # A7 PSR X ANAERG ) AR,

SATREIE AT T PR I PIAHEL D) PSRRI ) P 55

o YnFEE vertical equity 5K AT RE ST B AR GIBL N ROZ RGN TE 2 B R AR . (HE AR Z 2/ g?
X AEVF 2 KBBR8 £ R

o 15§ horizontal equity = 5KA A AT GE J1 B9 BN BS540 55 Rl ) AR

3. FEAFAFETMEEAR Budget Deficit and Budget Surplus
TE 757 budget deficit: BUF 3 government spending KT BUFULA government revenue.
T 4% budget surplus: BUFFUILA government revenue KT EUF i government spending.

4. B AIEETHHE Tax Incidence and Efficiency
a. BilgHH Tax Incidence
Tax incidence is the division of the burden of a tax between the buyer and the seller.

b. MEBXT T HIE W Ll 248 F] Effects of Specific Taxes on Markets and Social Welfare

Price s
Consumer Surplus Supply . s
A B I
qu"hbnum _____________ - Tax Burden on Consumer, e E
Price G T Hy/m uc F
1 Demand L
Producer Stirplus
i
Equilibrium quantity Quantity
Market without tax Market with tax

XFAE, REERKREITY, HE efficient 1), tHil 2 marginal benefit is equal to marginal cost,
H total surplus 26T consumer surplus Ji_I producer surplus.
A, BUFES producer il per-unit tax, tax FN—> additional cost f#i75 supply curve £ F%.

c. WABIKT I EREM Explanation of Market with Tax

P

17



Price before tax, labeled P1

Quantity before tax, labeled Q1

Quantity after tax, labeled Q2

Tax per unit, labeled tax (tax is the vertical distance between two supply curves)
Prices consumers pat after tax, labeled Pc

Prices producers receive after tax, labeled Ps

Total tax revenue for the government after tax, labeled b+c+d+e
Consumer surplus before tax, labeled a+b+c+f

Producer surplus before tax, labeled d+e+g+h

Consumer surplus after tax, labeled a

Producer surplus after tax, labeled h

Deadweight loss due to tax, labeled f+g

Amount of tax revenue consumers pay, labeled b+c

Amount of tax revenue producers pay, labeled d+e

Total expenditures after tax, labeled b+c+d+e+h+i

Total revenue after tax, labeled h+i

d. BikmEM#FEM: Tax Incidence and Elasticity
Less elasticity, more tax burden (subsidy burden)

P Elastic supply

Inelastic demand

Price buyers
pay
Price without tax

Price sellers

receive

Inelastic supply

Elastic demand

Price buyers
pay
Price without tax

Price sellers

receive

5. Bl EIBH KK M Magnitude of the Deadweight Loss from a Tax
TR Gt vE R, DWL R, FoRS5 4G/ (inelastic), DWL ks

6. UBRBREFHHE

TR Average tax rate & SCATHEBLER PLEIRON o
PR Marginal tax rate 23800 1 JoUN B SCAT BB ML o

18



Topic 12 Quantity Restrictions

Oil Market with Quota S
5.0

4.6
Quota, 2 million barrels
4.2 cs
38

Transfer
33 Consumers to
Producers

2.9 DWL
25

21

Price ($ per gallon)

PS
17

13
0.8

D

0.4

0.0

005 1 15 2 25 3 35 4 45 5 55 6 65 7 7.5 8
Quantity (Barrels of oil, millions)

BURFIR 2 I Fh i 32 25 BU&E sets the number of certain commodities to be traded. BUF< BT KA AT
ilF issuing permits 53 i licenses 577 ROR IR HEAN 137 #I5E 5 30&E number of transactions.
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Chapter 3 Firm Behavior and the Organization of
Industry

Topic 13 Production Possibilities

1. Hl&BiA Opportunity Cost

AV A NI EE BN TR — A E TRl 2y, BOR A — € SR IRAT RSO IS BT s s 84 5 — Fh
PN

filtn:  AAT R BN 2 As 2 SR AT S A B R i DY 4 25 AR Bk Ag e 2t

2. AEFETTREHE 4k Production Possibilities Curve

a. AFEArRe i #2210 52 X Definition of Production Possibilities Curve

FE—E M E R B AEARIKFTS, AP B IRRENS AL 17 S IR SS 1) A AT e B & . iy
Production Possibility Frontier (PPF)#ll Production Possibility Boundary (PPB).

Capital
Goods

PPF

Consumer
Goods

The opportunity cost of adding 60 capital goods is 80 consumer goods.

b. HHRF\BAELR T Consumers Goods and Capital Goods

Consumer goods directly satisfy out wants, while capital goods satisfy indirectly since they permit

more efficient production of consumer goods.

e 4% i Consumers goods: 4 FHIAEE A current choice favoring more consumer goods will result
in only a modest movement to the right in the future.

o AN Capital goods: KHKHIFE K A current choice to produce a greater portion of capital goods

with the available resources can result in a greater rightward movement in the future.

c. &E. LARNLIK A Points on, inside, and outside the PPC

Points On Curve:
Attainable and Productively Efficient

_ Points Outside the

Curve:

»w 4 0 W o R

Inside Curve:

Attainable but inefficient

20



d. A=l etk &I IR Shapes of the PPC

PPC straight fIEHL T : ML AH constant; BT PA5E3EH A

PPC bowed out 15 F: HLE A increasing
Y

<

Y-COMMODITY >»

Y-COMMODITY >

O X-COMMODITY B X O X-COMMODITY B X

(a) )

e. ARt &AM Outward Shift of PPC

R Economic Growth
O
b T~
O
T —_
N
PIZZA

Reason: availability of resources, technological progress

f. ZBHKAFE Unbalanced Economic Growth

Figure 1.3 Accelerated Growth in

s future
Only modest growth Capital

goods

Capital

goods

Current

position

1993

Curve

Current

position

Consumer goods Consumer goods

Topic 14 The Cost of Production

1. EMmRAFMRERA Explicit Cost and Implicit Cost

S A Explicit Cost: % &R KISZH .

FatkiiAs Implicit Cost: ¥ 2485 A &) H HAWA S IEAR S NS BRAR .
255 A Economic Cost (HL& A Opportunity Cost)

Economic Costs = Explicit costs + Implicit costs
2. &iFIEFMZEFE Accounting Profit and Economic Profit

21 FE Accounting Profit

Accounting Profit = Total revenue(TR) — Explicit costs
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255 i Economic Profit
Economic Profit = Total revenue(TR) — Explicit costs — Implicit costs
= accounting profit — implicit cost

s 3

T
) O
Economic
. T
Profit A Accounting
‘ L Profit
Implicit
Cost
osts < R \
Economic < E
Costs Explicit v Explicit
Costs E Costs
| N
U
~ E 7

3. IE®AF)JE Normal Profit

Normal profit is economic profit equals 0.

Normal profit is an economic term that refers to a situation where the total revenues of a
company are equal to the total costs in a perfectly competitive market. It means that the
company makes sufficient revenues to cover the overall cost of production and remain

competitive in its respective industry.

4. EHAKH Short Run and Long Run

f53 Short Run

The short run is a time period in which the quantities of some resources are fixed. In a short run, a
firm can usually change the quantity of labor it uses but not the quantity of capital.

K Long Run

The long run is a time period in which the quantities of all resources can be changed. In the long
run the firm has no fixed resources; we say all resources are variable.

5. HHERBASFHEKIX AR Short-Run Production Relationships
a. BB, UhRFEEMFEFE & E Formulas for TP, MP and AP
M7 & Total Products: Total quantity of output produced by a firm.
141 F5r7 & Marginal Products: MP is the additional output resulting from one additional unit of the
variable input.
change in total product

total duct =
otat procuc change in labor input

“FHJr= & Average Products: AP is the output per unit of input.
total product

average product = ———
gep units of labor

b. kR E#EREN Decreasing Marginal Returns (or Products)

Decreasing marginal returns occurs when the marginal product of an additional worker is less than

the marginal product of the previous worker.
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IRAE B E BRI AR EIINE 2 TN, 7 i &2 DLBORIBUIN R

TP

TP

Quantity of Labor

MP

:
'

P | Diminishing Marginal Returns
)
'

\ Quantity of Labor
MP

S e ML bR re & 2 (8] 2k & Relationship between Total Product and Marginal Product

6. AEF2HA Costs of Production

a. EWAEFHA Short-Run Production Costs

i 5E B A Fixed Costs: Joit ™ H A &R b A A A Costs that do not vary with output; costs that
must be paid regardless of output.

AR A Variable Costs: AKE A 7= H7KFFI22 T A4 Costs vary with output levels.

A Total Costs: Fixed Costs + Variable Costs

TFC TVC TC
AFC=—— AVE—— ATC=— (ORAFC +AVC)
Q Q Q
Costs
MC
® AVC declines initially, then ATC>MC ATCl,
reaches a minimum, then
ATC increases (a U-shaped curve) ATC<MC ATCT
AVC ® ATC will be U-shaped curve AVC>MC AVC
® MC declines sharply, reaches a l
minimum and then rises sharply AVC<MC AVCT
because of diminishing returns.
AFC
Q

MC, ATC, AVC and AFC
AR i 28 Relating the Cost and Product Curves

MP, AP

23



ATC & U #h 261 )5 K] Why the ATC is U-shaped curves?
o IBFEBS) spreading effect>diminishing returns effect
o _[FH#5) spreading effect< diminishing returns effect

Topic 15 Long-Run Cost

1. KEIFHEA Long-Run ATC
ATC

%_/ A6
~ ~ "
Economies Constant Returns Diseconomies
of scale of scale s of scale

2 57 Economics of scale: LRATC|
AL BT Diseconomies of scale: LRATC?
AR I A48 Constant returns of scale: LRATC is constant.

2. FAEIRBNIE £/ AZ Increasing/decreasing/constant returns to scale
Increasing returns to scale

* Inputs=10output=100

* Inputs=20output>200

Decreasing returns to scale

* Inputs=10output=100

* Inputs=20output<200

Constant returns to scale

* Inputs=10output=100

* Inputs=20output=200

3. VI&EA Sunk costs
Sunk costs are expenses that have occurred in the past but are not related to current decisions.
(Can be ignore)

Topic 16 Profit Maximization of the Firm

1. ARk 5idbrA Marginal Revenue and Marginal Cost
BRI a8 Marginal Revenue: 4525 42 72— AN 5 BT 3RA5 (U &5
PBRA Marginal Cost: %2 A2 7= — N7 i i 75 2 I OAS

o JATR _ TRy — TR,

AQ 1
e = MC _ TGy = TG,
AQ 1
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2. Bt MFEE A Optimal Point and Profit Maximization

2500
Marginal Cost

2000

1500
Maximum possible
profit
1000

Total Cost/Total Revenue ($)

\

w
1=}
S

Demand

0 1 2 3 4 5 6 7 8 9
Marginal Revenue

-500
Quantity

Optimal rule: MC=MR @f MR>MC, increase production; if MR<MC, decrease production)

3. MC & U Z{h£:fJR A Why the MC is U-shaped curves?
MC? diminishing marginal returns
MC| specialization of labor
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Chapter 4 Market Structure

Topic 17 Introduction of Competitive Market

1. % Characteristics

Perfect
Competition

Number of Type of Ability to Set Product

. . . L. Ease of Entry

firms Product Price Differentiation
Relativel

Numerous None. None. Products Y

. Homogeneous . . . easy to start a
businesses Price-taker are 1dentical. .

new business

2. SEERSFAVAKTER Demand as Seen by a Perfectly Competitive Firm

$

P = MR because each
additional sale brings
the price as revenue -
never

more, never

less.

D=MR

Quantity Demanded (sold)

D=MR=AR=P

3. BERFHFEBRE KM Perfect Competition for Profit Maximization

Price
A

MC

Q Quantity

£ MR=MC K}, =Z&FjEH KM Profit Maximization HJr= &

4. HH w47 % Short-Run Perfect Competition
a. BPFEETH Abnormal Profit and Economic Loss

ATC

L\
AR

Abnormal Profit

26

Economaic Loss




b. &WEHTH: £ Shutdown Point in the Short Run
P>=min AVC—continue to produce
P< min AVC—shut down

c. MDMEHIMELA ML Firm's Short-Run Supply Curve

A

SMC

Price

SMC - Short run Marginal
Cost
SAC AVC - Average Variable
Cost
AvC SAC - Short run Average
Cost

0 Output "

Shutdown position 2 Ff] MC
Marginal cost curve above the minimum point of its average variable cost curve.

5. K474 Long-Run Perfect Competition

a. K¥PRL7%F TR Long-Run Perfectly Competitive Market Premise
The only adjustments are the entry and exit of new companies.

All firms have the same cost curve.

The industry is cost-constant (entry and exit do not affect resource prices).

b. SMLAITIFHAIXRL Side-By-Side Graph
T A Short-Run Economic Loss and Long-Run Equilibrium

ATC

MC
............ \%A R;=AR;=Pp,

14 D=MR,=AR,~P,

0 R g o 9 Qs )

Market Firm

TR R A I Short-Run Economic Profit and Long-Run Equilibrium

MC
ATC
\ D,=MR,;=AR,=P,
----------- N /fa”  D~MR=AR=P,
. 6
0 Qui Qe Q 0 Qe Qy Q
Market Firm
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5T Short-Run Equilibrium

i
5000

Q : Q
Industry Firm
6. RFE Efficiency
TEA T 5 1T 3 [F) B i A2 2B A RS TG A AR
Topic 18 Introduction of Monopoly
1. %#E Characteristics
Number of Type of Ability to Set Product B £ Ent
firms Product Price Differentiation ase of Antty
Most. Seller is
only source of
Monopoly . .
A single Unique; no produce None. Product L
oL . . Very difficult.
producer substitutions and can act 1S unique.
like
price maker.

Earn abnormal profit

Monopoly has sufficient market power

2. FHNEEZ Barriers to Entry
EEEES: Legal Barriers (5@ patent; 4FAJilE [ # license)
St JE AT KK BT L Resources Ownership
257 Economics of Scale

3. BE—r#ZWHr Single-Price Monopoly
a. BE—Yrig WS E R Single-Price Monopoly Short-Run Graph

Profit
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b. IRk EEFBTRMEHEK X R The Relationship between Marginal Revenue and
Elasticity

Elastic

\ Inelastic
P, /\,%

D

Q
QA Q
MR

If a price fall increases total revenue, demand is elastic.

If a price fall decreases total revenue, demand is inelastic.
Total revenue 1s maximized when demand 1s unit elastic.

c. BB E Single-Price Monopoly Efficiency
WA IEFIECE ZCR allocative efficiency 545720 productive efficiency

4. B—MRBHEEE2RTF K HE Comparison of Monopoly and Perfect Competition
If MC=ATC

=
CS
=
dwl\ C
ATC MC=ATC
(PC) MR
Qm Qc Q

5. B#ZMN Natural Monopoly
A natural monopoly is a type of monopoly in an industry or sector with high barriers to entry and
start-up costs that prevent any rivals from competing.

P

Unregulated
Pricing

/

Fair-Return

S e e Pricing

Socially Optimal
Pricing

PR f=--===g------- ATC

PSO |- == mmmmm s m s m s\ oo : MC
]
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6. YrigBiARZ W Price Discrimination Monopoly
a. X

Charging different customers different prices for the same good.

b. EXMEEMN (F MBI Perfect Price Discrimination (First-Degree Price
Discrimination)

B — B A AN R A%, BV E 28 W R0 B — AN 28 X AT s ™ il P S AT B e K TR T &

I LA goE HAN S, BITRf s B TR 56 T 0072 R 75 SRANAS DRI SRAT BT 2 (1) A 2 R 4

p

MC

Quantity sold Q

BH5ZER4r A AE (producer surplus) profit with perfect price discrimination

*  Consumer surplus is equal to 0.
e Asthelast unit is sold where P=MC, there exists no deadweight loss under the pricing strategy.

c. B_HIRB Second-Degree Price Discrimination

5 AR BN AE N S A AT AE H RIEFENLH self-selection.

Second-degree price discrimination is the practice of charging different prices for different
quantities, such as quantity discounts for bulk purchases. When a corporation charges a
variable price for different quantities consumed, such as quantity discounts on bulk purchases,
this occurs.

Price

Revenue at standard price = $500

Revenue at wholesale price =
$700

100 200 Quantity

d £ HEEMR (B=MHE M) Third-Degree Price Discrimination (Group Price
Discrimination)

B RS B KRR N TR AN AR B

Third-degree price discrimination occurs when companies price products and services differently

based on the unique demographics of subsets of their consumer base, such as students,

military personnel, or older adults. As such, it's commonly called group pricing.
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Market Segment 2

Market Segment |

e. MREMEI %M Conditions for Price Discrimination
e Market power.

* Different elasticity of demand.

* Make sure no resales between the consumers.

7. BHIZW 7% Regulated Monopoly
HEBRMNIESATFIRENH Socially Optimal Price and Fair-Return Price

Monopoly

g price
> p \ Fair-return :
& s S
8
2P ATC
o a
S MC
o
a

MR b D

0 Qn Qo Q
Quantity

- Z AN Socially Optimal Price: P=MC
N PR ZET#E Fair-Return Price: P=ATC

b. &kZWik Antitrust Laws
Prevent mergers.
Break up big companies.

Topic 19 Introduction of Monopolistic Competition

1. $E Characteristics

Number of Type of Product Ease of
, yP Ability to Set Price | __. o
firms Product Differentiation Entry
Some. The degree
Monopolistic of product . Relatively
.. Large ) .. i Varies
Competitive ) . differentiation will ) easy to
number of | Differentiated . depending on
. affect the ability of . start a new
businesses the industry )
the seller to set business
price.
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2. EHBABAEER TR Short-Run-Making Abnormal Profit or Loss

(a) Firm makes profit (b) Firm makes losses
Price Price
MC Mmc ATC

Biice e ATC  ATC
ATC \ Price} T

Demand

MR
0 Profit- Quantity 0 Loss- Quantity
maximizing minimizing
quantity quantity

3. IE%#)JE Short-Run-Making Normal Profit

ATC HAE S X Q N minimum-cost output

4. ZWm S 5 x££ 3% % X Comparing Monopolistic Competition with Perfect
Competition

In P.C. ATC=P=MR=MC

In M.C. ATC=P>MR=MC

P.C. achieves productive efficiency by producing at the min ATC.

M.C. results in excess capacity (they produce less than the output at which average total cost is

minimized)

5. J 4 Advertising
a. WHREM % Market Types and Advertising
BT BE&RFTHI, HKATHHBEELIT & advertise RI|THEHE .

b. XTI %K% Arguments about Advertising

I BIEPEE Critics of advertising

o AMbfTE RN T EHU AT Z &F Manipulating people's hobbies

o W EAOEMR, MARE SR It's psychological, not informational

o HUTHANE [ —MASRATFEREE Creates a desire that did not exist

o JiEHIHI T 354 Suppressed competition

45 B3P Defenders of advertising

o ANVHTTE MU R AME S, AT S R, B S AR RS )67 B 55 (E B Providing
information to customers

o JUERMTES, AT SR R R 1T BT Ak, XFEER A  R s 2=, fE
BERANNARA T 5% /128N T Promotes competition

. HRGEFAEN, R EEE N T WG i 5] % Easy for new businesses to enter
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Topic 20 Introduction of Oligopoly

1. % Characteristics

Number of Type of Product Ease of
, yP Ability to Set Price | __. o
firms Product Differentiation Entry
More. Sellers can
act as monopoly )
) ) Varies. Some .
. setting price or . . Difficult.
Oligopoly Homogeneous industries may .
A few large sellers can act ) i High
. or . be identical;
businesses . . independently and Startup
differentiated . . others may be
ability to set price ) . costs
. . differentiated.
is determined by
differentiation.

2. X3kZWr Duopoly
An oligopoly with 2 members.

3. AZAERF/R Collusion and Cartel
‘745 Collusion (agreement): increase their profit, restrict output or raise price.
+4F/R Cartel: a group of firms acting in unison.

4. TZE¥ Game Theory
a. EZFHERHZE X Definition of Game Theory
Study of how interdependence decision makers make choice.

b. W Payoff Matrix
A diagram showing how the payoffs to each player in a game, depend on the actions of both.

For example,
Suspect 2
Confess Don’t Confess

(1) (1)

Confess |6 Years 1 year
(2

(@

6 years 10 years

(1) (1)
Don’t |10 years 2 years

Confess (2)
1 year 2 years

KT suspect 1, BiEF. WHEE confess HIiE, WA 6 F 1; WIEE don’t confess 1%, WA 10 1 2.
6 fil 1 kL 10 F1 2 BN, FlFLL% confess (suspect 1 [f) dominant strategy).

KT suspect 2, BEF. WHEE confess fIiE, WA 6 F 1; WEE don’t confess 1%, WA 10 A1 2.
6 fil 1 L 10 F1 2 BN, flFLL% confess (suspect 2 [f) dominant strategy).

FTEL, (confess, confess)ii & Nash equilibrium.

Suspect 1

c. BMLKHE Dominant strategy
An action that is a player’s best action regardless of what the other player does.

d. #H#H45 Nash equilibrium
Occurs when the game end.
ALK BE 24 Dominant strategy equilibrium: P AV #ATIES T dominant strategy.
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5. WITIE/R—bhF 2% Herfindahl Index (HHI)

The Herfindahl index is a measure of the size of firms in relation to the industry they are in and is
an indicator of the amount of competition among them.

o AT FTAE 2\ T BT 2 N

o RawBEER

o FREGEUR, 1ML )RR
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Chapter 5 Economics of Labor Markets

Topic 21 Demand and Supply of Labor

1. fi4£EFR Derived Demand
The demand for a factor of production is a derived demand.

2. JUBRREEF M Marginal Revenue Product (MRP)
MRPL of a factor is the additional revenue generated by employing one more unit of the factor. % i
AR —A NP R i s

MRP, =

ATR
AQ of resource

= MP X MR = MP X P (perfectly competitive market)

Wage

Rate

D = MRP

Quantity of labor

Under pure competition, the price is constant, so the diminishing productivity is the sole reason
why the demand curve is down sloping.

3. IBRERBA Marginal Factor Cost/Marginal Resource Cost (MFC/MRC)
MFC is additional cost of an additional worker. £ JEAH—A~ N7 K B A

ATC
- AQ of resource

MFC = wage (perfectly competitive labor market)

4. BEFRMEZIFMMNM Resource Demand and Resource Supply

a. MRP as Resource Demand and MFC as Resources Supply

b. BEFRKIPER R Determinants of Resource Demand

Changes in the price of goods.

* Derived demand price of products increases demand more labor.

Changes in the supply of other factors.

* Capital/land is more plentiful MP of labor increases demand shift high wards.
Changes in technology process.

* Increasing labor productivity demand shift rightwards.

c. BFEHARIPERZE Determinants of Resource Supply
Preferences and social norms

Population

Opportunities

Wealth

d. £%#%& Economic rent
The payment to a factor of production in excess of the minimum payment necessary to employ that
factor.
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e. MEFIHBEAWEBRBMNM AW AN Substitution Effect and Income Effect for
Individual supply of Labor

SL
Wage Rate

Income effect >
Substitution

w1 effect

Substitution effect >
Income effect

Q1 Q Labour

Hours worked

Substation effect: as wage rate rises, the O.C. of leisure is increasing, thus, labor will work more.
Income effect: as leisure is a normal good, when income rises, labor will demand more leisure and

work less.

5. BERAWHPFIER K/ Profit Maximization in Factor Markets
MRP=MFC £V F}3fE 5 KR %A

MRP>MFC i i £ £ [ 5 5%

MRP<MFC 93/ 57 5 77 1) Je2 4

Topic 22 Equilibrium in the Labor Market

1. BE7%%K53) /1T Perfectly Competitive Labor Market
a. R#E Feature

Many small firms are hiring workers

Workers with identical skills

Wage is constant

Workers are wage takers

b. TiHE K Market Graph

Wage rate Wage rate S
S=MRC
Wel N ..M Y
=MRP =XMRP
Qe Quantity Qc Quantity
Individual Firm Labor Market

Side-by-side graph for perfectly competition labor market
In the perfectly competitive market, for individual firm, MRPL is downward sloping and MFC is
horizontal.
MRP=MFC is the profit maximizing rule.
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2. ZWi%5 31 711 Monopolistic Market
a. R#E Feature

Only a single buyer of labor.

Labor is immobile.

The firm is a wage maker.

b. TiHEE Market Graph

MRC
Wage rate
S
W, F----7-
Wo--- -/ =
' : MRP

S} Q

A SONSEATER IR, B A8 MRPL=MFCL; T A L¥% Wm 4t
Hire worker until MRPL=MFCL

3. BEMRMAE: RABREIEN Optimal Combination of Resources: Cost Minimizing Rule
MP, MP,
P P

MPL/PL>MPK/PK 3 T. A\ work J#/>H 25 % % capital

MPL/PL<MPK/PK /> T\ work 4 NHL#5 15 %% capital

Topic 23 Earnings and Discrimination

1. BEBNETERETHER Some Factors That Determine Equilibrium Wages

a. fMEHETHEEH Compensatory Wage Differential

FRIH AN R A A B ke 7= A 0 8% 22 )

Compensating wage differentials arise to compensate workers for nonwage characteristics of the job

(i.e. how ‘pleasant’ or ‘unpleasant’ a job is). If a job is unpleasant, the firm must probably offer a

higher wage to attract workers and vice versa. Workers have different preferences and firms have

different working conditions.

For example,

o BT TSR TR ST HAR A AR AR KB TN B o AT A S P ORAMEER AR A AN A
faltE, DL TN BT i BB 3 e e i) A

o L) RRHETAMTHEESTFRZEAPE T AR TH. & L5 RAMEAATA AR B TAE T A K HE
AR Z BN FRANE A A5 7 2K

b. AH%ZA Human Capital
XTI B AR R, WnEE MAERREE I .

c. BeJi. B1AHLE Capabilities, Efforts and Opportunities

d. BEZHEHNZR Superstar Phenomenon
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1137 BRI AR 2 52 e (U AE P SR A i
PR it BT B AR ASE S I A 7 2 AR SEAS i) B 87 051 2 42 (167 ik J O W] e

e. BTHHEKFHKILE Above Equilibrium Wages

T.4> union 5 F R A THEM TAEZMR T A2

BT strike 127 44U VAR 55750 .

BT efficiency wages VoA 1 H8 & TN PIAR = 200 34 i T34 T30 188

2. EMAHF%¥ Economics of Discrimination
B discrimination XA R G RO 0 FR AR NFFEA R FIARRIA NFREEAF I & .
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Chapter 6 Theory of Consumer Choice

Topic 24 Constraints, Preference and Optimization

1. EXH 5i4BR% A Total Utility and Marginal Utility
S Total Utility (TU): Total amount of satisfaction or pleasure a person derives from consuming
some specific quantity.
1A% H Marginal Utility (MU): Extra satisfaction a consumer realizes from an additional unit of
the product.

Change in total utility

Marginal Utility =
arginal Utility Change in quantity consumed

Total Utility
1 2
Ta(c<):s Tsatlll Maf‘)inal 30
Consumed | Utility, Uti?ity 0 H
Per Meal Utils utils” % N
. g BT =t
1 10 ] c
2 18 8 0% 4 2 3 4 5 6 7
]_ 6 m Units COnsurped Per N_Ie_al
3 24 g . Marginal Utility
L o4 e
4 28 £ %
5 0 2 5 4
6 20 b 0 £ "
7 28 L -2 = 1 2 3 4 5 6 7

Units Consumed Per Meal

14 B A 38985 ) Diminishing Marginal Utility: Diminishing marginal utility is the principle that

as more of a good or service is consumed, its marginal utility decreases.

2. FABRKMWHN Utility Maximization Rule: Equalizing Marginal Utility per Dollar
R Z LTk 2t
MU, MU,
P, Py
MUA/PA>MUB/PB—consumers will buy more good A and less good B
MUA/PA<MUB/PB—consumers will buy more good B and less good A
MNH: £ 57K1% 1% The Diamond-Water Paradox
MU of water (low) MU of diamonds (high)
Price of water (low) ~ MU of diamonds (high)

Topic 25 Asymmetric Information and Behavioral Economics

1. AX#HE LS Asymmetric Information
a. AXFRME B E X Definition of Asymmetric Information
—/N AR IEER AR EER L 5 — DA Z . ANIEIRT 5 A0 B2 5 )RR B 2250

b. AX#E B S5AIBUIE Asymmetric Information and Public Policy
YL NFITERI L 7 — 2 N 2R, T A RRAE R UEAS 2R FIA A not making the best use of
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resources. HTEFILOLRNRE, HEHE SR E - FENASEZER BRI HTAREA ] EH0
SR /D A2 5 AR X (HERIEE R 7)) MNBUE—, FI AR YEAS B A BT PR

2. 17 AL 5% Behavioral Economics

a. T REFFF#KE X Definition of Behavioral Economics

LT RO B R R SR RER IR 20 3 B

Behavioral economics combines elements of economics and psychology to understand how and why
people behave the way they do in the real world.

b. —EITRHZTFFE RN Some Behavioral Economic Assertions

MTFFAS B K) People are not always rational.

o AMi1id4r H1E People are overconfident.

o AT BEAR M IS A VS A EE 3 [ 4l A R T People place too much emphasis on the minutiae
observed from real life.

o MITAEHA H KM 2 People are reluctant to change their minds.

M55 IE People care about justice.

MR HTJE A5 People are inconsistent.
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Chapter 7 Measuring of a Nation’s Income & the
Cost of Living

Topic 26 The Economy’s Income and Expenditure

1. EFHEFEE Circular Flow Model

Circular flow model, FH—FpEEH 40177 XA 7 AR AR NSRRI EITRE -
XAERUAIL T — NERF T B R, PEEFE household, X /E4E firms, - HAG 055 N T H 40
I#: Product Market i& i 55514, Resources/Factor Market E & 117,

Government purchases ‘ 4 Government borrowing

Government

Taxes f * Transfers

Consumer spending @ Private savings

Wages, profit,
Households interest, rent

Factor Financial
markets markets

J

2. S1EFREEA <K E M S Difficult Concepts Related to Circular Flow Diagram
XJZIF Household: A household is a group of people who live together and share income and

Krugman/Wells, Economics, 6e, © 2021 Worth Publishers

Income Wages, profit,

from sales @ , interest, rent

Investment spending Firms Borrowing and stock issues

Export spending Q

Import spending Rest of world Foreign lending and stock purchases

Foreign borrowing and stock sales

expenses (even if they are not related to each other). Examples of one household: A married couple
who live together are one household.
%%} Transfer payments are a redistribution of funds from one individual to another individual.

3. BT HRALS 5 FER Supply and Demand in Two Markets
7t Product Market # household & demand good or services, [FH firms /& supply good or services.
7t Factor Market ' household 7& supply factor of production, [FJi] firms & demand factors.

4. MAERH Injections and Withdrawals

7\ Injections: where money flows into the circular flow in the form of I, G, and exports. % P
Bt BUMSCH I F T RGN .

7ttt Withdrawals (leakage): where money flows out of the circular flow in the form of savings,
taxation, and imports. # & LLEE . Bl O O B IEER A
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Topic 27 Gross Domestic Product (GDP)

1. ER4A=EE Gross Domestic Product (GDP)

a. EARLEZBERZEX Definition of Gross Domestic Product (GDP)

The market value of all the final goods and services produced within a country in a given time
period.

where produced: 7EMFANE A4 7= FIE T AR E X GDP.

when produced: 7EWF—FA4F=ghiit AR GDP.

b. *F GDP KWEEM S Important Concepts Related to GDP

Hi{E Value added: 5™ fBURS THIZ0ME 5 HAMRER K SEZ MK ZH. Value added of a
producer is the value of its sales minus the value of its purchases of intermediate goods and
services.

HHE] = AR % Intermediate goods and services: goods and services (bought from one firm by
another firm) that are inputs for production of final goods and services.

B4 AR S Final goods and services: goods and services sold to the final, or end, user.

2. A GDP BJZ What's not Included in GDP

Underground economy CifiEAH GDP: B4 ) (/5 i

Nonmarket transactions (#4 F A% GDP: exchange with friends/ H % H &/% %57 5)
Intermediate goods (H#tKAH GDP: #illfF 511 J5EA KD

Financial asset (JZZEfiZEAK GDP: bond/share/funds)

Second-hand products ( ~F#WAH GDP: —F4, Hit NEF~FE0F GDP)

3. GDP, GNP 5 NDP {JIX 3| Difference between GDP, GNP & NDP
GDP 2 — Mgt e, & — A S A A= R 27 Sl R T 32 i
GNP 2 — M ERMS, & EKE R A 2RI R & s iisa i E.
NDP #1 GDP [FIFf& — Mgt &, 5§ GDP #1kx#rIH depreciations HIHE4)
NDP = GDP — depreciations
GNP = GDP + (income earned by domestic factors of production in other countries
— income received by foreign residents from their home country)

4. HH GDP K= Three Ways to Calculate GDP

a. F2H¥%E Output Approach

Add up the total value of all final goods and services produced ()
GDP = X (price X quantity)

b. ZH# Expenditure Approach
Add up all spending on domestically produced final goods and services (expenditure approach)
GDP =C+I1+G+X-IM=C+1+G+NX
C = consumer spending
I = investment spending
G = government purchases of goods and services
X = sales to foreigners,and
IM = imports (purchases of foreign goods)
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c. WA Income Approach
Add up the total factor income earned by households from firms in the economy (income approach)
GDP = total income = wage + interest + rant + profit

5. SKPREAA BEMAZ XE N4 B E Real GDP and Nominal GDP
a. ZfR GDP M4 X GDP §E X 5% Definition and Calculation of Real and Nominal GDP
Real GDP: the total value of the final goods and services produced in the economy during a given
year, calculated using the prices of a selected base year.
Real GDP = price at base year X quantity at this year

Nominal GDP: the value of all final goods and services produced in the economy during a given year,
calculated using the prices current in the year in which the output is produced.

Nominal GDP = price at this year X quantity at this year

b. 3ZBr GDP H#EHtE Accuracy of Real GDP
Real GDP can be measured by excluding the price level to more accurately reflect the economy.
Real GDP in base year is equal to the nominal GDP in base year.

c. #3:3&Jt Chained Dollars
Chained dollars: the method of calculating changes in real GDP using the average between the
growth rate calculated on an early base year and the growth rate calculated on a late base year.

d. AT EREPKSERZ X GDP K Nominal GDP Growth due to Inflation

e iI'H increase in nominal GDPs (GDP 4N %)

e it% increase in real GDPs (GDP H%4 due to inflation FJ#43)

e Increase in nominal GDP Ji# % increase in real GDP Rl 7] ##%l increase in nominal GDP due to

inflation

Topic 28 Price Indexes and the Aggregate Price Level

1. & BAKFETHE T Aggregate Price Level and Market Basket
i K- Aggregate price level is a measure of the overall level of prices in the economy.
1371 T Market basket: a hypothetical set of consumer purchases of goods and services.

2. HEMEKFREE—EREDNEL Consumer Price Index (CPI)
A measure of the average prices paid by urban consumers for a fixed market basket of consumer
good and service. &I T 2% 9 lE E BT — 88 71 P s AR ST STAT -F 4 A%

cost of market basket at currect period prices

CPI = x 100 CPIb =100
cost of market at base period prices ase year

_quantity at basket (base year) X price at this year

CPI 100

quantity at basket (base year) X price at base year

It refers price level and measures the cost of living.

3. AFEEYINIEE Producer Price Index (PPI)
The Producer Price Index (PPI) is a family of indexes that measures the average change over time
in selling prices received by domestic producers of goods and services.
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4. CPIfmZERIKIE Sources of Bias in CPI

HHI )W % New good bias—inflation |

Pl Z Quality change bias—inflation?t

P i & R 2 Commodity substitution bias—inflation?
H O &R Z Outlet substitution bias—inflation?

5. EHEMNIKFRIEIR—GDP Fiiig# GDP Deflator

GDP deflator = nominal GDP % 100
eflator = real GDP

GDP deflator measures price level. GDP deflator of base year is equal to 100.

6. CPI 5 GDP deflator X %] Differences between CPI and GDP Deflator

F:[5] &5 They both measure price level.

[XJ]: CPI measures price level of consumer goods and services; GDP deflator measures all domestic
goods and services.

i CPI 115 [ inflation 1, FJREE A import; i GDP deflator 1151 inflation 1, H&EAMLT
CPIitHMEZ .

For example, military goods—GDP deflator; import clothes—CPI

7. ERPKS5E R ES Inflation and Deflation
a. BREKEIE X Definition of Inflation
Inflation: It is the phenomenon of a sustained increase in the general price level over a certain
period of time.
Inflation rate: It is percentage change in price level from one year to the next.
CPI in current year — CPI in previous year

inflationrate = X 100 = nominal GDP% — real GDP%

CPI in previous year

. . GDP deflator in current year — GDP deflator in previous year
inflation rate = - - x 100
GDP deflator in previous year

b. HEiEAKK A High inflation costs

2 A Shoe-leather costs: the increased costs of transactions caused by inflation. i T3 4 7F =il
IR TR A, AT R 9% 50 22 (i TR DY b ipe , DA BRI B2 AR i 45, DRI il K S 380 7 B sy 58
Gy, e B AN

SEHLUS A Menu cost: the real cost of changing a listed price. 5241 k& I S2BR LA

100K #A7 A Unit-of-account costs: Costs arising from the way inflation makes money a less
reliable unit of measurement. Calculations are hard when inflation is high. #5257 M BCAA

AT SRR AL T AR R A . SR, TR A

c. TElZAEE R BEIK KM Consequence of Unexpected Inflation

Actual inflation >
expected inflation

Employee lost and
employer gain

Fixed income
recipients lost

Savers lost and
borrowers gain

Actual inflation >

expected inflation

Employee gain and
employer lost

Fixed income
recipients gain

Savers gain and
borrowers lost

d. BREKEFEE Degrees of Inflation
efr il 5K Creeping inflation: <5%
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T B B K Accelerating inflation: 5%-25%
B 1K Hyperinflation: 50%+

e. BRFZKFIBE Causes of Inflation
TR frshidE K Demand-pull inflation
AR IE TR K Cost-push inflation

B2 MK Monetary inflation

i NTLE B 2K Imported inflation

8. KM AE T B4 X H Disinflation vs Deflation
Disinflation is a decrease in the rate of inflation. BZEIR MK, (HEHZB TR T .
Deflation is a decrease in the general price level. FF4fi# T8 545, MK FET .

9. & EHMEPFRE Nominal and Real Values
a. LRFRITHESWA Real Wage and Income
Inflation does not make everyone poorer because incomes often rise with prices. Real wage and
income are better measurements.
wage rate
real wage = —————
price level
income

real income = ————
price level

b. & XFE5ZFRFZR Nominal Interest Rate and Real Interest Rate
Interest rate: the price (calculated as a percentage of the amount borrowed) that a lender charges
for the use of his or her savings for one year.
Nominal interest rate: the interest rate expressed in dollar terms.
Real interest rate: the nominal interest rate minus the rate of inflation.
Real interest rate = nominal interest rate — expected inflation/inflation

c. #E¥HH#% Converting Price

price at year m

price at year n = X CPl in year n

CPIl in year m
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Chapter 8 The Real Economy in the Long-Run
Market and Welfare

Topic 29 Distribution of Income
1. AAFPIR Inequality

Cumulative % of Income

N Lorenz Curve

A Cumulative % of Families B

Measure of income inequality
Horizontal axis starts with the poorest families on the left and ends with the richest families

2. HEJB A& Gini Coefficient
shaded area
area of AABC

If the Lorenz curve was the line of perfect equality, the poorest n % of people would own n % of the

Gini coef ficient =

wealth in their nation: Gini coefficient = 0
United States Gini coefficient: 0.45

Topic 30 Unemployment

1. R 5HF /K E X Definition of Unemployment and Labor Force

Unemployment: people who don't have a job right now but are actively looking for one.

Unemployment rate: the percent of the total number of people in the labor force who are

unemployed. (the most commonly used indicator for understanding conditions in the labor market)
number of unemployed

unemployment rate = x 100

labor force

Labor force: all workers, employed or unemployed.
Labor force participation rate: the percentage of adults (people 16 and over) in the labor force.

labor force
x 100

lab ticipati te =
abor force participation rate adult population (working age)

2. THEE®RAD. 53 /15K 0T A Working-Age Population, Labor Force and Discouraged
Workers

a. LfE4E# A0 Working-Age Population

The working-age population in a region consists of those in a range of ages, typically 18-64 or 15-64,

considered able and likely to work (16+, not in jail/hospital/rehab center/army).
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b. AO. IT/EEKAO. H3HFRVAOZERRR The Relationship between Population,
Working-Age Population, Labor Force and Unemployed People

population

working-age population

labor force

unemployed

labor force nOfI%) Il‘gé)or
[ ! |
emploved unemploved full time normally discouraged
Py pioy students retired worker

full time J— part time

c. ROTA. #HERVTAERFESBI T A Discouraged Workers, Marginally Attached
Workers and Underemployed Workers

KT\ Discouraged workers: Nonworking people who have given up looking for work for the time

being. Not considered unemployed. The deeper the recession, the more discouraged workers there

are.

HERRL T\ Marginally attached workers: Those who were available and actively looked for work

recently but are not currently looking (in the past 12 months but NOT in the past 4 weeks). The

group of marginally attached workers includes discouraged workers.

#7855k T\ Underemployed workers: People who has a job, but whose abilities don't match the

job; People who work part time because they cannot find full-time jobs.

3. RILKIZKAE Types of Unemployment

a. EEMHERI Frictional Unemployment

Unemployment due to the time workers spend in job search.

Scarcity of information creates frictional unemployment. (Matching people to jobs takes time.)

Example of frictional unemployment

o WIRZBET 5 T

o WTAE

o BT TAERIMAL I B

o FHiMESL Seasonal unemployment: BT3B 5B 1T 1 [a] BRI AR PR RFAE T A& A 2k, S BEEEPE S
R —Fi

b. &R Structural Unemployment

AT, F— LA, S RKTHRI SRR, GREANEZ + 24151 TH/KP T AR
B HPE TIERKAL S RPUE ALER, Bie MBS LR,
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More people are seeking jobs in a particular labor market than there are jobs available at the
current wage rate, even when the economy is at the peak of the business cycle. Structural
unemployment occurs when there is a mismatch between the jobs that are available and the people
looking for work.

Wage rate
Structural Labor supply
unemployment

Minimum —_—A

wage [ — " Minimum

: wage
Equilibrium |
wage

Labor demand

Qo Qe Qs Quantity of
labor

SERIIHE SR B A1 50 Two cases of structural unemployment

o HTHEARREFE LRI workers lack the requisite job skills

o HTHX ) S E R workers live too far from regions where jobs are available and cannot
move closer

SEEERIME SR — 2L 5 K] Some causes of structural unemployment

*  Minimum wages FE57 3 1K T/

* Labor unions (associations of workers that bargain collectively with employers over wages,
benefits, and working conditions) F¥(57zh gt KT 5

» Efficiency wages (wages that employers set above the equilibrium rate as an incentive for better
employee performance) S 578 it KT 7

+ Side effects of government policies ¥ F & H Ak T

* Mismatches between employees and employers

c. AR Cyclical Unemployment
Unemployment correlated with the business cycle—the deviation from the natural rate.

real peak
GDP

recession 4—gexpansion

trough

O time

JE I b FE T A5 sh T S 80 %k Increase during a recession; decrease during an expansion.

4. I&. BAERASET Union, Collective Bargaining and Strike

T.%% Union &t L85 TAERM SR FHATRAN T A, Ta—f Cartel, &5 RKEHIAR
BOMS EFRA, LB TAREN—DMEERIRA . TR RS m T3 2 T ER K
DL L, BT TRT DLd 5 7 22 TR A Al TN

AR H Collective bargaining 7248 L 25 kst ok 2 418 BRI 72

E T Strike &8 TR 7 SEIHER R 85 2R/ R m P m AT (IE TAERAT A, Hanuih 73 L%, %
LR 503557 3h ok 55
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5. MEIL¥ Efficiency Wages
AV A 1A TN B AR P R R SN e T34 5T equilibrium wage B %

Wage
MCL

W2 Riis s sinmmisnpissnniais vy

WL . Efficiency wages
: ‘ - higher wages increase MRP

Qa2 QL
ecor

Topic 31 Long-Run Economic Growth

1. ZFHKKKES5BA Growth Has Benefits and Costs
A 235759 Delhi and Beijing have terrible air quality—which is a bad thing.
Wz 2K But it is a by-product of a very good thing: the remarkable economic growth.

2. WBARNEHEFE—ANBEREALEF=EE Comparing Economics Across Time and
Space — Real GDP Per Capita
a. ks GDP KIEZEH Importance of Real GDP
Real GDP per capita (real GDP divided by the population size) is the key statistic.
) Real GDP
Real GDP per capita = —————
population
b. -£+3#iM] The Rule of 70
TR AR PRV 7 24 B0 BB B IK R AT, Wi & A8 2 2 KIN ) A e B — A B0 507k B
ISf TR R HEERS , S AR N 22 e S TBOK
Doubling time for a variable = 70/(% growth rate)

For example, if real GDP per capita is growing at an annual growth rate of 3.5%, it will double in:
70/3.5=20.

3. KHZHFWKEIRIE Sources of Long-Run Economic Growth

population ]
eg;g\?vlgc land ] pcg};};zl ] education
productivity human training
capital
technology job
\ experience

\

total output

productivity = human capital = the skill people have

labor
574)) 7] Labor productivity (often referred to simply as productivity): output per worker
Yy %5 A Physical capital: human-made resources, such as buildings and machines
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N 1% A Human capital: the improve in labor created by the education and knowledge embodied in
the workforce.
BH Y Technological progress: an advance in the technical means of production in goods &

services.

4. REZFFHKEIER Factors that Reflect Economic Growth
Increase in LRAS

Increase in Real GDP per person

Sustained growth of Real GDP

PPC outward

Increase in Potential GDP

5. BAEPHEE Aggregate Production Function (PF)
a. BAEFREHE X Definition of Aggregate Production Function
PF is a hypothetical function that shows how productivity (real GDP per worker) depends on the
quantities of physical capital per worker and human capital per worker as well as the state of
technology.

GDP per worker = T X (physical capital per worker)®* x (human capital per worker)®®

If China had more physical capital than India, that would explain its quicker growth.

b. YRFEARZEMREN Diminishing Returns to Physical Capital

BN T AFIRHECRIAAL , YIRS ARG I — L, 277 i3t m BINR Rt /b — e CEP= IR AER =,
{H 2 32 = IR S R 8% 7N ) . Holding the amount of human capital per worker and the state of
technology fixed, each successive increase in the amount of physical capital per worker leads to a
smaller increase in productivity.

Example: A second computer improves his productivity, but not by as much as the first computer
did.

6. BB 5452 /7K Technological Progress and Productivity Growth
a. RGBT SAEFR BRI W Impact of Technological Progress on the PF
B 58 PF 28R 2817 _E#2%) . Technological progress raises productivity and shifts the aggregate

production function upward.
Real GDP

Productivity
per worker .
(constant dollars) using 2015
technology
S‘I 20,000 = e et i it it it e et c s it et s e D
90,000 = Risin‘g total factor
productivity shifts
curve up
b fo : Productivity
60,000 -C using 1945
: technology
30,000 —f -+ o\
i I i I
0 $20,000 40,000 60,000 80,000

Physical capital per worker
(constant dollars)
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b. WA W2 T K IR E I B R KREFFBR? How do we tell what caused the growth
(and help develop future policy)?

HWKAZH Growth accounting: estimates of the contribution of each major factor in the aggregate

production function to economic growth.

AHE AR Total factor productivity: the amount of output that can be produced with a given

amount of factor inputs. When total factor productivity increases, the economy can produce more

output with the same quantity of physical capital, human capital, and labor.)

W SR A A VHIG KA B, TR P i LS B SR A N (£ same quantity of

capital and labor FIfEWL T, 0 output); BRIHRHE #5025 16 7= JE o B 82,

7. BAREIE Natural Resources
In the modern world, human or physical capital matter more than natural resources for the
great majority of countries.

In the past, natural resources are more important.

8. MAHFHKEKFEER Some Factors Related to Growth Rate

* Savings and investment spending

* Education

* Research and development (spending to create and implement new technologies.)

Example: #E GGG AN FIRAHEE B EAK (Year of schooling iZ4FE _F T ).

9. BUNTEHESIZ 5P B I1ER Role of Government on Promoting Economic Growth
Function 1: Government policies

*  Subsides to infrastructure

* Subsides to education

*  Subsides to R&D

* Maintaining a well-functioning financial system

Function 2: Protection of property rights

Function 3: Political stability and good governance

10. XTFEFFH KR —EEFREH Some Cases on Economic Growth

RV EFK 2. East Asia’s development and miracle

o SR LS E ST S B R BEE K Very high savings rates that allow businesses to
borrow and add more physical capital per worker.

o RO ESEIIAN T BRI K Very good basic education has permitted a rapid improvement
in human capital.

o MR K Substantial technological progress.

HiEE K%M Argentina (and other Latin American nations) back

o HIBEKIZMAEE Irresponsible government action that eroded savings through high inflation

 REMZE Lack of emphasis on education

o HUAAFERE Political instability

AEINE K Z45): What’s holding much of Africa back?

o BUNJEM Government corruption

o WERAENAAFE Civil wars & political instability

o AF|FH IS Unfavorable geography
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11. FERW/HATE M Convergence Hypothesis & Catch-Up Effect

Gh—: SERR K E A AR EE 1 B PR 2 AT AT e A I R HERS T 46 /)N . International differences in
real GDP per capita tend to narrow over time.

g5 RN B K KR R T s NSRANE K, AR . According to the convergence
hypotheses, countries with low per capita incomes should grow at a faster rate than countries with
high per capita income and eventually converge.

LIET SR

XA IE/EIE 5 Real GDP EXHIEZRM S, &5 KL HIRE . Economic growth can be fast for
countries playing catch-up with countries that already have high real GDP per capita.

AT 3% 55 B R L K25 58t . Economic growth can be fast for poor countries.

12. ATREEK LK Sustainable Long-Run Economic Growth

a. MRHEKMLHHKE X Definition of Sustainable Long-Run Economic Growth
Sustainable long-run economic growth: long-run growth that can continue in the face of the limited
supply of natural resources and the impact of growth on the environment.

b. BIRKBERBEFENKALGFHKKE M Impact of Limited Natural Resources on Long-Run
Economic Growth

How large are the supplies of key natural resources? Geologists are figuring it out.

How effective will technology be at finding alternatives to natural resources? Engineers are figuring

it out.

Can long-run economic growth continue in the face of resource scarcity? A question for economists.

Resource scarcity and higher prices don’t necessarily cost growth.

c. LHFBKAESHEMAZHERFE M Economic Growth Tends to Increase the Human
Impact on the Environment

The United States and Europe have historically been responsible for the great bulk of carbon

dioxide emissions.

As China and other emerging economies have grown, they began to emit much more carbon dioxide.

d. BEBUFRBUTINX %24 Need for Government Action on Climate Change
252 R VORI T 37 B AL E], B B Bk BRI BR %1 5 42 5 il - (4T IE®] ). Economists prefer
market-based incentives, in the form of carbon tax (a tax per unit of carbon emitted) or cap
and trade system in which the total amount of emissions is capped and producers must buy
licenses to emit greenhouse gases.

13. SMEZALAIEZR P E Climate Change and Paris Agreement of 2015

4L Climate change: AN ZRIE3NIE B HIER SRS AL . B 2100 4, WIRSEBAEA BN M0, K
43K GDP #1k 20%. 1M1 H., XEemAM AT H 2% 3| 55 H & L.

2015 /) (ERVED : 196 N K Al 5 2= AR, 85 R kiR B B BRI EA I 2 £ IR
TG A o
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Chapter 9 Short-Run Economic Fluctuations

Topic 32 Economic Fluctuations
The business cycle also known as the trade cycle shows growth of an economy around the long-term

trend (dashed line) measured by changes in GDP.

The business cycle
diagram

Long term trend

GDP

ibEconomist.com

Time

1. Boom/Peak

Boom/peak is at point B.

* Rapidly rising inflation

* Shortage of factors of production (most probably labor)
* Rising property values

2. Trough
Trough is at points A and C.
* High unemployment

3. Recovery

Recovery takes place after troughs right when GDP starts growing again.

* Falling unemployment

*  Growing consumption/investment

* Possible rise in inflation

* Growing tax revenue (possibly falling government expenditure on e.g. unemployment benefits)

4. Recession

Recession occurs when GDP falls for at least two consecutive quarters, hence takes place shortly
after booms/peaks (right when GDP begins decreasing).

* Rising unemployment

e Falling consumption and investment

* Increasing government expenditure and shrinking tax revenue

e Possible businesses’ bankruptcies
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Topic 33 Aggregate Demand & Aggregate Supply
1. BEREAL L Aggregate Demand and Aggregate Supply Curves

Price
Long Run
Level Aggregate

Supply

Short Run
Aggregate
Supply

P3
P2
P

Aggregate
Demand

Y Y.z
Quantity of Output

a. SFBK Aggregate Demand

12 A 17 N i downward sloping.

Ji[Al—: The wealth effect — A higher aggregate price level reduces the purchasing power of
households’ wealth and reduces consumer spending.

Ji[X —: The interest rate effect — A higher aggregate price level makes households hold more
money and leads to a rise in interest rates (and a fall in investment spending and consumer
spending).

b. ¥ EM4E4 Short-Run Aggregate Supply

£ A A E5iR upward sloping.

Ji[Al—: Nominal wages are sticky in the short run. HF4bF1 5 T29T 7 A2, # A nominal wage
TeikAE ). HAEMH price level LFH, real wage & F[%, M 3% real GDP supplied 7.

Jiik —: Many firms are in very competitive industries, so they have no control over price. Some

aren’t—and can raise price when demand is strong.

c. KHE4t% Long-Run Aggregate Supply

28 % B vertical.

JRER: B B 48 LT B e A& MM KF . Long enough for nominal wage to fully adjust to
price level.

2. BRRMLEE3IEZE AD Shifting Factors

a. %% Consumption

Income tax]—disposable income |—consumption|—AD|
Transfer payment—disposable income]—consumptionT—AD?1
Asset]—consumptionT—AD1

b. BUFFIEH Government Expenditures
Government expenditures]—AD1

c. ®¥E Investment

MST—interest rate|—investment]—AD?
Expected profit in the futurel—investment]—AD?
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d. #H O Net Export
Foreigner’s incomel—export]—NX1—AD?
Exchange rate]—export|—import]—NX|—AD|

3. BB EER AS Shifting Factors
a. A& Cost

Cost]—SRAS|

Business tax]—profit|—investment|—AD|

b. ®IES547/ Resource and Productivity
Resource and productivity]—SRAS/LRAS?

4. EMEZFHE Macroeconomic Equilibrium
a. KEBHESE®E Long-Run Equilibrium and Short-Run Equilibrium

LRAS
SRAS SRAS

Pre

AD

AD
Real GDP Yre Real GDP
Short-Run Aggregate Equilibrium Long-Run Aggregate Equilibrium
K {4 Long-run equilibrium: AD=SRAS=LRAS; Real GDP=Potential GDP
5 A2 1#% Short-run equilibrium: AD=SRAS

b. W ERZLL Changes of Short-Run Equilibrium

Demand Shock

Negative demand shock: AD| — real GDP| — price level| — unemployment?

Positive demand shock/demand-pull inflation: ADT — real GDPT — price level — unemployment|

3 SRAS

[0}

; E AD, AD,

2 P2 ] \ \

a - -~

8
P, n:- PD ‘ :
1 1
I |
] f
Y, Yp
Real GDP (V) Real GDP
Supply Shock

Negative supply shock/cost-push inflation/stagflation: AS| — real GDP| — price levelf —
unemployment?
Positive supply shock/supply boom: AST — real GDP{ — price level| — unemployment
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PL SRAS 1

PL

P2

ST Y AR

AD

V'l V‘Z Real GDP (Y) : :
— Y2 Y1 RealGDP(Y)

5. HEiKEE 05388 O Inflationary Gap and Recessionary Gap

a. JBKBLO Inflationary Gap (Caused by Positive Demand Shock)
Inflationary gap: When aggregate output is above potential output.

Real GDP>potential GDP; unemployment<natural unemployment

LRAS

PL srAS

Inflationaryyf ° RGDP

Gap
fif k7 i A Br A g —K I B R A% Long run self-adjusting] — M1 FHU B price level 55,
HAEME W nominal wage /& sticky 1, K AATH real wage PR 1. KA, 2HEE nominal
wage, MIEERAE N, SRAS TR, [HI2H A6 5.
iRk % . [HLB T 5247118 Keynesian economic theory] — iz JHEUR I fiscal policy Al monetary
policy W% LLFF{E AD.

b. BB O Recessionary Gap (Caused by Negative Demand Shock)
Recessionary gap: when aggregate output is below potential output.

Real GDP<potential GDP; unemployment>natural unemployment
LRAS

PL SRAS

'
Ay

Recessiona:\j ﬁ\‘f RGDP

Gap

fif k7 i A Br A Bg—K I B R A% Long run self-adjusting] — M1 FHU B price level 5K,
HPE5 N nominal wage #& sticky Y, K AM1H) real wage 31T . ZEKIAN, k24K nominal
wage, ®MIEERA T, SRAS 0, [51 24 A4 5.

iRk %~ (9B 5r 24318 Keynesian economic theory] — iz JHBUR I fiscal policy Al monetary
policy A% LI M AD.
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c. ZHHO Output Gap

Output gap: the % difference between actual aggregate output and potential output

ot _ Actual aggregate output — Potential output % 100
output gap = Potential output

Topic 34 The Phillips Curve
1. SEREHETHL 5 B BRBA4A A Phillips Curve and AD-AS Model

AD-AS Model Phillips Curve
price level inflation rate LRPC
LRAS
/SRAS
/ /B |
N C
C
A A
/ SRPC
potiential GDP real GDP nature unemployment
unemployment rate

rate

o BTN,

e 1E AD-AS 9, fiiT SRAS ) B %7/~ high PL + high real GDP, HXfN %] SRPC #4 high
inflation + low unemployment.

e {£ SRPC ', inflation 55 unemployment 2 [fi]F5 tradeoff.

e 1£ AD-AS K", LRAS EA potential GDP is independent of PL HJ1£)i, X+ LRPC, H natural
unemployment is independent of inflation.

2. FEREHTH£ S 730 Point Moves Along SRPC
AD?T — PL1 real GDPT — inflationT unemployment| — point moves upward along SRPC
AD| — PL| real GDP| — inflation| unemployment} — point moves downward along SRPC

3. FMIEKIAIEREHT L3I Shift of SRPC and LRPC

AS?T — PL| real GDP1 — inflation rate| unemployment rate| — SRPC|

Expected inflation rate} — nominal wagel — SRAS| — SRPC1

Unemployment benefit1& min wagel — natural unemployment rate? — SRPC and LRPC 1

4. FEHEFH Rational Expectation

15 FH BT AH OGS0 AN 22 R 245 Hh 1 388 B TR I T

» Real GDP filZ V3R 4 %2 i

* Real inflation rate 5841 LATiH (=expected inflation)
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Chapter 10 Macroeconomics Policy

Topic 35 Loanable Funds Market

1. &R &K% Financial System

a. &R 5 %F7 Financial Markets and Assets

EaaTi, MAIEHES savings BUEALE, Akt VB B 52 H I 88 4 funding for investment

expenditure. 4TI EEH4T R4t banking system. BE2T3% equity markets (e.g., the New York

Stock Exchange, or the NASDAQ Stock Market). f5iZ53153% bond markets. & #i153% commodity

markets 5. 7& 21 42, SRl 2 ek, LEE A E A domestic bank accounts, foreign and

domestic stocks and foreign and domestic bonds.

— LB SRl T 37 7 B B B2 Some important concepts in financial markets

* All financial assets are called securities.

* Equities (i.e. stocks) give savers ownership in a company in return for dividends (a regular
payment from the company) and/or capital gains (e.g. when you sell the stock at a profit).

* Bonds are a type of debt.

e All forms of debt are IOUs, where a saver lends money to a borrower in return for an interest
payment.

b. BITHRITHMGRFHHHITEST Borrowing: Banks and Bonds

N FRER S RIZEMKE. BEAWRANICE, B B R A ML, Ml ta TR 2ltk. &
A PR RO HRAT banks Ff5i75 bonds.

77— #R1T banks

A bank loan for a firm works in much the same way as a loan for an individual who is buying a car
or a house. The firm borrows an amount of money and then promises to repay it, including some
rate of interest, over a predetermined period of time. If the firm fails to make its loan payments, the
bank (or banks) can take the firm to court and require it to sell its buildings or equipment to pay its
debt.

77X = fii77 bonds

Another source of financial capital is a bond. A bond is a financial contract like a loan, but with two
additional properties: typically, bond interest rates are lower than loan interest rates, and there are
organized secondary markets for bonds, making them more liquid to bondholders than loans. Bonds
are issued by major corporations and also by various levels of government. For example, cities
borrow money by issuing municipal bonds, states borrow money by issuing state bonds, and the
federal government borrows money when the U.S. Department of the Treasury issues Treasury
bonds.

B, —FKRKAF W EESRAT 1000 JI LTS %A R AT 8%MEFRIRATHE, RIEFESZAT 80
JiRTT, SRIGAE 10 5 HAIE B R 1,000 53T,

c. AFIHE Corporate Stock

A corporation is a business that “incorporates”—that is owned by shareholders that have limited
liability for the company’s debt but share in its profits (and losses). Corporations may be private or
public and may or may not have publicly traded stock. They may raise funds to finance their
operations or new investments by raising capital through selling stock or issuing bonds. We will not
discuss stocks at this stage and assume that all money raised is through borrowing.
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d. EREAKF B#E 58 EEZER Saving and Investment Identities in National Income
Accounts
WA= S GDP 58— B st X AE — & I GRS A —88) BrA= r 0 2 i 47 it (W) it F155 5% good and
service) izt {E. GDP (Y A3 73 AU SCHER 73 T2 Cy #8088 1. BURIWSE G A H H NX,
g
Y=C+I1+G+NX

%P closed economy &5 HANL T B LT —A closed economy EEANEAT good and service
PIE R 5, AT EFREDE, Bl 0 NX 8%,

Y=C+I+G
AT U AMEE RN T SR s S, MEANELWLEE C M G. iR H:

Y-C-G=1
Horr, H X EIAY — C — GRLEHE PABUMIE K 2 J5 8 NN, XN EFCONE K fif & national saving
R B S saving, A SoRMRE. A SMABY —C -6, BATTLHELRE RN S=I. XAV
fifi & 5 TR
W T FRBUR AR TE 20N 5K BE1S 21 25 ek 25 AL A% SO TR R IE 245 5 BE B R (BN Tax) o IXFF,
AL P77 oK S H E [ f#%# national savings: S=Y - C—GHES =Y -T—-C)+ (T —G)-
RN E private saving 38 FKBELE AT 1 BUSCFE 9% 2 Ja T T RN E . Fealih, BT FER BN
Y, AR T LW SCH C, BTbL, RAEERY —T - C.

Summary:
Y=C+I1+G+NX
Y=C+I+G
S=Y-C-G=-T—=C)+(T-0G)
SP=Y-T-C

MEE i . BUR 14 %% Government | {##H 1 Net

. %t Investment—I _
Consumption—C Expenditure—G Exports—NX
%% National o ‘ Wit & Privat
IE{%‘ ationa DR P 80 GDP—Y | Bl Tax—T # )\'11% rivate
Saving—S Savings—SP

2. A[RFEETHE N Loanable Funds Market Definition

Loanable funds: money inside banks and other financial institutions which can be loaned out.
* Borrowers demand funds (e.g. firm/individual/government...)

* Savers supply funds (e.g. household/foreign funds/government...)

* Banks and other financial institutions connect borrowers and savers together.

3. AR % £ Loanable Funds Market

Real
Interest]
Rate

e

Qe Qof LF

a. ¥%& %K Demand of Funds

2 A 17 N i downward sloping.

Ji[A: Real interest rate| — opportunity cost of borrowing funds| — Qd?
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b. E&4t4 Supply of Funds
£ A A E5iR upward sloping.
Ji[A: Real interest rate| — household/foreigners supply funds — Qs|

4. BREMPA LS Demand and Supply for Funds Shifting Factors

a. BE&FRLHKES Demand of Funds Shifting

Future profit?--- D for fundst--- real interest rate?

G deficit spending?--- G borrowing?--- D for funds?

Remarks:

G budget deficit: tax revenue<G spending; G budget surplus: tax revenue>G spending; when there
is a budget deficit, G can borrow or issue bonds.

b. R&HL L3 Supply of Funds Shifting

Disposable income? — household saving? — S for funds?

Disposable income remains the same but consumption| — household saving? — S for funds?
Oversea financial capitall — S for funds?

Domestic political stability] — S for funds?

Government budget surplus — S for funds?

c. AR ETHRIZAXTEZFR GDP KM Influence on Real GDP

D for funds? — real interest rate — saving| investment| consumption| — real GDP|
D for funds| — real interest rate| — saving? investment] consumption? — real GDP1
S for funds] — real interest rate| — investment! — real GDP?

Topic 36 Fiscal Policy

1. JWAEBUR Fiscal Policy

a. WMBEURR E XS B K Definition and Purpose of Fiscal Policy

A UK Fiscal policy: the use of taxes, government transfers, or government purchases of goods
and services to shift the aggregate demand curve. Fiscal policy is generally categorized into the
following two types.

o HEIFREL H N EIEE Automatic stabilizers (automatic fiscal policy)

o FANLHERHIIA BUEUR Discretionary fiscal policy

b. MBBURKW 54 Lags in Fiscal Policy

o ISR SR )3 JE 14 Lags in fiscal policy: there is an important reason for caution: there are significant
lags in its use. It takes time to:

* realize the recessionary or inflationary gap by collecting and analyzing economic data.

* develop a plan.

* implement the action plan (spending the money).

2. FAVIIREBER M BEUER Discretionary Fiscal Policy

a. ¥ KB BE K Expansionary fiscal policy

¥k MUK Expansionary fiscal policy: fiscal policy that increases AD; Expansionary fiscal
policy can close the recessionary gap.
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* anincrease in government purchases of goods and services
* acutin taxes

* anincrease in government transfers

b. BEHEHEMBEK Contractionary Fiscal Policy

HYE M BB Contractionary fiscal policy: fiscal policy that decreases AD; Contractionary fiscal
policy can close the inflationary gap.

* areduction in government purchases of goods and services

* an increase in taxes

* areduction in government transfers

c. ¥ kM BIBK KA B H—H H AP Effectiveness of Expansionary Fiscal Policy
(Crowding-Out Effect)

B8 Crowding-Out Effect: 24U SZjiti Expansionary Fiscal Policy, BUR I BN IR 2 ) R 572

HEhn, K government deficit spending 3 /ll. 7E loanable funds market #, 34 demand for funds

HAINES, real interest rate I F}, investment P&, &IFE I real GDP F[%.

3. B3R/ E3MEEBUER Automatic Stabilizers (Automatic Fiscal Policy)

Government spending and taxation rules that cause fiscal policy to be automatically expansionary
when the economy contracts and automatically contractionary when the economy expands
(unemployment insurance).

* Recession—income decrease—tax decrease—transfer payment decrease—stabilization

* Expansion—income increase—tax increase—transfer payment decrease—stabilization
o HIMESRARME, HREee.

4. WMEEUE SR Fiscal Policy and Multipliers

a. BXHKEFELI Autonomous Change in Aggregate Spending

RGN E GRS E 33846 Autonomous change in aggregate spending: an initial change in
the desired level of spending by firms, households, or government at a given level of real GDP.

b. JAFRIE#EMN 54 FR%E B Marginal Propensity to Consume and Marginal Propensity
to Saving
MPC (marginal propensity to consume): 318> — > BLAL BT SZ RGBS 2R AR Bh G0 (B2
—EEA SN, AMER R 2
AC

MPC = ADI
MPS (marginal propensity to saving): J& USRS — AL 1) R oG & AR sh A (B2 —%E 0] SZAL
N, MG 2

AS
=—— MPC+MPS=1
MPS ADI +

c. TP Multipliers
Expenditure multipliers: the expenditure multiplier shows what impact a change in autonomous
spending will have on total spending and aggregate demand in the economy.
AGDP max & total expenditure
AG &I &C&NX

expenditure multiplier =
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11
1—MPC MPS

expenditure multiplier =

Tax multipliers: The tax multiplier measures how gross domestic product (GDP) is impacted by
changes in taxation.

tax multiplier = AGDP
Atax
AGDP = AtaxM—PC
1—-MPC

MPC  MPC

(Atax S5 AGDP %z L %€ E)

tax multiplier = 1= MPC MPS

MPC
1—MPC
MPC and tax: MPC itself receives the effect of the tax rate if the tax imposed by the government on

transfer multiplier =

each consumption is not ignored.

the true MPC = MPC X (1 — tax rate)
Balanced budget multiplier: if the government increases spending and taxation by the same
amount, then equilibrium national income (GDP) rises by this amount.

Topic 37 Money Market and Monetary Policy

1. 545 Barter Economy

GiIRE T E L BEASH) S INEDT

e R T A

* Require double coincidence of wants 75 Z X7 IE4F 753K
» High transaction cost 15 & I He i A

e Rely on self-sufficiency &#i T H % H &

2. % Money
a. HHKIE X Definition of Money
AT AR 3 4 32 A D9 SO T B ) e it AR T

Any commodity or token that is generally accepted as a means of payment.

b. HTHAEFEREEFZK Currency Includes Cash and Deposits

Money = currency of business and individuals + deposits at banks and other financial institutions

* Bills and coins are currency (cash).

* Currency inside banks is deposit. Deposits are money, because they can be converted into
currency.

* All cards are not money.

* Gold is not money.

c. B THYEA Functions of Money

L5 A medium of exchange
T EAN B JE unit of account
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& store of value (when there is inflation, money is not a good store of value)
IR A+ measure of deferred payment (e.g., credit card)

d. % M43 Currency Classification
P& il % M commodity money (EA NEME)D
DT fiat money (JCHTEMME, BURMFFRATE LR T)

e. MBEFHHE, KXKETE XHKH M0, M1 and M2

According to liquidity (how easily an asset can be converted to cash), money is divided into M0, M1
and M2.

* MO=cash in circulation

e M1=MO + checkable deposit + travelers' checks (money supply P %)

* M2=M1 + saving deposit + small time deposit + money market funds

3. 447 Bank
a. 44T Commercial Bank
A type of bank, the duties of which are through deposits, loans, remittances, savings, etc.

b. H34R4T Central Bank

Provide banking services to banks and regulates financial markets. (e.g. Federal Reserve FED)
* Regulate money supply 715 55 it N &

» Oversee banking systems Wi B4R1T 24t

e Banks’ bank and government’s bank #4347 KR 17 FEUM AT

To adjust the quantity of money in the economy by using monetary policy.

Not to make profit.

4. FEAl#H T Monetary Base (MB)
MB = currency (coins + notes) + reserves

5. H AR EIHE Time Value of Money (TVM)
MRS, —2 00 mIERMER T RRENE

FV=PV(1+V)* PV =

FV
A4+

6. FRATH PBERF B FED Monetary Policy Tools
a. TFREEZ4EE Required Reserve Ratio (RRR)
553 Calculation method
required reserve = required reserve ratio X deposit
reserves = required reserve + excess reserve
WATHI % P 115 %% Bank’s balance sheet (—2&0K, k)
BT B2 A HiFE Bank’s balance sheet
= Asset fifit Liabilities
1# 454> Reserves 177k Deposits
2 EBUFIES U.S. Government securities
Hi#k Loans
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AT B =% FED’s balance sheet
= Asset #fR Liabilities
B 4 FIAE oA o JE AT B AR
Gold and deposits in other central banks
EEBUFIES: U.S. Government securities | 47 [)fi# %4 Banks’ reserves
XHERATHITE#K Loans to banks

$ 4745 FED notes

b. WP #E Discount Rate
P MY AR T[] AT AR R IS S AT USCE ) 3R

c. AFFHim#EME Open Market Operations (OMO)
JAT KL E G CHRERATEA AT S ).
FED buy or sell government securities/bonds in the open market.

d. BEEEFR/PMEF]ZE Federal Funds Rate

It is the interest that banks charge ither banks for short-run loans.

* Federal funds ratef--- MS|

*  FED buy government bonds form commercial banks---bank excess reserves?--- federal funds
rate|

7. BMHHHEERHL%L Money Market Supply and Demand Curves

Nominal interest rate
o~

M

Quantity of money per period
Interest rate #& &% MM %
a. ®TTER Money Demand
12 A 17 N i downward sloping.
Ji[A: The lower nominal interest rate — the lower opportunity cost of holding money — the greater
quantity of money demand
’¢Bond price and nominal interest rate are in negative relationship bond

b. H M4 Money Supply
2k 4% H vertical.

Quantity of money supplied (Qmd) is determined by central banks and actions of commercial banks.

8. HMBRHLHEIIEER MD Shifting Factors
Price levell — MD?
Real GDP/nominal GDP1 — total income — desire to buy} — spending? — MD1?

65



Financial technology

°© T e ®

AL M E R LT (BUESA, REE)
AL MAER TR (FEM, A RIEHD

1A M kB3 E R MS Shifting Factors

Required reserve ratiol — #47F B )£k — money in circulation| — MS|

Discount rateT — interest rate? —/AN[a] RAT fEEk— MS|

P ARAT K E T, £k R4T — money in circulation |

Open market operation: Sell G securities
— MS|

Interest Rate

Quantity of Money

MS AL, HMEBRME, RMABATT

. R HEUR R A AP Monetary Policy and Its Short-Run/Long-Run Effects

¥ 9k 8 WBUK Expansionary Monetary Policy
Required reserve ratio | — MS #

Discount rate | — MS ¢
Open market operation: Buy G securities — MS 1

Short-run effect: MST — nominal interest rate| — firms cost of borrowing| — investment? — GDP1

b.

B9 MESK Contractionary Monetary Policy
Required reserve ratio t — MS |

Discount rate 1 — MS {
Open market operation: Sell G securities — MS |

Short-run effect: MS| — nominal interest rateT — firms cost of borrowing! — investment| — GDP|

C.

KE®M Long-Run Effect

TR M%E 1 Quantity Theory of Money

M XV =P xQ(T) = Nominal GDP
M: quantity of money, V: velocity of circulation,; P: price level (GDP deflator); Q(T): real GDP
RN, miEEEETRE.
KN, SZbr GDP 21 GDP.
EKIAN, B8 MEE RIS TN KR, (A K price level 78 4k 2855 T 15 I ik
inflation )AL,

Topic 38 Money Multiplier and Money Creation

1.

# T e Money Multiplier (MM)

B M3 money multiplier H— o & &P/~ ARt ME, ZHE®4E% RRR 1EI%
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1
ltiplier = —
money multiplier = —

2. #MP 3K Money creation

a. %4k Change in Loans

What is the max amount of additional lending this bank can undertake?
Initial change in excess reserve

What is the max amount by which loans in the banking system can increase?

Initial change in excess reserve x money multiplier

b. HTft44L Change in Money Supply
Initial money supply: no change (is equal to 0)
Max expansion of money supply: initial excess reserves x money multiplier + initial money supply

c. F&Z4k Change in Deposit
Max increase in deposit: Initial change in deposit x money multiplier

3. mHPKBEMNESE Summary of Monetary Creation

R Fed buy/sell Fed buy/sell
Cash — deposit government bonds government bonds
AN from bank from public
Increase in reserves Deposit Bonds Bonds

Max loans the first
bank can make Deposit 1 x (1 —rr) Bonds Deposit 1 x (1 —rr)

(Excess reserves)

Max loans banking Excess reserves

can make (banking

rr
system)
Max increase in Deposit 1
deposit rr
Max increase in deposit 1 _ deposit 1
——  —deposit 1 —_—
money rr rr

Topic 39 Supply-Side Policy

1. ABEAEFEE Investment in Human Capital

Governments might invest in education and training of people. Improve the level of schools or make
education free. Also, provide various training schemes. In the short run, such policies increase
aggregate demand, but importantly — shift the LRAS curve to the right. This happens because
people’s skills improve. Hence, productivity increases.
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2. HEFEARBEE Investment in New Technology

Governments could invest in research and development of new technologies. Again, that would
increase aggregate demand in the short run, however, in the long run LRAS would increase. That
happens because new technology can increase productivity: e.g., 3D printers made modelling or

even production of various products quicker than ever.

3. EMEHIE ¥ Investment in Infrastructure

Government expenditure might go towards infrastructure. Simple example — improving logistics
could decrease transfer times and costs in turn increasing productivity and shifting the LRAS to the
right. Remember the short-term effect on AD!

4. FENLEUR Industrial Policies

Governments might target specific economic areas through tax cuts, tax allowances and subsidized
borrowing which would promote growth of those areas. E.g., Useful startups which could improve
the efficiency of other areas of the economy.

Summary: Combination of AD-AS Model and Two Policies

Case 1: Inflationary gap-—potential GDP<real GDP
LRAS Contractionary fiscal policy: AD|

PL \ SRAS tax--- G spending|--- AD|

Contractionary monetary policy: AD|
MS|--- r1--- firms cost of borrowing?--- I|--- AD|
(required reserve ratio?, discount ratef, sell bonds)

AD

InﬂationaryW g RGDP No pOlicy: ASl
i Nominal wagef--- SRAS|

Case 2: Recessionary gap—potential GDP>real GDP
LRAS Expansionary fiscal policy: AD?

PL / e tax|--- G spending?--- AD?

Expansionary monetary policy: AD{
MS?--- r|--- firms cost of borrowing]|--- I1--- AD{
\ (required reserve ratio], discount rate|, buy bonds)
AD

Ple

Recessiona:\: ﬁw RGDP No pOlicy: AST
. Nominal wage|--- SRAS?

Case 3: Two Polices Reinforce Each Other
Expansionary policies

AD?T (GDP1 PL1); interest rate indetermined
Contractionary policies

AD| (GDP| PL)); interest rate indetermined

68



Case 4: Two Polices Offset Each Other

Expansionary fiscal policy + contractionary monetary policy
AD indetermined; interest rate?

Contractionary fiscal policy + expansionary monetary policy
AD indetermined; interest rate|

Topic 40 Ample Reserves and Monetary Policy in Practice

All reserves can be divided into Limited Reserves and Ample Reserves. The direct result of

ample reserves policy implementation is increasing or decreasing of AD.

There are 4 key tools of ample reserves policy implementation.

e Fed’s Primary Tools: Interest on Reserve Balances (IORB Rate)

e Setting a Floor for the Federal Funds Rate: the Overnight Reserve Repurchase Agreement
Facility (ONRRP Rate)

e Setting a Ceiling for the Federal Funds Rate: Discount Window

e Final Action: Open Market Operation (OMO)

Supply

Discount rate f—————agr====mmmemmmnmmmmm e ———————————
Demand

IORB rate

FFR jrossnsiorosnaiosis

ON RRP rate

Reserves
Ample Reserves Market
In the ample reserves market, we also have two types of monetary polices:
e Contractionary Monetary Policy on Ample Reserves
o 3 Rates increase—Federal Funds Effective Rate increase—AD decrease
¢ Expansionary Monetary Policy on Ample Reserves
o 3 Rates decrease—Federal Funds Effective Rate decrease—AD increase

Policy
Rate
2

Policy
Rate

Pes Dw PR1 D
3 PR ais v
Pr Dr. DR
Quantity of Quantity of
Reserves Reserves

Expansionary Monetary Policy Graph Example  Contractionary Monetary Policy Graph Example
*Federal Funds Rate: the interest rate at which depository institutions trade federal funds.
*Discount Rate: the interest rate charged to commercial banks and other depository institutions on
loans they receive from their regional Federal Reserve Bank's lending facility.
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Monetary Policy in Practice

Monetary policy in practice is more complicated than it appears in theory. First, recessionary and
inflationary gaps need to be detected. Then, the exact amount of the increase or decrease in the
money supply must be determined. Finally, there is no guarantee the policy will be effective.
Economic data are only available with a lag. Even then, the data will be revised in the months and
years ahead. Determining when the economy needs a monetary intervention is an art with science
mixed in.

Once a gap is detected, the Fed determines the exact amount the money supply should be changed
by focusing on interest rates. Remember, the change in the money supply affects the macroeconomy
through interest rates. The Fed is well aware of this and keeps a close watch on one interest rate in
particular: the federal funds rate. The federal funds rate is the interest rate charged when one bank
loans funds to another for a short amount of time. This is not to be confused with the discount
rate—the rate charged by the Fed when making a loan to a bank.

One bank can make a loan to another at whatever rate it can negotiate. However, the Fed keeps an
eye on these loan agreements as they occur. If the Fed wants this interest rate to be at 2.0 percent
and it sees that loans from one bank to another are occurring at 2.2 percent, then it increases the
money supply. As we saw, this lowers the interest rate. The Fed will continue to pump money into
the economy until there is enough so that a loan from one bank to another occurs at 2.0 percent
interest, not 2.2 percent. Once the federal funds rate decreases, other rates usually follow suit.

In order to stimulate the economy, the Fed would increase the money supply, most likely through
open market purchases, in order to lower the federal funds rate to the desired level. Targeting the
federal funds rate in this manner determines exactly how much the money supply should be
changed to close the recessionary or inflationary gap.

In 2007, coming into the financial crisis that spawned the Great Recession, the federal funds rate
was 5.25 percent. In response to the crisis and the recession, the Fed flooded banks with reserves,
enabling one bank to borrow short-term funds from another at 0.25 percent. That is to say, the Fed
undertook an aggressive expansionary monetary policy in the face of the financial crisis, lowering
the federal funds rate from 5.25 to 0.25 percent. This may have prevented the Great Recession from
swelling into another Great Depression.

Despite this example, monetary policy may not be effective. The Fed can always change the federal
funds rate to the desired level. However, it is uncertain if the change in interest rates will actually
change borrowing and spending in the economy. For instance, the Fed may increase the money
supply, thereby lowering the federal funds rate. But banks may not loan out the reserves pumped in
by the Fed. And consumers and businesses may not want to take out loans during the recession.
Aggregate demand does not increase, and the recessionary gap does not close.

Another reason monetary policy might be ineffectual in the face of a recession is a liquidity trap.
This occurs when the federal funds rate is already close to zero. In this case, it is nearly impossible
for the Fed to lower the federal funds rate any further. Some central banks have tried negative
federal funds rates, but doing this raises a separate set of problems.

When banks are flush with reserves, two of the Fed’s four tools of monetary control are largely
ineffective. Suppose the Fed wants to decrease the monetary base and thereby increase interest
rates at a time when banks have ample reserves. If required reserves are raised, nothing happens
because banks already have more than enough reserves on hand to meet the higher reserve
requirement. Indeed, the Fed gave up using this tool long ago. The Fed’s reserve requirement is
zero, and U.S. depository institutions currently hold as many reserves as their managers see fit.
Since the U.S. banks currently hold plenty of reserves, changing this requirement would be
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ineffective.

When the banking system has plenty of reserves, the Fed can sell Treasury securities to banks with
open market operations. This will draw bank reserves down, but it will not increase the federal
funds rate since banks have ample reserves to buy Treasuries and continue making loans to other
banks at low rates.

In this situation, the most effective tool for increasing interest rates in the economy is to increase
the interest paid on bank reserves. The federal funds rate will increase because no bank will lend to
another at a lower interest rate than that paid on bank reserves. If a bank wants to borrow funds
from another, it must at least offer to pay more in interest than the lending bank is currently
receiving on its idle reserves.

Increasing the discount rate will help in this situation because no bank will borrow from another if
the funds could be borrowed from the Fed at a lower rate. A higher discount rate allows for a higher
federal funds rate.

When the banking system is well capitalized and holds ample reserves, changing reserve
requirements and open market operations are ineffective tools for monetary policy because the
federal funds rate will not be changed. Banks will continue to lend to one another at the prevailing
rate because they have plenty of reserves to do that and meet the new reserve requirement or buy
Treasuries. In this circumstance, the only way to change the federal funds rate is to change the
interest paid on bank reserves and to change the discount rate.

The interest paid on bank reserves serves as a floor for the federal funds rate. No bank will lend to
another when more could be earned by holding the funds as reserves. The discount rate serves as a
ceiling on the federal rate. No bank will borrow from another if the funds could be obtained from the
Fed at a lower rate.

In a banking system with ample reserves, the federal funds rate lies between the interest paid on
bank reserves and the discount rate. Increasing both these policy rates increases the federal funds
rate. Other interest rates in the economy follow suit. The higher rates discourage borrowing and
spending. Aggregate demand decreases, and inflationary pressures are reduced.

To lower the federal funds rate and conduct expansionary monetary policy when banks have ample
reserves, the Fed would lower the interest rate it pays on bank reserves along with the discount
rate.
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Chapter 11 International Trading

Topic 41 The Terms of Trade (TOT)

1. BB %&FW{Tiz{E How Does Terms of Trade Work?
a. EX Definition
The terms of trade is the amount of imports that can be exchanged for one unit of exports

R 5y 2 A — B U AT LS 1

b. % & Measurement

The terms of trade measures the purchasing power of a country's exports, e.g. how many units of
exports are needed to buy a unit of imports. As each country is exporting and importing many
different products, the Terms of Trade are calculated using the export price index (shows combined
price changes of all exported products) and import price index (shows the combined changes in
prices of all imported goods).

2. WE%FAA Terms of Trade Formula
Terms of Trade Formula =
(Weighted Index of Average Export Prices / Weighted Index of Average Import Prices) x 100

3. REFMHHKHENE/A Improvement and Deterioration in the Terms of Trade

a. AE5%HKEEE Improvement of TOT

R o SR A B LA s s KA T AR ARz —

* Export prices have risen, import prices have stayed the same

«  Export prices have risen, import prices have fallen

»  Export prices have risen faster than import prices

«  Export prices have fallen by less than import prices

»  Export prices have stayed the same but import prices have fallen

W 5 %A LA 5 increase in the terms of trade ratio &% #{ iR AT 5 244 A 25 5 A F A8 1L an
improvement, or favorable movement, in the terms of trade. iX & K A0 [R5 ) D BLAER I SEE £
#1331 the same volume of exports will now buy more imports.

b. R 5 %K%k Deterioration of TOT

¥R 5 % AE LA R % decrease in the terms of trade ratio 387 # iR N 5 S84k . SBALELASFI AR B)
deterioration, or a worsening or unfavorable movement. X2 K N7EH D&M KEN T, ZE 7] LA
2 /D )EE T the country can afford fewer imports with the same volume of exports.

4. HAHE%BZIKERE Causes of Changes in the Terms of Trade

a. %3 Short Term

The term of trade is the price relationship between a country's exports and imports and will,

therefore, be influenced by all the factors which determine the prices of imports and

exports. 23|k E I DR R BT A R 2 B 52

1% Exchange Rates

o TEFEMAA, HEH DX AR T B I BB B . S5 trade. TEANS) capital flows.
F|Z interest rates. AL speculation. HHTFZAK inflation FIEUFF AN 4 use of foreign
currency reserves by the government 254k 1] 4 S FUC R IK )
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*  You will recall that a depreciation of the exchange rate causes import prices to increase and
export prices to decrease, while an appreciation causes the opposite effects.

P& A% Prices of Commodities

XA R ICH AR Z 2T oK. BRI . ST IX Re R i R SR AL R R

Gt Z 5% highly inelastic, S22 A0RF 5 B0 K AH 10 R A2 B8 R A2 4k proportionately greater

change in price.

Price §1 :S
P1
? ...................... {
Pl Y
D
0 0.1‘.? Quantity

b. i Long Term

In the longer term, changes in the terms of trade are likely to be determined by those factors which

exert a longterm influence on the demand for, and supply of, a country's exports and imports. —[&

a3t R A SR AR A MR 1) R 3R

SR EH DY primary goods A1k 1] A H manufactured goods HIAkEHEZKM S, HTHO

PRI IRAT R SRk, HH EAT RS A AT S Bl A I T R HERS T T B

*  Supply has increased, mainly due to improvements in technology and, in the case of coffee, new
producers entering the market. H A Kt S B AL 36 N

+  Demand has fallen / not risen rapidly, for a variety of reasons. 73K T [#

TR WIS A Supplement: Primary and Manufactured Products

« W= primary goods fRAREMN TEESE BRI T 5, RGBS A
S RMAGHEAT 7 o T8 NATIE IS 5750, B E IR FIRIG L R — i T a4 ] 5 i i o

o il manufactured goods FE7E— /NN ESEBREFTAEFZTTE . I ERERR AR Al ft4ye
FI i o

FEFE KR FFEM A The reasons for demand falling include:

o JFREREA M Development of synthetic substitutes
tetmn: SRLERAD> 7R UM E AR 3K

o WL AR SR BRI #% Low income elasticity of demand for primary commodities

b ISt SO S, X0 it R 75 SR G AN il LA

L A-4 Agricultural protection

JEA P AEUR, (HAR R EZARMIT N E M E RN, EOVIE R RR RE WG R REAME, T

Bt S, 23 FEXR B RS .

/AR Miniaturization

AT P BARAE ™  ARAF SN, A NHL, X 98/b 1 AR, S EHR R TR

VIR 7 i O AN A TG54 75 3K Price inelastic demand for exports of primary commodities

WL R SRAT AT S Z A 8, DRI A T P53 B R SR 2 I AT B A3
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Topic 42 International Trade

1. FAXHMEH Comparative Advantage
The ability to produce a good at a lower opportunity cost than another producer. (FLEHNLLHA)

2. #XHMEH Absolute Advantage
The ability to produce a good using fewer inputs than another producer. (A= #H N

3. ML HEHMBEMAL I E Comparative Advantage Output and Input Practice Question
a. ¥HE S Output Question
The following table shows the number of donuts or cupcakes that John and Erica can each produce

in one day.
Donuts Cupcakes
John 200 100
Erica 150 50

Analysis Process:

John 200D=100C: 1D=0.5C 1C=2D

Erica 150D=50C: 1D=1/3C 1C=3D

John has the comparative advantage in producing cupcakes. Erica has the comparative advantage
in producing donuts.

Trade: ZF B Term of trade: NHTFHLEEAZ H

1C=23D; 1D=0.51/3C

b. #AHE Input Question

Brazil Spain
Corn 2 hours of labor 4 hours of labor
Shoes 8 hours of labor 12 hours of labor

Analysis Process: Input 5] B #e3 %

Brazil 8C=2S: 1C=1/4S 15=4C

Spain 12C=4S: 1C=1/3S 1S=3C

Brazil has the comparative advantage in producing corn. Spain has the comparative advantage in
producing shoes.

Trade: 1S=34C; 1C=1/41/3S

c. 5 PPF &A% Combined with PPF

z<C

Rayland

600

Artland

3(() NUMBER OF
BICYCLES

(a) Calculate the opportunity cost of a bicycle in Artland
Artland 600 hats=300 bicycles: 1 hat=1/2 bicycle; 1 bicycle=2 hats X} B 1728 XL H
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Rayland 1200 hats=300 bicycles: 1 hat=1/4 bicycle; 1 bicycle=4 hats X1 FA XA
(b) If the two countries specialize and trade, which country will import bicycles? Explain
Rayland will import bicycle. KISy HEAE =1+ Fr LAk 0 AT
(c) If the terms of trade are 5 hats for 1 bicycle, would trade be advantageous for each of
the following?
a) Artland
b) Rayland
Artland benefit; Rayland loss.
(d) If productivity in Artland triples, which country has the comparative advantage in the
production of hats?
Artland 1800 hats=900 bicycles: 1hat=1/2 bicycles 1 bicycle=2 hats
WA E KA R 0, LSRR, MRS A3

4. W5 Trade

Trade can benefit everyone in society because it allows people to specialize in activities in
which they have a comparative advantage.

Topic 43 Restrictions on Free Trade

1. EHEBRHE S Free International Trade
a. BEOKE 5 Gains and Losses from Imports

P
(dollars
per shirt)

20 Supply

10

. World price
: Nmand
0 1(;)0 2(i)o 30io g (lrlrtxélll;g?;gf;
Before Trade After Trade
Consumer surplus=A Consumer surplus=A+B+C+D
Producer surplus=B+E Producer surplus=E
Total surplus=A+B+E Total surplus=A+B+C+D+E

b. HAKABE R Gains and Losses from Exports

Pl
(millions

of dollars) | Supply

|
60

World price

T SRS SN, ‘

Demand

; i H i
0 200 400 600 Q(airplanes)
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Before Trade

After Trade

Consumer surplus=A+B+D

Consumer surplus=A

Producer surplus=C+E

Producer surplus=B+C+D+E+F

Total surplus=A+B+C+D+E

Total surplus=A+B+C+D+E+F

2. W 5174 Trade Protections
a. XFi Tariffs

Domestic Supply

CS after the trade

After the Trade ($2,60)
o~ World Price

:Domesﬂc Demand

pn P aféer the trade

40 60 Q

KBLZATH) CS 1 PS

Consumer
Surplus

Ws + Tariff

Dead
Weight
Loss

Q1 Q3 Q4 Q2
Imported

FKHijE CS A1 PS (Q3Q4 &XFi/5H) import; Q1Q2 /& XFLATH] import)

b. #OBH Import Quota

Domestic
supply

Equilibrium

without trade :
Domestic

supply
A +
Import supply
7~ Equilibrium
with quota
World
ric
: !:1;]portst Domestic PiES
: i Wihgquota demand
1

7




Topic 44 The Balance of Payments

1. EBFRBGZEK P Balance of payment accounts
RSN Es|NG h WNES N s Y
BRSSP A 25

25K P Current account

Exports of goods and service +
Imports of goods and service -
Net interest (££4ME# BT 2w B EL A F)E D +/-
Net transfer (44 s 251 E 8D +/-

AL 4Rk Capital and financial account

Foreign direct invest +
Portfolio investment and other investment +
Change in official reserve +/-

B4 HE K 7 Official settlements account (AN fi%4)

Current account + Capital and financial account + Official settlements account=0
Current account 5 Capital and financial account AR —A A IE—N N

2. WHWEERFIME trade deficit and trade surplus
trade deficit: export<import
trade surplus: export>import
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Chapter 12 Exchange Rate

Topic 45 Exchange Rate Market
1. JCEEF Exchange Rate Graph

Price of dollar (Rupees per dollar)

Quantity of Dollars
Y\ AL br Horizontal and vertical coordinates
o YHLFR: price of &M in #hi; 4T per ATH
o FEARFR: quantity of A
CERMTA S AT R X Demand and supply meaning
o @K demand: FHFEAE LT MHE
o % supply: R H T S H AN E B A E B2 T ) &
CEW & 4 558 Surplus and shortage
*  Excess supplysurplus: Qs>Qd exchange rate|
* Excess demandshortage: Qs<Qd exchange ratef

2. JW{E5FE Depreciation and Appreciation
218 Depreciation: —#6E AHXS T 55 — Mt OO E T FE, LT
FHH Appreciation: —F 5 fAXS TR —MEHRME EA, EFE A

3. JCRE3) Exchange Rate Fluctuations

Interest rate

R1 — financial assets become more attractive — funds and capital flow into us — d for dollarst —
dollars appreciation

R| — financial assets become less attractive — funds and capital flow out of us — s for dollarst —

dollars depreciation
(MS?T RJ; Soffunds| R?)

Export and import

Export] — foreigners need dollars to buy us g&s — d for dollars{ dollars appreciate

Import? — us people need to exchange dollars for other currency to buy foreign g&s — s for
dollarst — dollars depreciation

(PL1 export]import?; income?l import?; Japan recession — us export])

(dollars depreciation — exportfimport])

FED H#ICR K 7%

Fed buy currency — D7 dollar appreciation; Fed sell currency — S1 dollar depreciation
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Topic 46 How Policies and Events Affect an Open Economy

1. #F3IFZEH| Floating System
The value of the exchange rate is determined by the supply and demand of the currency on the

foreign exchange market. JCZRIMMERR T AN B ALK A

2. BEZICE Fixed Exchange Rates
The central bank buys and sell foreign currencies to ensure that the value of its currency remains at

a single fixed rate. W RAITLIZAM T, PAEAOR L BR M B E PR IR AE B — RO S B VR b

3. Ef{ 5 fE Revaluation and Devaluation
H {li Revaluation: the price of the currency is deliberately increased in a fixed exchange rate system.
] 52 Y28 1] B2 R WOS P B M s

718 Devaluation: the price of the currency is deliberately decreased in a fixed exchange rate

system.
FEFE B ZRH T, #OS PR DT B ks
Example
S1
Price $
per £ $2
P1
D2
D1
0

Quantity of £

This diagram indicates how a fixed exchange rate system operates. Inflation may occur which
causes imports to seem more attractive and supply of £s to increase, so the currency would then
naturally depreciate. However, because of the government’s intentions, the central bank would
start to buy £s and therefore artificially increase demand for its currency. This then allows the
value of the currency to remain at the same stable level. (In reality, neither the USA nor the UK
have fixed exchange rate systems.)

ZERIR TEEICR RGN isE 7. TR KA, FE0H DB R EH G| 719t BIEgE ik
s, BT ERSAE. AR, BT BURREE, RATRITIRIE L8, T A Dy s s H 52 i i
K. RE, XAFETDINMERFEEM R E K (bR b, 58 ERISE E &R A A b e 2R B

4. BHEJCHE Managed Exchange Rates

BUM B H 2 W8 — MR N AR FER X ] sets a range between which the exchange rate should remain,
SRIG U SRR T s TIX AN AR X 1], A 9e4RAT central bank 54> 72 #1HE47 T 7l intervention. i Al
RV MR T Z B L3262 T involve the interest rate being manipulated or the currency being bought
or sold.

5. EA{EA Overvaluation and Undervaluation
a. Bfli Overvaluation:
Imported goods become cheaper so there is downward pressure on the inflation rate. #1728 #

FEAEE, U@ G N T .
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Competition from the cheaper foreign imports forces domestic producers to become more efficient.
SR 1 A P A R 177 it B 5 4 A 6] ) A R AR AR B A AR

Exports become relatively expensive, so the export industries receive lower profits. H [F1AFFHFHXT &
51, RIGH DTV SRS BRI R

The balance of payments worsens due to fewer exports and greater imports. HF H F18 /> Fldk 14

m, EEREECE

b. {&fti Undervaluation

Exports become cheaper so the export industry grows H 2SS E M, Kt A4k K

Imports become more expensive, so domestic consumers favour domestic goods. #f 7 52815 5 0 &
B, PRI P Vi 9 IR L R o

Imports become more expensive, which may result in imported cost push inflation as raw materials
and intermediate goods are more costly 3t ARSI & o, XA RESEGE O S AHE sdE Ak, Koy ER
HRER F B] 77 i ) AR B vy

The balance of payments improves as exports increase and imports fall. [ 4 O3 I0AEE D T,
BRSSPI s

6. AENCEHERTPEE Evaluation of different exchange rate systems

a. %3hCE Floating Exchange Rate

fIt# Advantages of a floating exchange rate

*  Monetary policy can continue to be used as the government is not intervening in the pricing of
the currency. For instance, the interest rate can be manipulated to encourage growth as the
currency is able to depreciate freely. HTEBUMATTEE M@, KAT LAgkLAd H B8 sk .

+ Trade imbalances can naturally adjust. For instance, if the currency appreciates as a result of
the demand for exports increasing, then this demand will gradually fall because the price of
exports increases as the currency appreciates. $1 5 Jffii v DL H SR % .

* These exchange rate changes are smooth and continuous, as the government will not suddenly
intervene. X FAAY ZPARMIELL K], FONBUR A2 RIA Tl

* Speculation may be lower as there is no strict value that is perceived to be ideal of the currency
to be at, therefore, there is less opportunity to make a profit on the changes in its value. ##LA]
RERUIK .

* The central bank does not need to hold ass much in foreign reserves as they have no reason to
use these reserves as a mechanism to intervene in the exchange rate. H19UARIT AT BEHA L2

AN A% o

%% Disadvantages of a floating exchange rate

» There is increased uncertainty as the exchange rate has no fixed value, so investors, exporters
and importers face greater risks and be less confident in the market. This in turn tends to lead
to lower rates of cross border investment. AHfEMERE I, R ENFHIHEZE 00

¢ The government may be more likely to employ inflationary policies in order to achieve short
term growth, as they are not restrain from using monetary policy. B A] G858 A 1] G K H E K L
FR I IR .

b. EEICE Fixed Exchange Rate

3% Advantages of a fixed exchange rate

* There is less uncertainty as the currency maintain its fixed value, so it may be a safer
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opportunity for investors. X% F KT fe g — M E LR .
Inflationary growth is not an option, so the government must act with discipline in reaching its
macroeconomic aims. i 57 ZIKIG KA L —Fluik .

The exchange rate can be manipulated to combat high inflation. 7 LA Z KX i @Ak

%% Disadvantages of a fixed exchange rate

The government cannot use monetary policy to achieve domestic goals, as this would also effect
the exchange rate. BWUFAGEAEH 67 MR SCILE P B Ax.

Expansionary fiscal policy cannot be used to finance a deficit as this could affect the money
supply and interest rates. ¥ 5K EUECEAGEH T A7 FRlE .

The exchange adjustments are abrupt, rather than being fluid, which could be very disruptive
both domestically and for foreign investors. L3R IABIEZRINN, TN,

Trade deficits cannot automatically be corrected, instead contractionary fiscal policy may be
necessary. A i Z AR H A IE .

The central bank must keep large foreign exchange reserves so that they can intervene in the

exchange rate. 1 RARATUIR B KEIMNC B
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Chapter 13 International Economics

Topic 47 Foreign Direct Investment (FDI)

1. AFEEERZEKF/EM The Role of Foreign Direct Investment

Foreign direct investment (FDI): a firm based in one country establishes its presence in another
country by providing long term investment. 7 T—/NE S A al il id $E A 5L 7E 1 — AN E K AT
W5

2. 43K Classification

a. HBAFFREKIESHITH2K Categorized by the Activities Carried out by the Company
f# 7] Horizontal

The company carries out the same activities as it does abroad. A & FFJ& 5 [E #MH[E 3G 3] .

i, Tesco s—RKIEEHET, MAEAHAM 11 NMEFKMDEERIE. B IAEA S 5 E 45 1,
WRRIRZE KR B R PG AN 2R [ (1) 405 T

g\ n) Vertical

The company carries out different stages of activities abroad.Z 7 7E [E 4N @A R B ITE 5

filtn, 2014 FHEFER AR ETF & 15— K e B REAME T .

4 H Conglomerate

The company carries out activities unrelated to its domestic business. A @) -5 E P45 o< )
Wahe fltn, Kb ERPEERAERE, K2 ST RIIX, 33 EERBM E NI RI S . H
WA FREL, HFEERE G, BiaS. Yokl RSB 2 Tk,

b. HBIFREILE K R2HK Categorized by Way of Starting New Business

5 % Greenfield investment

the company starts a new venture abroad by constructing new factories or stores. 2] iHid & ¥ # T
| B M AE E AN T RIS .

N, A B o R 22 24 55 40 r) T X AR

M5 55 /5 B 1 Browfield investment

The company purchases existing factories or stores to begin new production.s & LA T.) 5L

JETF U HT A o

Topic 48 Foreign Aid and Multilateral Development Assistance

1. /MRS EHEIZRY Foreign Aid and Official Development Assistance
4% Foreign aid: Money, food or resources given or lent by one country to another.
BT R JEPE B Official development assistance: Aid which is granted to economically less developed

countries by governments is called.

2. ANEZE XIZB) Humanitarian Aid

Food aid, medical relief and emergency relief aid which is often provided by nongovernmental
organizations (NGOs). % HIAFBUFHLS (NGO) AR iRl By7 Resr flE Sukur #2 B

NGOs are nonprofit, citizenbased groups that are independent of government and aim to provide
aid on a small scale to achieve development objectives. IEBUFHLURAEE R LA RAFRLFI R4,
EAVSLTBUN, BER M NI B DASEIUR & H A5

Examples of NGOs include Oxfam, Action Aid, Unicef, Amnesty and Greenpeace.
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3. HHSMEBN. DHIZEBIS5HRIFER) Tied Aid, Project Aid and Program Aid

HH41 &) Tied aid: One country donates money or resources to another on the condition that the
funds are used to buy imports from the donor country or linked to a specific project. For example,
Britain granted aid to Malaysia for the Pergau Dam project in exchange for a major arms deal.

Ti H 2Bl Project aid: Aid which is given for a specific purpose, including support for schools and
hospitals.

11 %I$E B Program Aid: Funding provided for specific programs which is dependent on the recipient
adhering to specific conditions. This includes support for sectors like the education sector and the

financial sector.
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Critical Thinking - Key Takeaway
Judge’s Scoring Rubrics

* Identifying & Solving the Problem
*  Knowledge Application
*  Research

¢ Analysis & Evaluation ****

*  Format and Expression

Steps to Approaching Your Case

*  Understand your task

*  Understand the case

+ Identify the main problem(s)

*  Analyze the problems

+  Develop and evaluate the solutions
*  Make recommendation for action

How to Write Your Essay

* Introduction

*  Problem Identification & Analysis
+  Statements of Major Problems

*  Recommendation & Conclusion

*  Reference
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Critical Thinking Sample

THE ISSUE:

There is widespread agreement among economists that wealth and income inequality have increased
steadily in the United States since the 1970s. We see evidence of this growing inequality in the graph
to the left, which shows steadily rising Gini ratios,[ll a common measure of income inequality. An
increasingly unequal distribution of income means that a larger portion of total income is going to
the rich and that the gap between the rich and the poor is widening. This issue has been receiving
more attention among economists in recent years. The New York Times reported that at the annual
meetings of the American Economic Association in January 2016, the issue of income inequality was
“taking center stage” after having been largely ignored in the past (1/4/16).

THE PROBLEM:
Policy makers and the American public need to understand the implications of growing income
inequality on the economy and on the quality of life in America.

YOUR TEAM’S TASK:

Your team is a non-partisan advisory committee that is meeting today to provide information to
congressional workers about the long and short-run implications of growing income inequality on
the economy and on the American people. Your team has been chosen because of your expertise in
economics and in the economic way of thinking.

The people you are advising are seeking information on both sides of this issue: Should the
government more stringently address the problem of growing income inequality, and if so what
policies could they use? What would be the likely positive outcomes of these policies?

On the other hand, since overall standards of living have increased for Americans over time (albeit
faster for some than for others), why do some economists argue that government polices to reduce
income inequality might negatively impact the economy?

Choose one policy that, given your analysis, you believe to be the most effective policy.

[1] Gini ratios range between 0 (perfect equality) and 1 (perfect inequality) and are a measure that economists
frequently use to show the distribution of total income in a country. You are not expected to discuss Gini ratios in
your presentation: the data are presented only to provide evidence of the growing inequality.

FRED Y — Income Gini Ratio of Families by Race of Householder, All Races

0.46

(Ratio)

1970 1980 1990 2000 2010

research.stlouisfed uu’g myf.red/g/3PgL
Citation for graph: US. Bureau of the Census, Income Gini Ratio for Households by Race of Householder, All Races,
retrieved from FRED, Federal Reserve Bank of St. Louis, March 18, 2016.
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On the other hand, since overall standards of living have increased for Americans over time (albeit
faster for some than for others), why do some economists argue that government polices to reduce
income inequality might negatively impact the economy?
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30 Macroeconomic Models for Critical Thinking

Macroeconomic models are analytical tools designed to describe the operation of the problems of the
economy of a country or a region. They are widely used in academia in research and are also widely
used by international organizations, national governments, larger corporations, as well as economic
consultants and think tanks.

This learning material includes the overviews of 30 macroeconomic models available to participating
students to prepare the Critical Thinking Round for the National Economics Challenge. Participants
are suggested to read this learning material to get a general knowledge of the models and apply the
appropriate model in case analysis, which may help them stand out in the Critical Thinking Round.

1. The Production Possibilities Curve Model

The production possibilities curve illustrates the trade-offs facing an economy that produces only
two goods. It shows the maximum quantity of one good that can be produced for each possible
quantity of the other good produced.

Thinking in terms of a production possibilities curve simplifies the complexities of reality. The real-
world economy produces millions of different goods. Even a castaway on an island would produce
more than two different items (for example, he would need clothing and housing as well as food). But
in this model, we imagine an economy that produces only two goods, because, in a model with many
goods, it would be much harder to study trade-offs, efficiency, and economic growth.

2. AD-AS Model

The AD-AS model is a very powerful tool for thinking about how an economy will respond to given
events, such as a technological advance or a dip in consumer confidence.

In the AD-AS model, the intersection of the short-run aggregate supply curve and the aggregate
demand curve is the point of short-run macroeconomic equilibrium. It determines the short-run
equilibrium aggregate price level and the level of short-run equilibrium aggregate output.

The AD-AS model suggests that shifts in the aggregate supply and demand cause fluctuations in
economic activity. The resulting changes in equilibrium output and prices are the business cycles
that we observe in the real world.

3. IS-LM Model

The IS-LLM model describes how aggregate markets for real goods and financial markets interact to

balance the rate of interest and total output in the macroeconomy.

» IS-LM stands for "investment savings-liquidity preference-money supply."”

*  The model was devised as a formal graphic representation of a principle of Keynesian economic
theory.

¢ On the IS-LM graph, "IS" represents one curve while "LM" represents another curve.

* IS-LM can be used to describe how changes in market preferences alter the equilibrium levels
of gross domestic product (GDP) and market interest rates.

¢ The IS-LM model lacks the precision and realism to be a useful prescription tool for economic
policy.

91



4. Income-Expenditure Model

The income-expenditure model, or the Keynesian cross, is named after John Keynes, the famous

macroeconomist of the Depression-era.

There are several assumptions that we make in constructing this model:

*  The price level is fixed.

*  Suppliers will supply any level of output that is demanded at the fixed price level. There are no
government expenditures or net exports.

*  The interest rate in the economy is determined outside the model.

*  There are no taxes.

With these assumptions in place, we are ready to begin our model construction.

Aggregate Expenditures is the aggregate amount that consumers, investors, government, and

foreigners wish to spend on the purchase of final goods and services produced in the domestic borders,

given the price level. This definition is identical to Aggregate Demand. The reason that we use a

different terminology is to separate the Income-Expenditure model from the AD-AS model.

Aggregate Expenditures is simply the sum of Consumption (C), Investment (I), Government

Expenditures (G), and Net Exports (NX), or AE=C+1+ G + NX.

Because we assume that government expenditures and net exports are zero, the equation reduces to

AE=C+1.

Consumption is the largest component of Aggregate Expenditures, accounting for two-thirds of

GDP. Factors that influence Consumption are Disposable Income (DI), wealth, interest rates, and

expectation of consumer incomes. The equation for the consumption function is C = A + MPC * YD.

Investment is determined by interest rates, business confidence, taxes, and capacity utilization.

The 45-degree line can help us find the equilibrium in the income-expenditure diagram. On any

chart, if the horizontal and vertical axes have the same scale, then any (x,y) point on the 45-degree

line will have the same value on both axes.
The 45 Degree Line
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Every point on the 45-degree line is a point that satisfies the condition Y = AE. Therefore, we must
look for an equilibrium where the AE line crosses the 45-degree line.

5. IS-LM-BP Model

The IS-LM-BP model (also known as IS-LM-BoP or Mundell-Fleming model) is an extension of the
IS-LM model, which was formulated by the economists Robert Mundell and Marcus Fleming, who
made almost simultaneously an analysis of open economies in the 60s. Basically, we could say that
the Mundell-Fleming model is a version of the IS-LLM model for an open economy. In addition to the
balance in goods and financial markets, the model incorporates an analysis of the balance of
payments.
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IS curve: the market for goods and services
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IS curve represents the value of equilibrium for any interest rate. An increasing interest rate will
cause a reduction in production through its effect on investment. Therefore, the curve has a negative
slope.

To sum up, an increase in exchange rates causes net exports to increase (IS curve shifts to the right)
and a decrease in exchange rates causes net export to decrease (IS curve shifts to the left).

LM curve: the market for money
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The slope of the LM curve is positive, contrary to what happened in the IS curve. This is because the
slope reflects the positive relationship between output and interest rates.

BP curve: the balance of payments
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The BP curve shows combinations of production and interest rates. It will usually slope up since the
higher the production, the higher the imports, which will disturb the equilibrium of the balance of
payments unless interest rates rise (which would cause capital inflows to maintain the equilibrium).
However, depending on how great the mobility of capital is, it will have a greater or smaller slope:
the higher the mobility, the flatter the curve.
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6. Harrod-Domar Model

The Harrod-Domar model suggests that the rate of economic growth depends on two things:

» level of savings (higher savings enable higher investment)

*  capital-output ratio (lower capital-output ratio means investment is more efficient and the
growth rate will be higher)

A simplified model of Harrod-Domar is:

Rate of economic growth(g) = Level of savings(s) / Capital output ratio(k)

According to the Harrod-Domar model, three main factors affecting economic growth are:

»  Level of savings — Higher savings enable greater investment in capital stock

*  The marginal efficiency of capital — the productivity of investment

*  Depreciation — old capital wearing out

7. Solow Growth Model

The Solow Growth Model is an exogenous model of economic growth that analyzes changes in the

level of output in an economy over time as a result of changes in the population growth rate, the

savings rate, and the rate of technological progress. This model is the basis for the modern theory of

economic growth.

Assumptions

*  The population grows at a constant rate g.

»  All consumers in the economy save a constant proportion, 's', of their incomes and consume the
rest.

« All firms in the economy produce output using the same production technology that takes in
capital and labor as inputs.

*  Present capital stock(K), future capital stock(K"), the rate of capital depreciation(d), and level of
capital investment(I) are linked through the capital accumulation equation K'=K(1-d)+I.

Implications

There is no growth in the long term. If countries have the same population growth rate, savings rate,

and capital depreciation rate, then they have the same steady-state, so they will converge, i.e., the

Solow Growth Model predicts conditional convergence. Along this convergence path, a poorer country

grows faster.

Countries with different saving rates have different steady states, and they will not converge, i.e.

the Solow Growth Model does not predict absolute convergence. When saving rates are different,

growth is not always higher in a country with lower initial capital stock.

8. Endogenous Growth Model

Endogenous growth models (EGM) describe a collection of theories that model economic growth
through the medium of technological discoveries and progress. As seen in the neoclassical growth
model (NGM), economic growth is determined by the rates of savings and capital accumulation. In
the EGM, technology progress is seen as the core determinant of long-run economic growth which
the NGM could not account for. Hence, technological progress becomes endogenous in endogenous
growth models.

Three of the most common endogenous growth models are as follows:

The AK model
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The AK model emphasizes the possibility of productivity depending on output per worker. In the AK
model, economic growth is induced by savings, capital accumulation, and efficiency. Efficiency is
defined as the increase in the productivity of factor inputs by "learning by doing".

Product Variety

Model The product variety model postulates that economic growth is a consequence of the expansion
of specialized intermediate varieties of products. The basic product variety model can be
characterized as the interactions between the research sector, the intermediate goods sector, and
the final goods sector.

The Schumpeterian Growth Model

This model of economic growth emphasizes that growth is generated by a sequence of quality
improvements or vertical innovations. It is called Schumpeterian because it embodies the forces that
Schumpeter describes as "creative destruction" — an innovation that drives growth creates new
technology and at the same time destroys older technology by making them redundant.

9. Mundell-Fleming model

The Mundell-Fleming model is based on a very restrictive assumption. It considers a small open
economy with perfect capital mobility. This means that the economy can borrow or lend freely from
the international capital markets at the prevailing rate of interest since its domestic rate of interest
is determined by the world rate of interest. So, the rate of interest is not a policy variable in the
small economy being studied.

This means that macroeconomic adjustment occurs only through exchange rate changes. In other
words, the brunt of adjustment is borne by exchange rate movements in foreign exchange markets
to maintain the officially determined exchange rate. The central bank permits the exchange rate to
move up or down in response to changing economic conditions.

The basic assumption of this model is that the domestic rate of interest (r) is equal to the world rate
of interest (r*) in a small open economy with perfect capital mobility. No doubt any change within
the domestic economy may alter the domestic rate of interest, but the rate of interest cannot stay
out of line with the world rate of interest for long.

The table below summarises the effects of three different policies in the Mundell-Fleming model.

Exchange Rate System

Floating Fixed
Impact on
Policy Y e NX Y e NX
Fiscal (G rises, T falls) - . 2 1 1 — .
Monetary (M rises) T & T s — —
Trade (Imports fall) — T i 1 — 0

Note : The sign — implies no effect; T implies a rise and | implies a fall

10. Mundell-Tobin Effect

The Mundell-Tobin effect suggests that nominal interest rates would rise less than one-for-one with
inflation because in response to inflation the public would hold less in money balances and more in
other assets, which would drive interest rates down. In other words, an increase in the exogenous
growth rate of money increases the nominal interest rate and velocity of money but decreases the
real interest rate.

The importance of the Mundell-Tobin effect is in that it appears as a deviation from the classical
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dichotomy. Robert Mundell was the first to show expected inflation has real economic effects. A
similar argument was introduced by economist James Tobin.

11. Taylor Rule

The Taylor rule (sometimes referred to as Taylor's rule or Taylor principle) is an econometric model
that describes the relationship between Federal Reserve operating targets and the rates of inflation
and gross domestic product growth. The Taylor rule has been interpreted both as a way to forecast
Fed monetary policy and as a fixed rule policy to guide monetary policy in response to changes in
economic conditions. The rule consists of a formula that relates the Fed's operating target for short-
term interest rates to two factors: the deviation between actual and desired inflation rates and the
deviation between real GDP growth and the desired GDP growth rates.

Taylor's equation looks like: r = p + 0.5y + 0.5(p - 2) + 2 Where:

r = nominal fed funds rate

p = the rate of inflation

y = the percent deviation between current real GDP and the long-term linear trend in GDP

12. Dynamic Stochastic General Equilibrium (DSGE) Model

Dynamic stochastic general equilibrium (DSGE) models to evaluate monetary policy rules anchored

in rich micro-foundations have become a popular tool for macroeconomic analysis in recent years.

*  DSGE models have become the fundamental tool in current macroeconomic analysis.

* They are in common use in academia and in central banks.

*  Useful to analyze how economic agents respond to changes in their environment, in a dynamic
general equilibrium micro-founded theoretical setting in which all endogenous variables are
determined simultaneously.

*  Static models and partial equilibrium models have limited value to study how the economy
responds to a particular shock.

* Modern macro analysis is increasingly concerned with the construction, calibration and/or
estimation, and simulation of DSGE models.

*  DSGE models start from micro-foundations, taking special consideration of the rational
expectation forward-looking economic behavior of agents.

13. ACE Model

Agent-based computational economics (ACE) is the computational study of economic processes
modeled as dynamic systems of interacting agents. Here agent refers broadly to a bundle of data and
behavioral methods representing an entity constituting part of a computationally constructed world.
Examples of possible agents include individuals (e.g. consumers, producers), social groupings (e.g.
families, firms, communities, government agencies), institutions (e.g. markets, regulatory systems),
biological entities (e.g. crops, livestock, forests), and physical entities (e.g. infrastructure, weather,
and geographical regions). Thus, agents can range from active data-gathering decision-makers with
sophisticated embodied cognitive capabilities to passive world features with no cognitive function.
Moreover, agents can be composed of other agents, thus permitting hierarchical constructions. For
example, a firm agent might be composed of worker agents, managing agents, and shareholder
agents.

96



14. OLG Model

The overlapping generations (OLG) model is one of the dominating frameworks of analysis in the
study of macroeconomic dynamics and economic growth. In contrast, to the Ramsey—Cass—
Koopmans neoclassical growth model in which individuals are infinitely-lived, in the OLG model
individuals live a finite length of time, long enough to overlap with at least one period of another
agent's life.
Key Difference of OLG Model
+  Agents have finite lives

¢+ They live in two periods

o They are "Young", then "Old", then dead
o When one generation becomes "Old", another "Young" generation is born... hence, the
"overlapping"

*  This is different than Ramsey where agents lived for infinity
Implications of OLG to take away
*  Can have multiple steady states
» It is possible to have dynamically inefficient outcomes

¢+ In Solow Model with exogenous savings, this could happen

¢+ In Ramsey with endogenous savings, this never happens

¢+ In OLG, it can happen despite optimal saving at the individual level
Application of the OLG Model
«  Can look at how taxing people when they are old and young can matter for economic growth,

capital accumulation, and savings
*  Can use it to analyze social security proposals

15. DMP Model

The DMP model of unemployment is widely accepted as the most realistic account of unemployment

based on a careful and full statement of the underlying economic principles governing labor turnover,

job-finding rates, and wage determination. Its building blocks are:

* a stochastic model of labor turnover, where workers separate from jobs, become unemployed,
and find new jobs,

* a model of labor-market tightness, with employers choosing job creation volumes and exerting
recruiting effort that controls the job-finding rate, in response to the payoff to job creation,

* a bargaining model of wage determination, which sets the incentive to create jobs because
employers capture the difference between workers' productivity and their wages.

16. Kiyotaki-Moore Model

The Kiyotaki—Moore model of credit cycles is an economic model developed by Nobuhiro Kiyotaki
and John H. Moore that shows how small shocks to the economy might be amplified by credit
restrictions, giving rise to large output fluctuations.

The model assumes that borrowers cannot be forced to repay their debts. Therefore, in equilibrium,
lending occurs only if it is collateralized. That is, borrowers must own a sufficient quantity of capital
that can be confiscated in case they fail to repay. This collateral requirement amplifies business cycle
fluctuations because, in a recession, the income from capital falls, causing the price of capital to fall,
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which makes capital less valuable as collateral, which limits firms' investment by forcing them to
reduce their borrowing, and thereby worsens the recession.

17. Multiplier-Accelerator Model

A model for the business cycle at the macroeconomic level. As the name implies, it combines the

Keynesian multiplier model with the accelerator model. The multiplier-accelerator model is cyclical

and has three phases.

+  First, the government increases its expenditures, which increases consumer income.

* The increase in income leads consumers to buy more goods and services, which increases
economic output.

*  The higher output leads to higher investment in the economy.

The multiplier makes output rise following a rise in investment, and the accelerator makes
investment increase when output increases. Once expansion starts, if the accelerator is weak the
expansion slows down, which lowers investment and causes incomes to decline. A slump follows,
during which investment is low and capital wears out. Once capital has fallen sufficiently relative
to output, investment starts again and the economy expands. This can produce persistent business
cycles of alternating booms and slumps.

18. Classical Model

The classical model extends the concepts of neoclassical microeconomics to macroeconomics. That is,
the conceptual understanding of the theory of the firm, the theory of the consumer, and supply and
demand are applied to aggregate economic activity. Specific points include determining the level of
aggregate employment and output, analyzing the effects of changes in the money supply, and
considering the use of fiscal policy to offset business cycles. The present version of the Classical
Model is largely a post-Keynesian construction that puts the Classical Model in the more
mathematically formal language of modern economics.

A very brief version of the classical model starts from the following assumptions:

+  All economic agents can decide how much to buy or sell, in order to maximize their utility, as
rational agents;

«  All economic agents have the same level of information regarding prices;

*  Prices are perfectly flexible which allows them to adjust until the market-clearing level,

* There is a fictional Walrasian auctioneer who makes sure that no good is traded until the
market-clearing price is agreed;

+  Agents have stable expectations.

19. Baumol-Tobin Model

The Baumol-Tobin model of money demand is a model that describes economic agents' demand for
money for transactions. The model was first developed by William Baumol in 1952. The theory
argues that people tradeoff having money for liquidity considerations and forgoing interest on that
money. The model is also used in corporate finance by companies to manage the amount of cash the
company should hold.

98



If the Baumol-Tobin model is applied, the following assumptions should be met:

*  The spending rate of cash is constant, and the total cash need is known in advance.

*  Funds can be held in either money or short-term investments (e.g., marketable securities).

*  The minimum cash balance is zero. The opportunity cost for holding cash is constant.

* The excess cash is invested in marketable securities.

*  The transaction cost is the same each time when marketable securities are converted to cash.
*  The line of credit or overdraft is not available.

20. Imperfect-Information Model

The imperfect-information model is based on the assumption that each supplier in the economy
produces a single good and consumes many goods. Since innumerable goods are produced in an
economy, it is virtually impossible for suppliers to observe all prices at all times. It has to be noted
that suppliers of certain goods are consumers of other goods, i.e., they are both sellers and buyers.
They keep a close watch on the prices of the products they sell, but it is not possible for them to
closely watch the prices of the goods they buy for consumption purposes. Due to imperfect
information, they fail to understand the difference between inflation or deflation (which refers to the
rise or fall in the overall price level) and price movements (changes in relative prices).

This confusion influences decisions about how much output to offer for sale and a positive relation
is established between the price level and output in the short run. In case of unanticipated inflation,
all the suppliers find that the prices of their goods are rising at the same time. They all predict
rationally, but wrongly, that the relative prices of the goods they produce have risen. So they work
harder and produce more. Since the actual prices exceeded their expected levels, suppliers raise their
output.

21. Macro-Econometric Model

A macro-econometric model like the US model is a set of equations designed to explain the economy
or some part of the economy. There are two types of equations: stochastic, or behavioral, and
identities. Stochastic equations are estimated from the historical data. Identities are equations that
hold by definition; they are always true.

There are two types of variables in macro-econometric models: endogenous and exogenous.
Endogenous variables are explained by the equations, either the stochastic equations or the
identities. Exogenous variables are not explained within the model. They are taken as given from
the point of view of the model. For example, suppose you are trying to explain the consumption of
individuals in the United States. Consumption would be an endogenous variable-a variable you are
trying to explain. One possible exogenous variable is the income tax rate. The income tax rate is set
by the government, and if you are not interested in explaining government behavior, you would take
the tax rate as exogenous.

22. Solow-Swan Model

The Solow—Swan model or exogenous growth model is an economic model of long-run economic
growth. It attempts to explain long-run economic growth by looking at capital accumulation, labor
or population growth, and increases in productivity largely driven by technological progress. At its
core, it is an aggregate production function, often specified to be of Cobb—Douglas type, which enables
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the model "to make contact with microeconomics". The model was developed independently by
Robert Solow and Trevor Swan in 1956 and superseded the Keynesian Harrod—Domar model.
Mathematically, the Solow—Swan model is a nonlinear system consisting of a single ordinary
differential equation that models the evolution of the per capita stock of capital. Due to its
particularly attractive mathematical characteristics, Solow—Swan proved to be a convenient starting
point for various extensions. For instance, in 1965, David Cass and Tjalling Koopmans integrated
Frank Ramsey's analysis of consumer optimization, thereby endogenizing|clarification needed] the
saving rate, to create what is now known as the Ramsey—Cass—Koopmans model.

23. Neoclassical Model of Investment

After Keynes, a neoclassical theory of investment has been developed to explain investment behavior
with regard to fixed business investment.

This theory is called the neoclassical theory of investment behavior because it is based on the
neoclassical theory of optimal capital accumulation which is determined by relative prices of factors
of production.

It may be recalled that fixed business investment refers to the purchase of machines, construction
of new factories, warehouses, office buildings, etc. by businessmen. The neoclassical theory of
investment throws new light on the causes of fluctuations in investment which are responsible for
the occurrence of business cycles in a free market economy.

According to this neoclassical theory, investment, that is, add to the stock of capital in an economy
is determined by marginal product of capital (MPK) and user cost of capital which is also called real
rental cost of capital. Marginal product of capital (MPK) measures the addition to the production by
using an additional unit of capital, labor, and technology remaining constant.

24. Sticky-Wage Model

The sticky-wage theory or sticky-wage model hypothesizes that employee pay tends to respond
slowly to changes in company performance or to the economy. According to the theory, when
unemployment rises, the wages of those workers that remain employed tend to stay the same or
grow at a slower rate rather than falling with the decrease in demand for labor. Specifically, wages
are often said to be sticky-down, meaning that they can move up easily but move down only with
difficulty.

A key piece of Keynesian economic theory, "stickiness" has been seen in other areas as well such as
in certain prices and taxation levels.

25. Sticky-Price Model

The sticky-price model of the upward sloping short-run aggregate supply curve is based on the idea
that firms do not adjust their price instantly to changes in the economy.

Price stickiness, or sticky prices, is the failure of the market price (s) to change quickly, despite shifts
in the broad economy suggesting a different price is optimal. When prices cannot adjust immediately
to changes in economic conditions or in the aggregate price level, there is an inefficiency or
disequilibrium in the market.

In the sticky-price model appositive relation between price and output exists in the short run. This
is due to the high-expected price level in the short run. In response to this firms also expect the input
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prices to be high. So they set the price of the final goods high so as to compensate for the high input
costs.

26. Worker-Misperception Model

The worker misperception (fooling) model, presented by Friedman in 1968 (in his article entitled
“Role of Monetary Policy”’, American Economic Review) is based on the assumption that wages can
adjust freely and quickly to equilibrate the labor market.

Since workers temporarily equate a rise in nominal wage to a rise in the real wage, i.e., they suffer
from money illusion, unexpected movements in the price level influence labor supply. In this model,
while the quantity of labor demanded by firms depends on the actual real wage, the quantity of labor
supplied depends on the expected real wage, which is a nominal wage deflated by the expected price
level. The reason for this is that while deciding on how much labor to supply, workers know their
nominal wage but not the overall price level.

In this model, where workers believe (in the event of a rise in the overall price level) that the real
wage is higher than it actually is, deviations of actual prices from their expected levels induce the
workers to increase their supply of labor. This, in its turn, alters the output levels of firms.

27. Cagan Model

In a classic 1956 article, the Chicago economist Phillip Cagan developed a simple model which does
surprisingly well at accounting for the behavior of inflation and the demand for money even in the
midst of such dramatic events. Cagan was interested in whether 'momentum’ effects in the dynamics
of inflation expectations could exacerbate inflation that originally gets started because of a
government's decision to 'monetize' a fiscal deficit (that is, to finance a deficit by printing money).
Cagan's model consists of two equations, one which describes individuals’ demand for money and
another which describes the evolution of inflation expectations over time. Specifically, Cagan
supposed that the velocity of money is increasing in the nominal interest rate i. Since bonds and
money are both safe assets (in nominal terms), the opportunity cost of holding money is the nominal
interest foregone. Therefore, if the nominal interest rate increases, money should turn over more
quickly (velocity should rise) as individuals substitute away from money towards bonds.

28. Two-Sector Model

A two-sector model of income determination of an economy consists only of domestic and business

sectors.

The income determination in a closed economy is based on the following assumptions:

+ It is a two-sector economy where only consumption and investment expenditures take place.
Thus the total output of the economy is the sum of consumption and investment expenditure.
Investment relates to net investment after deducting depreciation.

+ Itis aclosed economy in which there are no exports or imports.

*  There are no corporate firms in the economy so there are no corporate undistributed profits.
There are no business taxes, no income taxes and no social security taxes so disposable personal
income equals NNP.

*  There are no transfer payments.

*  There is no government.
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¢ There is an autonomous investment.

*  The economy is at less than the full employment level of output.

*  The price level remains constant up to the level of full employment.

* The money wage rate is constant.

*  There is a stable consumption function.

*  The rate of interest is fixed.

*  The analysis relates to the short period.

Given these assumptions, the equilibrium level of national income can be determined by the equality
of aggregate demand and aggregate supply or by the equality of saving and investment.

29. Three-Sector Model

A three-sector model of income determination consists of a two-sector model and the government
sector. The government increases aggregate demand by spending on goods and services, and by
collecting taxes.

To explain it, given all the above assumptions except the government sector in the two-sector model,
income determination is as follows:

By adding government expenditure (G) to the equation of the two-sector model, Y = C+I, we have Y=
C+I+G

Similarly, by adding government expenditure (G) to the saving (S) and investment (I) equation, when
we have Y=C+I+G Y=C+S [+G=S

30. Cobweb Model

The cobweb model or cobweb theory is the idea that price fluctuations can lead to fluctuations in

supply which causes a cycle of rising and falling prices. It describes cyclical supply and demand in a

market where the amount produced must be chosen before prices are observed.

In a simple cobweb model, we assume there is an agricultural market where supply can vary due to

variable factors, such as the weather.

* In an agricultural market, farmers have to decide how much to produce a year in advance —
before they know what the market price will be.

* A key determinant of supply will be the price from the previous year.

*  Alow price will mean some farmers go out of business. Also, a low price will discourage farmers
from growing that crop in the next year. Demand for agricultural goods is usually price inelastic.

If there is a very good harvest, then supply will be greater than expected and this will cause a fall

in price. However, this fall in price may cause some farmers to go out of business. Next year farmers

may be put off by the low price and produce something else. The consequence is that if we have one

year of low prices, next year farmers reduce the supply. If supply is reduced, then this will cause the

price to rise. If farmers see high prices (and high profits), then next year they are inclined to increase

supply because that product is more profitable.
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