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PREFACE

This new European edition of Macroeconomics is based on
and extends the well-tested US edition as well as the experi-
ence of previous European editions in national languages —
French, German, Spanish and Italian — some of which have
been used in universities around Europe for many years (the
Italian edition since 1998).

We had two main goals in preparing this book:

e To make close contact with current macroeconomic events.
What makes macroeconomics exciting is the light it sheds
on what is happening around the world, from the major
economic crisis which has engulfed the world since 2008,
to monetary policy in the United States, to the problems of
the euro area, to growth in China. These events — and many
more — are described in the book, not in footnotes, but in
the text or in detailed boxes. Each box shows how you can
use what you have learned to get an understanding of these
events. Our belief is that these boxes not only convey the
‘life’ of macroeconomics, but also reinforce the lessons from
the models, making them more concrete and easier to grasp.

e To provide an integrated view of macroeconomics. The
book is built on one underlying model, a model that draws
the implications of equilibrium conditions in three sets of
markets: the goods market, the financial markets, and
the labour market. Depending on the issue at hand, the
parts of the model relevant to the issue are developed in
more detail while the other parts are simplified or lurk in
the background. But the underlying model is always the
same. This way, you will see macroeconomics as a coher-
ent whole, not a collection of models. And you will be able
to make sense not only of past macroeconomic events, but
also of those that unfold in the future.

New to this edition

The crisis that started in 2008, and is still lingering, forced
macroeconomists to rethink much of macroeconomics. They
clearly had understated the role of the financial system. They
also had too optimistic a view of how the economy returned
to equilibrium. Eight years later, we believe the main les-
sons have been absorbed, and this edition reflects the deep
rethinking that has taken place. Nearly all chapters have been
rewritten, and the main changes are as follows:

e A modified Chapter 5, and a modified presentation
of the IS-LM. The traditional treatment of monetary
policy assumed that the central bank chose the money

supply and then let the interest rate adjust. In fact, mod-
ern central banks choose the interest rate and then let the
money supply adjust. In terms of the IS-LM model used
to describe the short run, the LM curve, instead of being
upward sloping, should be treated as flat. This makes for
a more realistic and a simpler model.

o A new Chapter 6. The chapter focuses on the role of the
financial system in the economy. It extends the IS-LM
model to allow for two interest rates, the interest rate set
by monetary policy and the cost of borrowing for people or
firms, with the state of the financial system determining
the relation between the two.

® Anew Chapter 9. The traditional aggregate supply—aggre-
gate demand model was cumbersome and gave too opti-
mistic a view of the return of output to potential. The
model has been replaced by an IS-LM-PC model (where
PC stands for Phillips curve), which gives a simpler and
more accurate description of the role of monetary policy,
and of output and inflation dynamics.

e The constraints on monetary policy, coming from the zero
lower bound, and the constraints on fiscal policy, coming
from the high levels of public debt, are recurring themes
throughout the book.

e Many ‘Focus’ boxes are new or extended. Among them:
‘Unemployment and happiness’ in Chapter 2; ‘The liquid-
ity trap in the United Kingdom’ in Chapter 4; ‘Bank runs’
in Chapter 6; ‘Changes in the US natural rate of unem-
ployment since 1990’ in Chapter 8; ‘Okun’s law across
European and non-European countries’ and ‘Deflation in
the Great Depression’ in Chapter 9; ‘The construction of
PPP numbers’ in Chapter 10; ‘The long view: technology,
education, and inequality’ in Chapter 13; ‘The yield curve,
the zero lower bound, and lift-off’ in Chapter 14; ‘The dis-
appearance of current account deficits in euro periphery
countries: good news or bad news?’ in Chapter 18; ‘Euro
area fiscal rules: a short history’ in Chapter 21; and
‘Money financing and hyperinflation’ and ‘Should you
worry about US public debt?’ in Chapter 22.

e Figures and tables have been updated using the latest data
available. In short, we see this edition as the first true post-
crisis macroeconomics textbook. We hope it gives a clear
guide not only to what has happened, but also to what may
happen in the future.

Finally a textbook that also integrates the financial sys-
tem within the mainstream macroeconomic model, and
that we found useful in thinking about this new edition, is
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Macroeconomics: Institutions, Instability, and the Financial
System by Wendy Carlin and David Soskice, Oxford Univer-
sity Press, 2014.

Organisation

The book is organised around two central parts: a core, and
a set of two major extensions. An introduction precedes the
core. The two extensions are followed by a review of the role
of policy. The book ends with an epilogue.

e Chapters 1 and 2 introduce the basic facts and issues
of macroeconomics. Chapter 1 focuses first on the cri-
sis, and then takes a tour of the world, from the United
States, to Europe, to China. Some instructors will prefer
to cover Chapter 1 later, perhaps after Chapter 2, which
introduces basic concepts, articulates the notions of short
run, medium run, and long run, and gives the reader a
quick tour of the book. While Chapter 2 gives the basics of
national income accounting, we have put a detailed treat-
ment of national income accounts into Appendix 1 at the
end of the book. This decreases the burden on the begin-
ner reader, and allows for a more thorough treatment in
the appendix.

e Chapters 3 to 13 constitute the core. Chapters 3 to 6 focus
on the short run. These four chapters characterise equilib-
rium in the goods market and in the financial markets, and
they derive the basic model used to study short-run move-
ments in output, the IS-LM model. Chapter 6 is new, and
extends the basic IS-LM model to take into account the
role of the financial system. It then uses it to describe what
happened during the initial phase of the crisis. Chapters 7
through 9 focus on the medium run. Chapter 7 focuses
on equilibrium in the labour market and introduces the
notion of the natural rate of unemployment. Chapter 8
derives and discusses the relation between unemploy-
ment and inflation, known as the Phillips curve. Chap-
ter 9 develops the IS-LM—-PC (PC for Phillips curve) model
which takes into account equilibrium in the goods market,
in the financial markets, and in the labour market. It shows
how this model can be used to understand movements in
activity and movements in inflation, both in the short and
in the medium run. Chapters 10 through 13 focus on the
long run. Chapter 10 describes the facts, showing the evo-
lution of output across countries and over long periods
of time. Chapters 11 and 12 develop a model of growth
and describe how capital accumulation and technologi-
cal progress determine growth. Chapter 13 focuses on the
effects of technological progress on unemployment and on
inequality, not only in the long run, but also in the short
run and in the medium run.

e Chapters 14 to 20 cover the two major extensions.
Chapters 14 to 16 focus on the role of expectations in
the short run and in the medium run. Expectations play

a major role in most economic decisions, and, by impli-
cation, play a major role in the determination of output.
Chapters 17 to 20 focus on the implications of openness
of modern economies. Chapter 20 focuses on the impli-
cations of different exchange rate regimes, from flexible
exchange rates, to fixed exchange rates, currency boards
and dollarisation.

o Chapters 21 to 23 return to macroeconomic policy.
Although most of the first 20 chapters constantly discuss
macroeconomic policy in one form or another, the pur-
pose of Chapters 21 to 23 is to tie the threads together.
Chapter 21 looks at the role and the limits of macroeco-
nomic policy in general. Chapters 22 and 23 review fiscal
and monetary policy. Some instructors may want to use
parts of these chapters earlier. For example, it is easy to
move forward the discussion of the government budget
constraint in Chapter 22 or the discussion of inflation tar-
geting in Chapter 23.

e Chapter 24 serves as an epilogue, putting macroeconom-
ics in historical perspective by showing the evolution of
macroeconomics in the last 70 years, discussing current
directions of research, and the lessons of the crisis for
macroeconomics.

This European edition has a special particular focus on
European events, both from the viewpoint of the euro area
and from viewpoint of the countries outside the euro: Swe-
den, Denmark and the UK in particular.

Throughout this edition we make a particular effort to use
data, figures and examples mainly taken from the European
experience. We have also added new ‘boxes’ focusing on
Europe — for example, on inflation targeting in Sweden, on
the major macroeconometric models used in the euro area,
on Poland’s macroeconomic performance during the crisis,
on the costs and benefits of a monetary union, on how to
measure expected inflation in the euro area, and on the criti-
cisms to the Growth and Stability Pact.

Alternative course outlines

Within the book’s broad organisation, there is plenty of
opportunity for alternative course organisations. We have
made the chapters shorter than is standard in textbooks,
and, in our experience, most chapters can be covered in an
hour and a half. A few (Chapters 5 and 9 for example) might
require two lectures to sink in.

@ Short courses (15 lectures or less)

A short course can be organised around the two
introductory chapters and the core (Chapter 13 can be
excluded at no cost in continuity). Informal presentations
of one or two of the extensions — based, for example, on
Chapter 16 for expectations (which can be taught as a
standalone) and on Chapter 17 for the open economy —
can then follow, for a total of 14 lectures. A short course



might leave out the study of growth (the long run). In this

case, the course can be organised around the introduc-

tory chapters and Chapters 3 to 9 in the core; this gives

a total of 9 lectures, leaving enough time to cover, for

example, Chapter 16 on expectations, and Chapters 17

to 19 on the open economy, for a total of 13 lectures.
e Longer courses (20 to 25 lectures)

A full semester course gives more than enough time to
cover the core, plus one or both of the two extensions, and
the review of policy. The extensions assume knowledge of
the core, but are otherwise mostly self-contained. Given the
choice, the order in which they are best taught is probably
the order in which they are presented in the book. Hav-
ing studied the role of expectations first helps students to
understand the interest parity condition, and the nature of
exchange rate crises.

Features

We have made sure never to present a theoretical result without
relating it to the real world. In addition to discussions of facts in
the text itself, we have written a large number of ‘Focus’ boxes,
which discuss particular macroeconomic events or facts, from
the United States or from around the world.

We have tried to re-create some of the student-teacher
interactions that take place in the classroom by the use of
margin notes, which run parallel to the text. The margin
notes create a dialogue with the reader and, in so doing,
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smooth the more difficult passages and give a deeper
understanding of the concepts and the results derived along
the way.

For students who want to explore macroeconomics fur-
ther, we have introduced the following two features:

e Short appendixes to some chapters, which expand on
points made within the chapter.

e A ‘Further reading’ section at the end of most chapters,
indicating where to find more information, including a
number of key internet addresses.

Each chapter ends with three ways of making sure that the
material in the chapter has been digested:

@ A summary of the chapter’s main points.

@ Alist of key terms.

e A series of end-of-chapter exercises. ‘Quick check’ exer-
cises are easy. ‘Dig deeper’ exercises are a bit harder, and
‘Explore further’ exercises typically require either access
to the internet or the use of a spreadsheet program.

A list of symbols at the back of the book makes it easy to
recall the meaning of the symbols used in the text.

We have many people to thank at Pearson: particularly
Natalia Jaszczuk and Carole Drummond. We have also ben-
efited from often-stimulating suggestions from many Bocconi
students, Francesco Furno in particular.

Alessia Amighini
Francesco Giavazzi
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INTRODUCTION

The first two chapters of this book introduce you to the issues and the approach of macroeconomics.

Chapter 1

Chapter 1 takes you on a macroeconomic tour of the world. It starts with a look at the economic crisis
that has shaped the world economy since the late 2000s. The tour then stops at each of the world’s
major economic powers: the United States, Europe and China.

Chapter 2

Chapter 2 takes you on a tour of the book. It defines the three central variables of macroeconomics:
output, unemployment and inflation. It then introduces the three time periods around which the book is
organised: the short run, the medium run and the long run.



Chapter 1

A TOUR OF THE WORLD

What is macroeconomics? The best way to answer is not to give you a formal definition, but rather
to take you on an economic tour of the world, to describe both the main economic evolutions
and the issues that keep macroeconomists and macroeconomic policy makers awake at night.

At the time of this writing (Winter 2016), policy makers are sleeping better than they did just a
few years ago. In 2008, the world economy entered a major macroeconomic crisis, the deepest
one since the Great Depression. World output growth, which typically runs at 4 to 5% a year,
was actually negative in 2009. Since then, growth has turned positive and the world economy is
slowly recovering. But the crisis has left a number of scars, and some worries remain.

Our goal in this chapter is to give you a sense of these events and of some of the macroeconomic
issues confronting different countries today. We shall start with an overview of the crisis, and then
focus on the three main economic powers of the world: the United States, Europe and China.

® Section 1.1 looks at the crisis.
® Section 1.2 looks at the United States.

@ Section 1.3 looks at Europe and the euro area.
® Section 1.4 looks at China.

® Section 1.5 concludes and looks ahead.

Read this chapter as you would read an article in a newspaper. Do not worry about the exact

meaning of the words or about understanding the arguments in detail: the words will be defined

and the arguments will be developed in later chapters. Think of this chapter as background,

intended to introduce you to the issues of macroeconomics. If you enjoy reading this chapter, you

If you do not, will probably enjoy reading this book. Indeed, once you have read it, come back

E:Jeraas;fng;i?st. ) to this chapter; see where you stand on the issues and judge how much progress
you have made in your study of macroeconomics.
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1.1 THE CRISIS

Figure 1.1 shows output growth rates for the world economy, for advanced economies, and
for emerging markets and developing economies, separately, since 2000. As you can see,
from 2000 to 2007 the world economy had a sustained expansion. Annual average world
output growth was 4.5%, with advanced economies (the group of 30 or so richest countries
in the world) growing at 2.7% per year, and emerging markets and developing economies
(the other 150 or so countries in the world) growing at an even faster 6.6% per year.
In 2007, however, signs that the expansion might be coming to an end started to appear.
US housing prices, which had doubled since 2000, started declining. Economists started to
worry. Optimists believed that, although lower housing prices might lead to lower hous-
ing construction and to lower spending by consumers, the Fed (the short name for the US
central bank, formally known as the Federal Reserve Board) could lower interest rates to
stimulate demand and avoid a recession. Pessimists believed that the decrease in interest
rates might not be enough to sustain demand and that the United States may go through a
short recession.
Even the pessimists turned out not to be pessimistic enough. As housing prices continued
to decline, it became clear that the problems were deeper. Many of the mortgages that had
been given out during the previous expansion were of poor quality. Many of the borrowers
had taken out too large a loan and were increasingly unable to make the monthly payments
on their mortgages. And, with declining housing prices, the value of their mortgage often
exceeded the price of the house, giving them an incentive to default. This was not the worst of
it. The banks that had issued the mortgages had often bundled and packaged them together
into new securities and then sold these securities to other banks and investors. These securi-  ‘Banks’ here actually means ‘banks and
ties had often been repackaged into yet new securities, and so on. The result is that many  other financial institutions’. But this is
banks, instead of holding the mortgages themselves, held these securities, which were so 00 long to write and we do not want to
complex that their value was nearly impossible to assess. < gointo these complications here.
This complexity and opaqueness turned a housing price decline into a major financial cri-
sis, a development that few economists had anticipated. Not knowing the quality of the assets
that other banks had on their balance sheets, banks became reluctant to lend to each other
for fear that the bank to which they lent might not be able to repay. Unable to borrow, and
with assets of uncertain value, many banks found themselves in trouble. On 15 September
2008, a major bank, Lehman Brothers, went bankrupt. The effects were dramatic. Because  Olivier Blanchard started his job as
the links between Lehman and other banks were so opaque, many other banks appeared at ~ Chief Economist at the International

risk of going bankrupt as well. For a few weeks, it looked as if the whole financial system Monetary Fund two weeks before the
A Lehman bankruptcy. He says he faced
might collapse.

<C asteep learning curve.
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Figure 1.2

Stock prices in the United
States, the euro area and
emerging economies,
2007-2010

Source: Haver Analytics USA (S111ACD),
Eurogroup (S023ACD), all emerging markets
(S200ACD), all monthly averages.
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This financial crisis quickly turned into a major economic crisis. Stock (or share) prices
collapsed. Figure 1.2 plots the evolution of three stock price indexes, for the United States,
for the euro area and for emerging economies, from the beginning of 2007 on. The indexes
are set equal to 1 in January 2007. Note how, by the end of 2008, stock prices had lost half
or more of their value from their previous peak. Note also that, despite the fact that the crisis
originated in the United States, European and emerging market stock prices decreased by as
much as their US counterparts; we shall return to this later.

Hit by the decrease in housing prices and the collapse in stock prices, and worried that
this might be the beginning of another Great Depression, people sharply cut their consump-
tion. Worried about sales and uncertain about the future, firms sharply cut back their invest-
ment. With housing prices dropping and many vacant homes on the market, very few new
homes were built. Despite strong actions by the Fed, which cut interest rates all the way
down to zero, and by the US government, which cut taxes and increased spending, demand
decreased, and so did output. In the third quarter of 2008, US output growth turned negative
and remained so in 2009.

One might have hoped that the crisis would remain largely contained in the United States.
AsFigures 1.1 and 1.2 both show, this was not the case. The US crisis quickly became a world
crisis. Other countries were affected through two channels. The first channel was trade. As
US consumers and firms cut spending, part of the decrease fell on imports of foreign goods.
Looking at it from the viewpoint of countries exporting to the United States, their exports
went down, and so, in turn, did their output. The second channel was financial. US banks,
badly needing funds in the United States, repatriated funds from other countries, creating
problems for banks in those countries as well. As those banks got in trouble, lending came to
a halt, leading to a decrease in spending and in output. Also, in a number of European coun-
tries, governments had accumulated high levels of debt and were now running large deficits.
Investors started worrying about whether debt could be repaid and asked for much higher
interest rates. Confronted with those high interest rates, governments drastically reduced
their deficits, through a combination of lower spending and higher taxes. This led in turn
to a further decrease in demand and in output. In Europe, the decline in output was so bad
that this particular aspect of the crisis acquired its own name, the euro crisis. In short, the US
recession turned into a world recession. By 2009, average growth in advanced economies
was —3.4%, by far the lowest annual growth rate since the Great Depression. Growth in
emerging and developing economies remained positive but was 3.5 percentage points lower
than the 2000-2007 average.

Since then, due to strong monetary and fiscal policies and to the slow repair of the finan-
cial system, most economies have turned around. As you can see from Figure 1.1, growth in
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advanced countries turned positive in 2010 and has remained positive since. The recovery
is, however, both unimpressive and uneven. In some advanced countries, most notably the
United States, unemployment has nearly returned to its pre-crisis level. The euro area, how-
ever, is still struggling. Growth is positive, but it is low, and unemployment remains high.
Growth in emerging and developing economies has also recovered, but, as you can see from
Figure 1.1, it is lower than it was before the crisis and has steadily declined since 2010.

Having set the stage, let us now take you on a tour of the three main economic powers in
the world: the United States, Europe and China.

1.2 THE UNITED STATES

When economists first look at a country, the first two questions they ask are: How big is the
country from an economic point of view? And what is its standard of living? To answer the
first, they look at output — the level of production of the country as a whole. To answer the sec-
ond, they look at output per person. The answers, for the United States, are given in Figure 1.3.
The United States is big, with an output of $17.4 trillion in 2014, accounting for 23% of world
output. This makes it the largest country in the world in economic terms. And the standard of
living in the United States is high: output per person is $54,600. It is not the country with the
highest output per person in the world, but it is close to the top.

When economists want to dig deeper and look at the state of health of the country, they
look at three basic variables:

e Output growth — the rate of change of output.

e The unemployment rate — the proportion of workers in the economy who are not employed
and are looking for a job.

e The inflation rate — the rate at which the average price of goods in the economy is increas-
ing over time.

Numbers for these three variables for the US economy are given in Table 1.1. To put cur-
rent numbers in perspective, the first column gives the average value of each of the three
variables for the period 1990 up to 2007, the year before the crisis. The second column shows
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Can you guess some of the countries
with a higher standard of living than the
United States? Hint: Think of oil produc-
ers and financial centres. For answers,
look for ‘Gross Domestic Product per
capita, in current prices’ at http://www
.imf.org/external/pubs/ft/weo/2015/01/

< weodata/weoselgr.aspx

Figure 1.3

The United States, 2014
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Because keeping cash in large sums »-
is inconvenient and dangerous, people
might be willing to hold some bonds
even if those pay a small negative inter-
est rate. But there is a clear limit to how
negative the interest rate can go before
people find ways to switch to cash.

Figure 1.4

The US Federal Funds
Rate since 2000

Source: Haver Analytics.

Table 1.1 Growth, unemployment and inflation in the United States, 1990-2015

Per cent 1990-2007 2008-9 2010-14 2015
(average) (average) (average)
Output growth rate 3.0 =& 2.2 2.5
Unemployment rate 5.4 7.5 8.0 5.4
Inflation rate 2.3 1.4 1.6 0.7

Notes: Output growth rate: annual rate of growth of output (GDP). Unemployment rate: average over the year. Inflation
rate: annual rate of change of the price level (GDP deflator).

Source: IMF, World Economic Outlook, July 2015.

numbers for the acute part of the crisis, the years 2008 and 2009. The third column shows
the numbers from 2010 to 2014, and the last column gives the numbers for 2015 (or, more
accurately, the forecasts for 2015 as of the autumn of 2015).

By looking at the numbers for 2015, you can see why economists are reasonably opti-
mistic about the US economy at this point. Growth in 2015 is forecast to be above 2.5%,
just a bit below the 1990-2007 average. Unemployment, which increased during the crisis
and its aftermath (it reached 10% during 2010), is decreasing and, at 5.4%, is now back
to its 1990-2007 average. Inflation is low, substantially lower than the 1990-2007 aver-
age. In short, the US economy seems to be in decent shape, having largely left the effects
of the crisis behind.

Not everything is fine, however. To make sure demand was strong enough to sustain
growth, the Fed has had to keep interest rates very low; indeed, too low for comfort. And
productivity growth appears to have slowed down, implying mediocre growth in the future.
Let’s look at both issues in turn.

Low interest rates and the zero lower bound

When the crisis started, the Fed tried to limit the decrease in spending by decreasing the inter-
est rate it controls, the so-called federal funds rate. As you can see from Figure 1.4, the federal
funds rate went from 5.2% in July 2007 to nearly 0% (0.16% to be precise) in December
2008.

Per cent

0 T
Jan-00 Jul-01

T T T T T T T T T
Jan-03 Jul-04 Jan-06 Jul-07 Jan-09 Jul-10 Jan-12 Jul-13 Jan-15
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Why did the Fed stop at zero? Because the interest rate cannot be negative. If it were, then
nobody would hold bonds, everybody would want to hold cash instead — because cash pays a
zero interest rate. This constraint is known in macroeconomics as the zero lower bound, and
this is the bound the Fed ran into in December 2008.

This sharp decrease in the interest rate, which made it cheaper for consumers to borrow,
and for firms to invest, surely limited the fall in demand and the fall in output. But, as we
saw earlier and as you can see from Table 1.1, this was not enough to avoid a deep reces-
sion: US growth was negative in both 2008 and 2009. To help the economy recover, the Fed
then kept the interest rate close to zero, where it has remained until now (autumn 2015).
The Fed’s plan is to start increasing the interest rate soon, so when you read this book, it is
likely that the rate will have increased, but it will still be very low by historical standards.

Why are low interest rates a potential issue? For two reasons. The first is that low interest
rates limit the ability of the Fed to respond to further negative shocks. If the interest rate is
at or close to zero, and demand further decreases, there is little the Fed can do to increase
demand. The second is that low interest rates appear to lead to excessive risk taking by inves-
tors. Because the return from holding bonds is so low, investors are tempted to take too much
risk to increase their returns. And too much risk taking can in turn give rise to financial crises,
of the type we just experienced. Surely, we do not want to experience another crisis like the
one we just went through.

How worrisome is low productivity growth?

Although the Fed has to worry about maintaining enough demand to achieve growth in the
short run, over longer periods of time growth is determined by other factors, the main one
being productivity growth. Without productivity growth, there just cannot be a sustained
increase in income per person. And, here, the news is worrisome. Table 1.2 shows average
US productivity growth by decade since 1990 for the private sector as a whole and for the
manufacturing sector. As you can see, productivity growth in the 2010s has so far been about
half as high as it was in the 1990s.

How worrisome is it? Productivity growth varies a lot from year to year, and some econo-
mists believe that it may just be a few bad years and not much to worry about. Others believe
that measurement issues make it difficult to measure output and that productivity growth may
be underestimated. For example, how do you measure the real value of a new smartphone
relative to an older model? Its price may be higher, but it probably does many things that
the older model could not do. Yet others believe that the United States has truly entered a
period of lower productivity growth, that the major gains from the current IT innovations may
already have been obtained, and that progress is likely to be less rapid, at least for some time.

One particular reason to worry is that this slowdown in productivity growth is happening
in the context of growing inequality. When productivity growth is high, almost everybody
is likely to benefit, even if inequality increases. The poor may benefit less than the rich, but
they still see their standard of living increase. This is not the case today in the United States.
Since 2000, the real earnings of workers with a high school education or less have actually
decreased. If policy makers want to invert this trend, they need either to raise productivity
growth or to limit the rise of inequality, or both. These are two major challenges facing US
policy makers today.

Table 1.2 Labour productivity growth, by decade

Per cent change; year on year 1990s 2000s 2010-2014
(average)
Non-farm business sector 2.0 2.6 1.2
Business sector 2.1 2.6 1.2
Manufacturing 4.0 3.1 2.4

Source: Haver Analytics.

<« As you will see later in the book, central
banks like the Fed can use a few other
tools to increase demand. These tools
are known as ‘unconventional monetary
policy’. But they do not work as well as
the interest rate.

< IT stands for information technology.
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The area also goes by the names of »
‘eurozone’ or ‘euroland’. The first
sounds too technocratic, and the sec-
ond reminds one of Disneyland. We
shall avoid them.

1.3 THE EURO AREA

In 1957, six European countries decided to form a common European market —an economic
zone where people and goods could move freely. Since then, 22 more countries have joined,
bringing the total to 28. This group is now known as the European Union, or EU for short.

In 1999, the EU decided to go a step further and started the process of replacing national
currencies with one common currency, called the euro. Only 11 countries participated at the
start; since then, 8 more have joined. The official name for the group of member countries
is the euro area. Some EU countries — the United Kingdom, Sweden, Denmark, Poland,
Bulgaria, the Czech Republic, Hungary, Romania and Croatia — in order to keep their mon-
etary sovereignty have not joined the currency union, at least for the time being. The transi-
tion to the euro took place in steps. On 1 January 1999, each of the 11 countries fixed the
value of its currency to the euro. For example, 1 euro was set equal to 6.56 French francs, to
166 Spanish pesetas, and so on. From 1999 to 2002, prices were quoted both in national cur-
rency units and in euros, but the euro was not yet used as currency. This happened in 2002,
when euro notes and coins replaced national currencies. Nineteen countries now belong to
this common currency area.

As you can see from Figure 1.5, the euro area is a strong economic power. Its output is
nearly equal to that of the United States, and its standard of living is not far behind. (The EU
as awhole has an output that exceeds that of the United States.) As the numbers in Table 1.3
show, however, it is not doing very well.

In this book we shall generally refer to the euro area, rather than to the EU. When we dis-
cuss EU countries that are not in the euro area, however, we shall identify them individually
because the EU as a group is too heterogeneous to be treated as a single economic aggregate.

Just as in the United States, the acute phase of the crisis, 2008 and 2009, was character-
ised by negative growth, although with big differences across countries. Whereas the United
States recovered, growth in the euro area remained anaemic, close to zero over 2010 to 2014
(indeed two of these years again saw negative growth). Even in 2015, growth is forecast to
be only 1.5%, less than in the United States, and less than the pre-crisis average. Unemploy-
ment, which increased from 2007 on, stands at a high 11.1%, nearly twice that of the United
States. Inflation is low, below the target of the European Central Bank, the ECB.

Differently from the United States, where growth turned positive in 2010, and has
remained positive since (with the exception of two isolated quarters, Q1 of 2011 and Q1
of 2014), the euro area as well as the rest of the EU had a double-dip. Its economy, like
the US economy, started recovering towards the end of 2010 but growth turned negative
again in 2012 and remained negative for six quarters. The double-dip is clearly visible in
Figure 1.6, which shows the results of a survey conducted every month across the EU and
designed to capture the ‘economic sentiment’ of various groups: industry, services, retail
trade, the construction sectors, as well as consumers. Consumers, for instance, are asked,
‘How do you feel about the economy, your finances and what are your spending plans?’
Firms are asked, among other questions, ‘Are you more, or less, optimistic than you were
three months ago about the general business situation in your sector?’ These surveys are

Table 1.3 Growth, unemployment and inflation in the euro area, 1990-2015

Per cent 1990-2007 2008-9 2010-14 2015
(average) (average) (average)
Output growth rate 2.1 —-2.0 0.7 1.5
Unemployment rate 9.4 8.6 111 111
Inflation rate 2.1 1.5 1.0 1.1

Notes: Output growth rate: annual rate of growth of output (GDP). Unemployment rate: average over the year. Inflation
rate: annual rate of change of the price level (GDP deflator).

Source: IMF, World Economic Outlook, July 2015.
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Output  Population Output share of
($ trillions)  (millions) per Person $ world output PN

EU28: 18.5 508.3 36.423 24% £

Euro area: 13.4 335 40,100 17%

France 2.80 63.9 44,332

Germany 3.9 81.1 47,604

Italy 2.1 60.0 35,820

Spain 1.4 46.5 30,272

not euro area:
N UK 2.9 64.5 44,961

Poland 0.5 38.0 13,158

Sweden 0.6 9.7 61,856

Denmark 0.3 5.6 53,571
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Figure 1.5

The euro area, 2014

useful because they tend to anticipate the growth rate of output. Figure 1.6 shows the eco-
nomic sentiment indicator in the EU, both in the euro area and in selected non-euro-area
countries. Economic sentiment, after having recovered, as in the United States, during
2010, started deteriorating again in April 2011, about six months before the turnaround
in output growth. Although common to all of the EU, the deterioration was deeper in the



