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1. How do we know when the economy is 
healthy? 

 

2. How does the Fed promote a healthy 
economy? 

 

 

 

 

Agenda 



4 

 

 

How do we know when the economy is 
healthy? 
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When you visit the doctor for a 
check up…  

 

Which are the first things that 
the doctor checks? 

Visiting the doctor 

 Your weight 
 

 Your pulse 
 

 Your temperature 
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Your weight, pulse and temperature gives the doctor an 
indication of your overall health 

 

These indicators offer information that help the doctor to: 

 

 

 

Indicators about your health 

 Diagnose if you have 
an illness  

 

 Prescribe a medicine so 
you’ll feel better 
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When economists want to 
see if the economy is 
healthy, they also use 
indicators 

 

 There are many, many 
indicators to study the 
economy 

 

 

Diagnosing the economy 

Today, you will learn 
some of the most 
important ones like: 

 

 GDP 

 Inflation 

 Employment 
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Let’s talk about the first indicator that economists use to 
measure the economy: GDP 

 

    Gross  

    Domestic  

    Product 
 

GDP is a way to measure the total value of all goods 
and services produced in an economy 

 

GDP  
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GDP 

Economic Growth is 
the increase in the 
country’s overall 
ability to produce 
goods and services 
over time 

GDP is used to measure economic growth  

GDP estimates are subject to revision 
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When the headlines in your favorite website announce 
that the economy grew 4%, they are talking about the 
growth of GDP during that year 

 

In other words, the economy produced 4% more goods 
and services than the year before 

 

 

GDP 

 Expansion: a period of 
positive economic growth 

 

 Recession: a period of 
negative economic growth 
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GDP has 4 components: 

 

 Consumption 

 Investment 

 Government spending 

 Net exports (exports  minus imports) 

 

The key lesson is that if one of these components goes 
up or down, GDP goes up or down 

GDP 

GDP = C + I + G + NX 
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GDP 

Two different approaches to measure GDP: 

 Production-side 

▫ Industrial production, business activity… 

 

 Expenditure-side 

▫ Retail sales, shipments of goods… 

 

  

Two types of indicators measuring GDP: 

 Coincident indicators = Current Quarter 
 

 Leading indicators = Beyond current quarter 
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Let’s watch a video about GDP 

GDP 

https://www.stlouisfed.org/education/economic-lowdown-video-series/episode-7-gross-domestic-product
https://www.stlouisfed.org/education/economic-lowdown-video-series/episode-7-gross-domestic-product
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 If GDP is growing fast, it usually means that there is 
declining unemployment 

 

 If the level of GDP is higher than the one expected for 
the economy given other indicators, it usually means 
that inflation is rising  

GDP 

Federal Reserve’s Dual Mandate:   
 

• Keep prices stable over the long-run (low inflation) 
 

• Maximize sustainable employment 
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Normal body temperature of a 
healthy adult is between 97.8 
and 99 degrees  

 

More than 99 degrees means 
your body is overheating (like an 
economy could be overheating) 

 

Less than 97.8 means your body 
needs an immediate boost 

Diagnosing the economy 
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Inflation is another indicator that measures how the 
economy is performing 

 

 

 Inflation means that average prices in an economy are 
going up 

 

 

Very important: Not only the price of one or two 
products, but the overall prices in the economy are rising 

 

 

Inflation 
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In other words:  

A dollar buys less than it used to buy 

 

Inflation 

 In 1969, a pizza slice cost 15 cents 

 

 In 1989, a subway ride cost $1 

 

 In 2002, a pizza slice and a 
subway ride both cost $1.25 

 

 NYC’s Pizza Principle! 
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 Inflation makes it difficult 
for people and businesses 
to plan ahead  

 

 If inflation increases too 
fast, people can’t keep up 
with the new prices 
because their salaries are 
the same  

 

 

 

Inflation 

Is inflation good or bad?    

It depends (the favorite answer of economists) 
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 Inflation also indicates that people are consuming 
more goods and services 

 

 

 Thus, a low & stable rate of inflation is good 

 

 

 For an economy like the US, economists say that 
around 2% annual inflation means that the economy 
is healthy 

 

 

 

Inflation 
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Inflation is expressed as a 
rate of change over a specific 
period, usually 12 months 

 

 

When headlines say that 
inflation is at 5%, this means 
that the same basket of 
goods and services that 
previously cost $100 a year 
ago now costs $105 

 

 

Inflation 

Inflation can be 
measured by the 
Consumer Price Index: 
a market basket of 
goods that a typical 
family buys 
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 Overall inflation is highly volatile  
 

 Prices of some goods like energy & food are constantly 
fluctuating  
 

 The Fed focuses on core inflation that excludes these types 
of goods and services (core vs headline) 

Inflation 

 The Fed uses the Personal Consumption 
Expenditures Price Index  

 

 PCE includes a broader range of expenditures 
than CPI, uses data from business surveys and 
adjusts to changes in consumer behavior in the 
short-term 

CPI vs. PCE: See explanation in recent WSJ article 

http://www.wsj.com/articles/cpi-vs-pce-untangling-the-alphabet-soup-of-inflation-gauges-1426867398
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 How many of you have jobs? 

 

 How many of you work part-time? 

 

 How many of you know someone who have filed an 
unemployment claim? 

 

 

 

 

 

Employment 
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Measuring the labor market is not easy, but economists 
use data for two types of indicators: 

 

 Labor demand indicators 

 

 Labor supply indicators 

 

 

 

Employment 

You can find these data from: 

 Bureau of Labor Statistics, US Department of Labor  
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 Labor demand indicators 
 

 Payroll employment – Survey to 100,000+ nonfarm 
businesses & government agencies asking if they are 
creating new jobs 
 

 Available by industry and occupation  
 

 When headlines report payroll employment, they focus 
on the net change in payrolls by month (200k new jobs!) 
 

 It’s important to understand that payroll growth is a 
flow and it’s effect depends on the size of the stock of 
unemployed individuals 

Employment 
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 Labor demand indicators 
 

 Unemployment claims – Reported by each state’s 
unemployment insurance program offices 
 

 

 

Employment 

Two types of claims: 
 

 Initial claim – Filed when 
separation from employer 
(Leading) 

 Continuing claim – Filed 
after a week of 
unemployment (Coincident) 
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 Labor supply indicators 
 

The unemployment rate is the 
fraction of workers in an 
economy who would like to 
work, but can’t find a job 

 

Not everybody in the 
economy is included in this 
definition, just those in the 
labor force 

 

Some people are not in the 
labor force (under 16, in the 
military, retired) 

 

Employment 
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Employment 

 Labor supply indicators 
 

 

 Employment Situation: a survey to 50,000 
households asking about employment status 

 
 Headline unemployment rate =  
       Unemployed / Labor Force 
 
 Labor force participate rate = 
    Labor Force / Working age population 
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Is it good if there is zero unemployment? 

 

 Unemployment can’t be zero because there will 
always be workers who are “between jobs” 

 

 Jobs are constantly changing and an economy does 
not always have the right workers for the 
available jobs:  

▫ Skills mismatch  

▫ Geographical mismatch 

 

 Given these circumstances, the natural rate of 
unemployment is never zero 

 

 

Employment 
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 Considering causes of 
unemployment is important 

 

 Other rates take into account 
these causes: 

 
 U5 incorporates the discouraged 

workers and  marginally attached 
(have not looked for a job in prior 4 
weeks) 

 

 U6 incorporates discouraged 
workers, the marginally attached 
and those working part time for 
economic reasons 

 

 

Employment 
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There are other important indicators that help 
economists assess the health of an economy: 

 

 Consumer confidence: how consumer feel about the 
future (provides indication of economic conditions) 

 

 Inflation expectations: what consumers and 
businesses think that inflation is going to be in the 
future 

 

Other indicators  

Imagine that everyone in 
your class is asked if they 
feel ready for the final 
exam two weeks before 
the test! 
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 We need economic indicators to assess the health of an 
economy 

 

 Looking at multiple indicators is useful to obtain an 
accurate picture of the economy 

 

 Technology (data science, statistical packages) has 
increased the number of indicators 

 

 But indicators and models should not replace judgment! 
The economy can change faster than the indicators can 
adapt 

 

 

 

Recap   
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 GDP is a measurement of all goods produced in an 
economy  

 We want it to grow every year  

 

 Inflation is when overall prices are rising 

 We want low & stable inflation 

 

 Unemployment is when people who want to work 
can’t find jobs 

 We want it to be close to the natural rate of 
unemployment (NAIRU) 

 

Recap 
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Questions? 
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How does the Fed promote a healthy 
economy? 
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If you want your garden to have blossoming flowers 
green leaves and maybe some delicious veggies, you 
need to add a key ingredient: 

 

Watering your garden 

Water 

How much water 
does your garden 
need? 
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If you don’t add enough water to 
your garden, what happens? 

 

 Plants will die! 

 

If you add too much water to your 
garden, what happens? 

 

 Plants will die! 

 

Watering your garden 

So you have to add the right amount of water! 
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What is monetary policy? 

 

Monetary policy controls the supply of money in an 
economy 

 

 

Monetary Policy  

Like water in a garden, 
an economy needs just 
the right amount of 
money 

Too much money causes 
the economy to overheat  

 

 

Not enough money 
prevents the economy 
from growing  
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 There are different tools that the Fed uses to conduct 
Monetary Policy 

 

 We are going to focus in the federal funds rate which 
influences interest rates in the economy 

 

 

Monetary Policy 

What is an interest rate? 

 

The rate paid by 
borrowers for the 
use of money that 
they borrow from 
lenders 
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How do interest rates affect the economy? 

 

 If the interest rate is 25%, do you prefer to borrow 
more money or save more money? 

 

 

 If the interest rate is 2%, do you prefer to borrow 
more money or save more money? 

 

Monetary Policy 
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When interest rates go 
DOWN, consumers and 
businesses are MORE 
willing to borrow money 

 

 

 

 

 

Monetary Policy 

When interest rates go 
UP, consumers and 
businesses are LESS 
willing to borrow 
money 
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If interest rates go DOWN 

 

 Borrowing goes UP 

 

 Consumption goes UP 

 

 Investment goes UP 

 

 Unemployment goes DOWN 

 

Monetary Policy 

Expansionary 
policy 
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If interest rates go UP 

 

 Borrowing goes DOWN 

 

 Consumption goes DOWN 

 

 Investment goes DOWN 

 

 Unemployment goes UP 

Monetary Policy 

Contractionary 
policy  
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 If the economy needs a boost 
(not enough water in the 
garden), economists 
prescribe: 

 

 

 

 If the economy is overheating 
(too much water in the 
garden), economists 
prescribe: 

Monetary Policy 

Expansionary policy 

Contractionary policy  
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What should the Fed do if inflation is too high? 

 

▫ If everyone in the economy is borrowing money 
to buy more things  

 

▫ If businesses are hiring more employees and 
raising wages to get the best workers 

 

▫ If businesses are having a hard time forecasting 
the price of products 

 

Challenge question 

The Fed needs contractionary monetary policy 
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The process is indirect because 
commercial banks are private 
entities  

and  

can’t be forced by the Fed to 
raise or lower their interest rates   

 

 

Monetary Policy 

How does the Fed influence interest rates? 

10% 
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The Fed influences rates by 
setting a target for the 
federal funds rate which is 
the rate the banks charge 
each other for short-term 
loans 

 

The federal funds rate 
influences other interest 
rates 

 

This is called the 
transmission mechanism 

 

 

 

Monetary Policy 
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 The transmission mechanism takes some time to take 
effect  

 

 Because of policy lags, the Fed needs to determine 
where the economy is right now and forecast where it 
is going (consumer confidence and inflation 
expectations come handy) 

 

 

 

Monetary Policy 

When a cruise needs to 
turn, it needs to start 
turning with 
anticipation due to its 
size (to avoid icebergs!) 
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 The Fed has other tools that it could use to influence 
the supply of money and credit in the economy 

 

 Large-Scale Asset Purchase (Quantitative Easing) 

 Paying interest on the reserves that banks keep at 
the Fed 

 Reverse repurchase agreements 

 

 The Fed uses its toolkit depending on the challenges 
faced by the economy 

 

 

Monetary Policy 

See more about the tools used by the Fed in recent 
article by New York Times 

http://www.nytimes.com/2015/09/13/business/economy/the-feds-policy-mechanics-retool-for-a-rise-in-interest-rates.html?_r=0
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Questions? 
 

  

 


