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An Economy’s Vital Signs

* Gross Domestic Product (GDP)
* Unemployment Rate

e Inflation Rate

Basic Idea: Economists look at the vital signs
of an economy to determine how it’s doing



Gross Domestic Product

* measures the total market value of all goods
and services produced in a country during a
yvear (GDPCA)

* is a versatile concept (it measures both total
output and total Income)

REAL GDP for 2023 = $22.4 trillion
(expected to grow at 3% this year)


https://fred.stlouisfed.org/series/GDPCA

Unemployment Rate (UR)

* measures the percentage of people who are
willing to work but cannot find a job
(UNRATE)

UR in August 2024 = 4.2% (3.4% in Jan. 2024)


https://fred.stlouisfed.org/series/UNRATE
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Inflation Rate (IR)

* indicates what happens to the cost of living
over time (i.e. it is the percentage increase in
the price level)

* is computed in three different ways

1. Consumer Price Index (CPI)
2. GDP Price Deflator (or GDP Price Index)

3. Personal Consumption Expenditure (PCE)
Deflator



Which measure of inflation i1s better?
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Macroeconomic Goals

1. Economic Growth

* refers to an increase in a country’s standard of living

* The ‘average’ standard of living is commonly measured by
GDP per capita GDPperCapita

GDP per capita = Real GDP/population (2023)

= $22.4 trillion/335 million

= 566,754
* Average Annual Increase since 1800s = +2%
* Rule of 72


https://fred.stlouisfed.org/series/A939RX0Q048SBEA

Macroeconomic Goals (cont.)

1. Economic Growth (cont.)

Economic growth implies the following:

 Growth in GDP ( i.e., increase in our production of goods
and services)

 GDP must grow faster than the population
Average GDP growth rate since 1929 = +3.3%

2. Full Employment (FE) of labor force (UR=4%)
3. Price Stability (IR=2%)

HOW IS THE US ECONOMY DOING?



Why such afocus on economic
growth?

Economic Growth

v"has made a positive difference in the lives of
billions of people

v'has a causal positive effect on many aspects of
development such as life expectancy, literacy, infant
mortality, etc.

Gapminder



http://www.gapminder.org/
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CHILDREN DYING LITERACY
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History of Economic Growth

Facts:

1. Before the last two centuries, the average person’s
standard of living had not changed much for
centuries.

2. During the last two centuries, the average GDP
growth rate per capita in the US and leading
industrialized countries has been about 2% per
year.

The Industrial Revolution refers to the widespread use
of power-driven machinery and the economic and
social changes that resulted in the first half of the
1800s



Sources of Economic Growth:
A Simple Theory

Real GDP  Real GDP THW Employment
= X X
Population =~ THW  Employment Population

Real GDP per capita = (LP) * (AHW) * (EPR)

THW = total hours of work

LF = Labor Productivity

AHW = Average Hours of Work

EPR = Employment-Population Ratio



Sources of Economic Growth:
A Simple Theory (cont.)
To explain growth in RGDP per person in the
US, economists look at:
e growth in labor productivity
* changes in average hours of work, and

* changes in the EPR



The US case: Factors Contributing
to Growth In RGDP per capita

2000-2023
EPR -0.3%
Average Hours -0.3%
Labor Productivity 1.9%
Total 1.3%




What influences labor
productivity?

a) Growth in physical capital stock per worker
b) Growth in human capital per worker
c) Technological progress

Note:

e US labor productivity growth has slowed down in
recent years even though R&D expenditures are high

* US labor productivity is the most important
determinant of wages in the long run



What happened to the US EPPR
INn recent years?
* EMRATIO

* EPR - Men
* EPR - Women

The consensus on the major sources of
economic growth:

* Labor productivity increases
e Capital deepening

e Technological change


https://fred.stlouisfed.org/series/EMRATIO
https://fred.stlouisfed.org/series/LNS12300001
https://fred.stlouisfed.org/series/LNS12300002

Why are some countries poor and
some wealthy? Gapminder (bubbles)

* Differences in labor productivity; capital
deepening; and technology

* These are proximate causes

* There must be some fundamental
(underlying) causes that could explain these
outcomes

What are they?


https://www.gapminder.org/tools/

Institutions (Good vs Bad)

Institutions play an important role in promoting
economic growth

 Legal institutions—to protect property rights, enforce
contracts, minimize corruption, and generally support the rule
of law

* Capital markets—to help financial capital flow to the best
investment projects

* A corruption-free government—to promote competition,
provide public goods, provide social insurance, etc.

* Market stabilizing institutions—to ensure low inflation,
minimize macroeconomic instability, ensure financial stability,
etc.

e Other (Educational Systems; Health Systems, etc.)



Why do some countries have good
Institutions and some bad?

A THEORY: Europeans set up growth-inducing
institutions only in areas where the disease
environment was favorable, so that they could settle

In areas with unfavorable disease environment to
Europeans, such as central Africa, they instead set up
extractive institutions which persist to the present day

This set-up explains much of the variation in income
across countries

THE IMPORTANCE OF GEOGRAPHY



Business Cycles (or economic fluctuations)

- refer to the ups and downs in real GDP around its long
run trend

The Business Cycle (BC) has two phases:

1. Periods of recession (or contraction)

Recession is a period of decline in real GDP lasting six months
or longer (textbook definition)

NBER's definition: a significant decline in economic activity
that is spread across the economy and that lasts more than a
few months (real world definition)

2. Periods of expansion
Expansion is a period of an increase in economic activity



Recent Recessions (NBER)

Feb. 2020 - April 2020 (2 months)
Dec. 2007 — June 2009 (18 months)
Mar. 2001 — Nov. 2001 (8 months)
Jul. 1990 — Mar. 1991 (8 months)
Jul. 1981 — Nov. 1982 (16 months)
Jan. 1980 — Jul. 1980 (6 months)
Nov. 1973 — Mar. 1975 (16 months)



A recession Is coming (eventually):
Where would you see it first?

Indicator 1: Unemployment Rate

* What to watch for: Rapid Increases (The Sahm Rule)
SAHM REALTIME

* What does it say?

Indicator 2: The Yield Curve

 What to watch for: Interest rates on 10-year
Treasury bonds falling below those on three-month
bonds Yield Curve

* What does it say?



https://fred.stlouisfed.org/series/SAHMREALTIME
https://fred.stlouisfed.org/series/T10Y3M

A recession Is coming (eventually):
where would you see it first? (cont.)

Indicator 3: Consumer Sentiment

What to watch for: Declines of 15 percent or
more over a year UMCSENT

Other Indicators:
e The ISM Manufacturing Index
e Temporary Staffing Levels
e The Quits Rate (Janet Yellen’s favorite)
* Residential Building Rates
e Auto Sales


https://fred.stlouisfed.org/series/UMCSENT

The Troubling Long-Term Fiscal Outlook

* The U.S. population is aging
(Popclock)

* Health care costs are rising

* Spending on programs like
Social Security and Medicare
IS growing

* Deficits and the debt are

projected to significantly
Increase



https://www.census.gov/popclock/
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The National (Public) Debt

The national debt Is the accumulation of what
governments have borrowed to finance past
budget deficits https://www.usdebtclock.org/

Today, it is about $35.4 trillion

- Amount that government owes to the public is
about $28.8 trillion

- Amount that one government agency owes to
another is about $6.6 trillion (has no
macroeconomic impact at all)


https://www.usdebtclock.org/

What happened to the debt over
the years?

Year Total Debt Debt/GDP
(trillions) (percent)

1946 0.30 110
1960 0.29 57
1970 0.38 39
1980 0.91 34
1990 3.21 56
2000 5.63 57
2010 11.2 77
2024 28.8 99.6
2050 150




The National (Public) Debt

A nation’s credit limit is the amount of debt that
would make lenders worry about the
government’s ability to continue paying interest

Is the U.S. close to its Iimit?

What happens when a country reaches its credit
limit?



QUESTIONS?

... and thanks for listening!!!
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