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Chapters to Cover – Part 5

 Chapter 20: Overview of Macroeconomics
 Chapter 21: Measuring Economic Activity
 Chapter 22: Consumption and Investment
 Chapter 23: Business Fluctuations and the 

                        Theory of Aggregate Demand
 Chapter 24: The Multiplier Model
 Chapters 25 and 26 not covered
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Increasing Aggregate Demand (AD)
through construction investment, 

consumption and war to AD’

GDP increases at the expense of 
inflation [GDP     ↑ CPI ↑]

What happens when Aggregate 
Supply (AS) is increased to AS’ as well?

GDP increases while prices 
Decrease [GDP     ↑ CPI ↓]

GDP is measured in 3 approaches in HK: (1) income, (2) production 
[construction] and (3) expenditure [investment and consumption]

Previously in the last lecture:

Gross Domestic Product [GDP]
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Before We Continue

 With our demand management, let’s 
have a look at the supply side.

 One macro-economics objective is to 
increase aggregate supply.



Increasing Aggregate Supply



Chapter 23

Business Fluctuations and 
the Theory of Aggregate 

Demand



Cycles

 Economic cycles:
• Perfect timing of supply and demand is only 

an ideal.

• There is always trade-offs between growth, 
inflation and employment.

• Leading to business cycles, and then property 
cycles.



Economic Cycles
 High growth usually comes with inflation but low unemployment rate.

• Hong Kong before 1997.

• China in the last two decades: recent policies to cool down property 
speculation, dampening demand for properties, long regarded as hedge 
against inflation.

• Hyperinflation: Germany in the early 40s, and China around the same 
time resulting in the rise of the Communist Party and the retreat of the 
Nationalist Party to Taiwan.

• Exceptions: the world generally experienced high growth with LOW 
inflation: supply of cheap products from China, perhaps until now? The 
end of “population dividend”?



Economic Recessions

 Economic recessions usually come with low inflation 
or even deflation and unemployment.
• Japan ever since 1990 after their property and stock 

collapse in 1990.

• Hong Kong after 1997 and through the 2000’s.

• Exceptions: economic recessions and high inflation 
[stagflation]: The US and the UK in the 60s in the mid of the 
oil crisis – the rise of the oil countries.



Source: https://en.wikipedia.org/wiki/Nikkei_225



What is Business Cycles?

 Keynesian economics: aggregate demand affects 
output, employment and prices. 

 Cycles are fluctuations in output, income and 
employment. The tell-tale signs of recession include:
• Loss of consumer confidence.
• Unemployment goes up.
• Output falls and inflation slows down.
• Business profits fall and stock prices drop or even collapse.

 Tell-tale signs of expansions?



Why?
 Exogenous and internal sources:

• Exogenous [or external] sources include wars, oil prices, discoveries, 
scientific and technology breakthroughs leading to increases in 
aggregate supply brought about by productivity improvements, 
or by release of labour supply [How China Became Capitalist.]

• endogenous [or Internal] sources come from within the economic 
system itself: expansions leading to recessions and then expansions 
again ……

• High rental/capital values leading to over-supply of properties [when there could be 
unconstrained supply], coupled with “development lag”.

 Demand-induced cycles:
• Induced by increase or decrease in aggregate demand resulting in 

increase or decrease of outputs respectively [imagine the AD-AS 
curves].

http://onesearch.lib.polyu.edu.hk/primo_library/libweb/action/search.do?dscnt=0&scp.scps=scope%3A%28BOOK%29&frbg=&tab=library_collections&dstmp=1379300192062&srt=rank&ct=search&mode=Basic&dum=true&indx=1&tb=t&vl(freeText0)=how%20china%20became%20capitalist


Forecasting Cycles
 Tell-tale sings of recession and expansion leading to construction 

of indices like consumer confidence index & the Purchasing 
Managers’ Index [PMI] in the US … etc.

• INDEX = (P1*1) + (P2*0.5) + (P3*0)

• P1 = Percentage number of answers that reported an improvement. 

• P2 = Percentage number of answers that reported no change. 

• P3 = Percentage number of answers that reported a deterioration. 
 Econometric modelling based on historical data: for example, 

output [GDP] is a function of a number of independent variables: 
• Y = f (X’s)
• Hundreds of simultaneous equations may be involved in some 

complicated models.



Timing the Cycles, or Markets

 Have been the million-dollar question:
• Is it the time to buy or sell properties?

 Do we know we have reached the peak, 
or the peak is yet to come?



Chapter 24

The Multiplier Model



Macro-economics Management
 It has been either, very broadly speaking, the supply and the demand sides.

Source: Samuelson P.A. and Nordhaus W.D. (2005). Economics, 18th Edition. McGraw-Hill, p.415.



The Supply Side

• Encouraging private enterprises and privatization.

• Low tax, small government.

• Releasing their entrepreneurship, creativity and productivity.

• Reducing collective bargaining power of the trade unions 
and people’s dependence on and expectation of social 
welfare.

• Best exemplified by “Thatcherism” and “Reganomics”, and 
the (Friedman’s) monetary economics.



The Demand Side
 Privatization and de-regulation [the Big Bang in London under  the 

Thatcher government] have led to incidences of “financial turmoil”.
 Demand side economics, or Keynesian economics has become 

“vogue” again.
 The government has the power and responsibility to “tame” the 

economic cycles by managing demand.
 Where there is no enough private demand, government should 

step in, even when it has to print money to finance the projects.
 The government has to rekindle the “animal spirits” and to 

stimulate the economy through the “multiplier”.



Output Determination

 Economy at equilibrium when total expenditure 
[consumption + investment] equals total output 
[GDP]. 

 Otherwise, economy in dis-equilibrium when the 
total expenditure is larger or smaller than the total 
output. 

 BUT dis-equilibrium can persist for a long long 
time.



Keynesian Multiplier Model

 One dollar change in exogenous 
expenditures [investments] leads to more 
than a dollar change in GDP, when there 
are unemployed resources to employ.
• Otherwise, what happens next?



The Multiplier

 mps = marginal propensity to save
 mpc = marginal propensity to consume 
 By definition, mps + mpc = 1

investmentinchangempcinvestmentinchangempsoutputinchange111



The Multiplier

 Should governments adopt the 
Keynesian’s approach to increase 
aggregate demand, to stimulate demand, 
even with borrowed money? 



Affecting Aggregate Demand
 Fiscal policies [the Keynesian approach to macroeconomic 

policy].
 Empirical results show that the average multiplier for the first 

and second years is around 1.4 only, and declines further ever 
since [p.497].

 But recent studies in the US suggest a much lower [about 1 if 
not less]: wasting of public money?

 Highly simplified model in the book, as GDP is affected by the 
whole lot of factors including interaction with monetary policies 
and the capital/money markets both locally and internationally, 
and the supply side….























And Lastly:

 A reminder from Ronald Regan:
• http://www.youtube.com/watch?v=cEuiI2PbS

WQ

http://www.youtube.com/watch?v=cEuiI2PbSWQ
http://www.youtube.com/watch?v=cEuiI2PbSWQ


Chapters NOT 
Assigned to Read

And Why?



Chapters 25 & 26

 Chapter 25 - Financial markets and the special 
case of money
• You’ll study it in your courses on land and urban 

economics, property investment and finance 
courses. Read the chapter next year.

 Chapter 26 – Central Banking and Monetary 
Policy
• Likewise, subject matters to be covered in your next 

year. 



End of Textbook Revision

READ THE BOOK!
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