
Big Idea of the Day—Economic Growth
I. Origins and Issues of Macroeconomics

     A. Classical economics founded by Adam Smith (The Wealth of Nations, the Invisible Hand, growth through competition) and David Ricardo (i.e. comparative advantage).

          1. Based on laissez-faire doctrine of capitalism.

          2. Long-term consequences of growth.

          3. Some held on to zero-sum belief of economic growth—winners and losers in each transaction.

     B. Modern macroeconomics

          1. John Maynard Keynes of Great Britain (the London School)


° “Priming the pump”


° “In the long run, we’re all dead.”


° Emphasis on the short-run, which could lead to problems (i.e. inflation) in the future.

          2. Friedrich von Hayek of Austria (the Austrian School)


° Believer in free trade, aka Ricardo.


° Belief that regulations on business were almost always bad.


° Discredited by the Great Depression and the rise of Keynes.

° Ideas revived with the advent of Milton Friedman and Ronald Reagan.
     C. Much of modern macroeconomics was developed during the Great Depression in the 1930s.

          1. Severe unemployment was the major economic problem of that decade. Trying to cure this problem gave macroeconomics a focus on the short run.
     D. Growth in the 1950’s and 1960’s ( Average growth rate around 4%.
     E. Stagflation of the 1970’s: during the 1970s, significant long-term problems of economic growth and inflation emerged.
          1. Increasing unemployment AND increasing inflation AND falling RGDP.

          2. Return to deregulation ideology of Hayek, as promoted by Friedman.
     F.  Era of Reagan, G.H.W. Bush, Clinton, and G.W. Bush
During the 1980s and 1990s, information technologies made international economic relations more prominent.

          1. As a result, the focus of macroeconomics has shifted so that it now emphasizes  long-term economic growth, unemployment, inflation, government budgets, and international deficits.

II. Economic Growth

     A. Economic growth is the increase in the economy’s ability to produce goods and services.

     B. Economic growth is measured by the increase in real gross domestic product, (real GDP). 

          1. Real GDP is the nation’s total production linked back to prices from one year.

               a) Real GDP is currently linked back to 1992 prices.

     C. Viewing the changes in real GDP over the past 35 years reveals that it tends to grow persistently but that fluctuations occur around the growth path.

          1. Potential GDP is the real GDP that the nation produces when all its resources — labor, capital, land, and entrepreneurial ability — are fully employed.

               a) The long-term rate of economic growth is measured by growth in potential GDP.

               b) Potential GDP grew more rapidly in the 1960s than in the 1970s and early 1980s. The slow growth during the 1970s and early 1980s reflected the productivity growth slowdown. The growth rate of potential GDP increased during the 1980s and 1990s.

          2. Real GDP fluctuates around potential GDP in a business cycle. Business cycles have two turning points — peak and trough — and two phases — recession and expansion.

               a) A peak is the upper turning point, the end of an expansion and the beginning of a recession.

               b) A trough is the lower turning point, the end of a recession and the start of an expansion.

               c) A recession is defined as the period during which real GDP decreases for at least two successive quarters.

               d) An expansion is the period during which real GDP increases.

           3. Recessions in recent years have been much less severe than the Great Depression.

               a) The most recent recession began in the second quarter of 1990.

     D. Comparing the growth in real GDP per person between 1960 and 1996 for the United States, Japan, and Germany reveals three features:

          1. The nations experienced similar slowdowns in productivity growth in the 1970s and 1980s.

          2. Business cycles in the three nations tended to occur at the same time, until the 1990s.

          3. Potential GDP grew at different rates, with that of Japan growing most rapidly and that of the United States most slowly.

      E. Average annual growth rates of real GDP per person varies among nations. In contemporary times, the most rapid rates have been achieved by Asian countries and the slowest rates by nations in Central Europe and Russia.

       F. Economic growth expands people’s consumption possibilities. Costs include foregone current consumption, potentially more rapid depletion of exhaustible natural resources and/or more pollution, and more rapid rates of job creation and destruction.

