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Macroeconomic Theory and 
Policy

Lecture 1
What is Macroeconomics ?
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Macroeconomics is a Science of Analysing an 
Economy and Art Of Policy Making

• It is a science that 
a. studies how  the 
economy works in 
good, bad and normal 
times.
b. studies fluctuations 
of economic variables 
around their trends.

• It is art of policy 
making to maximise 
welfare or minimise 
the loss of it from 
unwanted fluctuations.

Time
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An Overview of Players and Shapers of an Economy

Households
Consumers

Firms –
Investors
Producers

Banks –
Central Bank

Commercial Banks
Stock Market

Financial Institutions

Trade Unions  
Employer

Unions

Merchants and 
Traders

–Wholesalers
–Retailers

Revenue –
Tax 
Collector

Treasury –
Allocation of 
Public Funds

Economy:
The Big Market

Rest of the World 
(ROW) –

Trading Partners
Multilateral 
Organisation
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An Example of
Static and Dynamic Macroeconomic Models

Static Model:
C = a0  + a1*(Y-T)
Y = C +I + G +X -M
Dynamic Model:
C(t) = a0  + a1*(Y(t)-T(t))
I(t)  =b*(Y(t-2) - Y(t-1))
Y(t) = C(t) +I(t) + G(t) +X(t) -M(t)
An example using a spread sheet



5

An Example of a Static Macroeconomic Model 

Y = C + I + G
C =200 + 0.8*(Y-T)
T =20 G=20 I =30 
Y =200 +0.8*(Y-T) +I +G
Y-0.2Y = 200 -0.8*(20) +30+20
0.2 Y =200-16 +50
Y =234/0.2 = 5*(234) = 1170
MULTIPLIER =5
C = 200+0.8*(1170-20) = 1120
Y =1170 =1120+20+30 = C + I + G
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An Example of Dynamic Macroeconomic Model 

Y(t)= C(t) + I(t) + G(t)
C(t) =200 + 0.8*(Y(t-1)-T(t-1))
T(t-1) =20; G(t)=20; I(t) =30; Y(t-1) = 500 
Y(t) =200 +0.8*(500-20) +30 +20
Y(t)= 200 +384 +30+20
Y(t) =200+384 +50
Y(t) = 634
Y(t+1) = 200 +0.8*(634-20) +30 +20 = 741
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An Overview of Players and Shapers of an Economy
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Economy Firms
Max π(LS)

Households
Max U(C,L)

Labour supply, L

Wage payment, wL

Supply of Goods

Payments for goods

φφ −= 1lcUMax
1=+ shl
π+= swhpc

0;0;0 ≥≥≥ shlc

dwhpyMax −=π
( )αdhy ≤

0;0 ≥≥ dhy

Market p and w such that
Y = C
LD = LS
LS +L = Lbar

Micro-Foundation to Macro Variables
General Equilibrium with a representative household and firm
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Macroeconomic Policy

• Fiscal Policy
taxes
expenditure 
debt

• Monetary Policy
interest rate/ M-supply
exchange rate/trade
stock market

• Growth/supply side
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Analysis of Macroeconomic Variables
• Quantities: 

GDP (GNP) and Its components
Consumption, Investment Government spending 
Exports and imports
Employment and Capital Stock
Flows of saving and investment, Stock of Money

• Prices
GDP Deflator and Various price indices
Interest rate, Exchange Rates
• Analysis
Theory and Model: Cause and Effect Relation

Diagrams and system of equations
• Evidence
Charts and tables of levels, Growth rates, variances, 

covariance Correlation, regression
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Components of Aggregate Demand in the UK 
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Components of Aggregate Demand in the 
UK in 2000 (WB-CD)
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Source: Hull University Network Start/applications/Economics
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Components of Aggregate Demand in India 2000
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GDP and its Component in Ethiopea, 
2000
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Macroeconomics is about Growth Rates
• It studies growth rates over time across countries.

Growth  of Real GDP in the UK
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Macroeconomics Studies Economy Wide Prices

• It is a study of price 
level, exchange rate 
and interest rates.

• It is a study of 
monetary and fiscal 
policy variables

• It is the study of trade 
balance and the 
exchange rate

Inflation, interest rate and exchange rates
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Macroeconomics Studies why Growth rates of 
Output and Employment Vary across Countries

It is a study about
• why the economic 

growth rate is higher 
in one country and low 
in another country?

• Why unemployment 
and inflation rates are 
higher in one country 
than in another 
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Prices (in Euro)

6.03.01.02001

5.02.01.02000

PetrolPearsApples
Year

Quantities

401504002001

501003002000

PetrolPearsApples
Year

Calculate the Nominal and Real GDP with given prices and Quantities
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Calculation of Nominal and Read GDP

• Nominal GDP 2000
• 1*300 + 2*100 +5*50
= 300 + 200 + 250
= 750

• Nominal GDP 2001
• 1*400 + 3*150 +6*40
= 400 + 450 + 240
= 1090

Growth rate{ (1090 - 750)/750}*100

=  45.33 %

What is wrong here?

Real GDP 2000
• 1*300 + 2*100 +5*50
= 300 + 200 + 250
= 750

GDP of 2001 in 2000 prices
• 1*400 + 2*150 +5*40
= 400 + 300 + 200
= 900
Growth rate {(900 - 750)/750}*100
=  20.00 %
What is the GDP Deflator (price index)?
GDP Deflator
= Nominal GDP/Real GDP 
=1090/900 = 1.211
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