MBA 2312

Macroeconomics

Fm @ A&EN

SCHOOL OF BUSINESS

&

'{:‘gﬁ}l

mamm@g%ﬁﬁﬁmm

BANGLADESH OPEN UNIVERSITY



FN a7 [A&EN

SCHOOL OF BUSINESS
T Te Ry

MBA 2312

Macroeconomics
Course Development Team

Writer

Professor Amin Muhammad Ali
Department of Economics
Jahangirnagar University

Professor Harendra Kanti Dey
Department of Economics
Chittagong University

Editors

Nilanjan Kumar Saha
School of Business
Bangladesh Open University

Sabiha Afrin
School of Business
Bangladesh Open University

Style Editor

Sabiha Afrin
School of Business
Bangladesh Open University

Coordinator

Dean, School of Business
Bangladesh Open University

This book has been written for the MBA students
of Bangladesh Open University




MBA 2312

Macroeconomics

© School of Business, Bangladesh Open University, Published by: Publishing, Printing & Distribution Division (PPD),
Bangladesh Open University, Gazipur-1705, Date of Publication: January 2010, Cover Design: Monirul Islam, Cover
Graphics: Abdul Malek, Computer Compose: Muhammad Mahbub Alam Khan, Pre-press Activities: DTP Pool, PPD
Division, BOU, Printed by: Uttara Press & Publications, 34, North Brook Hall Road, Dhaka-1100

All rights reserved by the School of Business, Bangladesh Open University. No part of this




book can be reproduced in any form without proper permission from the publisher.



Preface

A text book titled Macroeconomics is designed and developed for the MBA students of
Bangladesh Open University. It is written in modular form and is the first of its kind in
Bangladesh. The lessons have been so prepared that learners find them easy to understand.

The book has twelve units comprising 36 lessons. I do not claim it to be an original
contribution. Rather it should be regarded as a text book of ideas from various renowned
authors in macroeconomics. We have also quoted from different text books on
macroeconomics usually followed by post-graduate students at different universities. Our
endeavour has been to present the lessons in a very simple manner so that they can be
understood and assumilated by an average distant learner of the MBA programme within the
stipulated period of a semester.

Each unit is almost equivalent to one chapter of a conventional text book and divided into two
to five lessons. Each of them starts with "unit highlights". In fact, the lessons are like the
lecture notes of a classroom teacher, each starts with "lesson objectives" and ends with
"review questions" in the form of eassay type, short and multiple choice questions. We hope
that self learners will not find much difficulty in understanding the lessons by themselves and
will need only a little help from the tutor.

We are grateful to Dean, School of Business, BOU, who gave me enthusiasm to write this
book. Nilanjan Kumar Saha, Lecturer, School of Business, BOU and Sabiha Afrin, Lecturer,
School of Business, BOU have made us indebted by their untiring efforts in editing and style
editing each and every lesson diligently and meticulously. I also acknowledge with thanks the
service of Mr. Abdul Malek and Muhammad Mahbub Alam Khan, DTP operators, DTP pool,
PPD division, BOU for helping us with the graphics and illustration and also for completing
the task of word processing.

We shall feel rewarded for my labour if the self-learners of the MBA programme of BOU and
also the general readers find this book worthwhile and useful.

Amin Muhammad Ali
Harendra Kanti Dey



Contents

Unit 1 : Methodological Underpinning.........ccccceeeveereiiecsisssccnnneericcssssssnsssensssssssssenssssessssssssens 1
Lesson 1 : The Subject matter of Macroeconomics and Its Methodological
UNAEIPINNINGS .....vvvieiiiiieeiiiiieeeiiieeeeesiieeeeteeeesstaeeessennreeesssseeeesssseeessnssees 3
Lesson 2 : Macroeconomics ThoUght.............cccviiiiriiiieiiiiiie et 10
Unit 2 : National INCOME ACCOUNTING ...ccceireeiiirvvnneriiieiiisssssnnnriiissssssssnssstinssssssssnsssssssssssssens 19
Lesson 1 : Measurement of Economic Activity: The Concept of GDP and Related Issues 21
Lesson 2 : Measurement of Economic Activity: Need for Refinement of The GDP
(07011107 o P UTPPRRP 28
Lesson 3 : Measurement of Economic Activity: Three Approaches to GDP
MEASUIEIMENL .......eeieiiiiiee ittt ettt ettt ettt e ettt e ettt esebeeeesebaeee e e 37
Lesson 4 : Measures of Aggregate Income and GDP as an Index of Economic
WEITATE ..ot e 47
Unit 3 : Consumption and Investments as Determinants of Aggregate Demand.................. 55
Lesson 1 : Consumer Spending and Income are closely related .............ccooceeinieennnee. 57
Lesson 2 : Modern Theories of Consumer Behavior: The Life-Cycle and Permanent
INCOME HYPOLhESES ......vvvieeiiiiie ettt et e e 66
Lesson 3 : Non-Income Determinants of COnSUMPLION ...........cccevveeerrveeeerrerireeennnnnennn 74
Lesson 4 : Investment spending: The Discounted Present Value Approach.................. 82
Lesson 5 : Investment Spending: The Neoclassical Stock Adjustment Approach. ....... 93
Unit 4: Theory of Output and EmMpPIOYMENt .........eeeeiiieeiiivccnnniiieiccissscsnnserniecsssssnsssenesssssssnes 103
Lesson 1 : Output Determination in Classical and Keynesian Models:
AT OVETVIEW ..ttt ettt ettt et e ettt et e st e bt e et eeeaeees 105
Lesson 2 : Aggregate Demand & Equilibrium output...........ccceevevviveerciieresiniieeeennee, 114
Lesson 3 : Change in Planned Investment and Equilibrium Income: The Multiplier
ANALYSIS 1oeeiiiiiiie ittt s e e et e e e enraae e ennnes 124
Unit 5 : Demand Management Policies in Theory and Practice........ccocceeeecssuneeccsnneeeccanes 131
Lesson 1 : Effects of Government Purchases and Tax Reductions on Equilibrium
Output and INCOME .......ccovcuviieiriiiieeiiieee et eieee e e e s ree s eerreeeenes 133
Lesson 2 : Goods Market Equilibrium when Investment is not fully Autonomous.... .. 143
Lesson 3 : Money Market Equilibrium and the LM Curve. ........ccccccceveiienieninieenne 152

Lesson 4 : Fiscal and Monetary Policies in the AD-AS Framework. ...........cc........... 160



Unit 6

Unit 7

Unit 8

Unit 9

Unit 10

Unit 11

Unit 12

: Aggregate Supply & BusSiness CyCles ........ciiieeiiivccneriiiiiisisssccnnniiiecssssscnnsssensees 169

Lesson 1 : Short-Run & Long-Ran Aggregate Supply Curve ..........coccvvvveevcnveeennns 171

Lesson 2 : Business Cycles : Genesis and Features ............cccoeeeveveevcieeeserivireennns o 177

B 11723111 0] 113 11T 1L 183

Lesson 1 : Problems, Significance and Measures of Unemployment ...................... 185

Lesson 2 : Types of UnemploOyment.............cccevveeeriiiieeriirieeensrieeenireeessnneeesssnens o 188

Lesson 3 : Costs of UnemplOymMENt. . ...........eeeereuriieeriiieeeeriieeeennireeessrreeessnreeesnnns 197

I 11111 1 DU PPPN 205

Lesson 1 : Definition, Measures and Types of Inflation.............ccccceeveviereininnennns 207

Lesson 2 : Analysis and Explanation of Inflation in Different Macro Model.......... .. 211

Lesson 3 : Cost of and Curative Measures for Inflation............cccccceeveenicinninne 222

: Money and MoOnNetariSI .......ueeeerieccissscsnserieerecsssssssssesisssssssssssssnssssssssssnsssssssssss 237

Lesson 1 : Money and Monetary Aggregate.........ouevrvvererrerreeeeriurreeesnorreeessoseeennnns 239

Lesson 2 : Demand, Impact and Role of Money in Economy............c..ccccccvvvvevnnne o 246

: Theories of Economic Growth ..........ccoiiiiiiiineiiininnieensinneeccssneeccsssneeccsssseecenes 255

Lesson 1 : Concept, Importance and Sources of Economic Growth ....................... 257

Lesson 2 : Facts of Economic Growth, Technical Progress and Harrad-Domar Growth

1Y (o7 [<) O S SRR 261

Lesson 3 : Neoclassical Growth Model.............coooiiiiiiiiiiiiiiiince e 269

: International Linkages and Domestic Policy......ccccocceereissuneiiissnneerccssnneeccsinneecnne 277

Lesson 1 : The basis of trade and balance of payment.............cccccvervriiereiicineeenns 279

Lesson 2 : EXChange rate SYSTEIMS. .......cccviieeierieeeiiiieeeeririeeessieeeseereeeseeneeeesnnns o 284

: Macroeconomics Policies and Performance in Bangladesh.............ccc.ccccuueerreeee. 295
Lesson 1 : Political Environment and Changes in Macroeconomic Policies in

Bangladesh..........ccoooiiiiiiiiee e 297

Lesson 2 : Policies and Strategies in Different Sectors ..........cccceveeveiivereviieieeennne o 300

Lesson 3 : Performance of Bangladesh Economy. .............cccccovveiiiiiiiiiiiieiniiieeen, 307



