


APPLIED MACROECONOMICS
Employment, Growth and Inflation

NEW DELHI

I.K. International Publishing House Pvt. Ltd.

Vivek Moorthy
Professor, Economics and Social Sciences Area

Indian Institute of Management Bangalore
Bannerghatta Road, Bengaluru, India

Prelims.indd   3 6/7/2017   2:00:57 PM



SCHEMATIC OF BOOKS (EGI, FMPRA, GMFM mini-books and MIFA comprehensive book) as of Sept 2018 © Prof. Vivek Moorthy, IIM Bangalore vivek.moorthy@iimb.ac.in 

 

MACROECONOMICS: AN INTEGRATED FINANCIAL APPROACH (MIFA) In Progress 
 

  “Every part of the system fits into some other part… This is not a peculiarity of Indian               
Finance. It is the characteristic of all monetary problems. The difficulty of the subject is due   

to it”   −    John Maynard Keynes, Indian Currency and Finance  (1913)   

A comprehensive text that will condense all chapters of mini-books into composite chapters 

 
 

MODULE AND CHAPTER TITLE OF CHAPTERS  

   These mini-books can be used for courses in various degrees and programmes 

MODULE ONE BUILDING BLOCKS    
Chapter 1 The Subject Matter   Broadly Corresponds To Module Two of Full Book (MIFA) 

Chapter 2 Price Indices and Inflation Measurement APPLIED MACROECONOMICS: EMPLOYMENT, GROWTH AND INFLATION (EGI)  
Chapter 3 Output and National Income Accounting CHAPTER TITLE OF CHAPTERS 

 

 

1 Building the Framework for a Growing Economy 
 

 

2 From Short-Run to Long-Run Phillips Curve 
MODULE TWO THE LABOUR AND PRODUCT MARKETS  3 The Costs and Consequences of Inflation 
CHAPTER 4  Building the Framework for a Growing Economy 4 Cost-Push versus Demand Pull Inflation and Basic Quantity Theory 
CHAPTER 5  The Phillips Curve and Inflation  5 Understanding the Seventies Stagflation 
CHAPTER 6   Cost Push,  Demand Pull Inflation and Stagflation  6 Emerging Economies and BRICS: Rapid Rise to Slowdown 
CHAPTER 7 The Complex Anatomy of Unemployment  7 Dissecting India’s Stagflation Episode 
  8 Analyzing India’s Demonetization 

 

 
  

   Broadly Corresponds To Module Three and Parts of Module Four of Full Book (MIFA) 

  FINANCIAL MACROECONOMICS: A POLICY RATE APPROACH (FMPRA) In progress 

  
 MODULE THREE MONETARY POLICY FOUNDATIONS: A POLICY RATE APPROACH CHAPTER TITLE OF CHAPTERS 

  PART A Foundations of Financial Macroeconomics 
CHAPTER 8 Central Banks, Policy Rates and Bank Reserves PROLOGUE The Rationale for this Book 
CHAPTER 9 Linking Inflation, Interest Rates, Output: The Monetarist Paradox Model 1 Central Banks, Policy Rates and Bank Reserves 
CHAPTER 10 
CHAPTER 11 

Central Bank Independence and Inflation Bias 
The Loanable funds Approach Versus Keynesian Multiplier 

 
2 Linking Inflation, Interest Rates and Output: Monetarist Paradox Model 

CHAPTER 12 Consumption, Saving, Investment And Interest Rates 3 Central Bank Independence and Inflation Bias 
  4 Real Interest Rate, Loanable Funds versus Keynesian Multiplier 
  5 Determinants of Consumption, Savings and Investment 
MODULE FOUR THE FINANCIAL MACROECONOMY AND FISCAL POLICY   PART B The Financial Macroeconomy, the Banking System and Monetary Policy 
 

 

6 Fiscal Policy, the Debt Market and Interest Rates 
CHAPTER 13  Debt Market, Short Rates, Long Rates and Output: An Yield Curve Model  7 Linking Short Rates, Long Rates and Output: An Yield Curve Model 

CHAPTER 14 India’s Fiscal Accounts and The Fiscal-Monetary Policy Nexus 8 The Fiscal-Monetary Policy Nexus (and application to India) 

 

 

9 Banks, Credit Creation, Money  Supply, Money Multiplier and Financial Deleveraging  
 

 

10 Money Demand, Interest Rates, and Quantity Theory  
MODULE FIVE BANKS, THE FINANCIAL SYSTEM AND MONETARY POLICY 11 The Evolution of Monetary Policy  

    
CHAPTER 15 Banks, Credit Creation, Money Supply and Multiplier   Broadly Corresponds To Module Six of Full Book (MIFA) 

CHAPTER 16 The Post War Evolution of Monetary Policy GLOBAL MACROECONOMICS AND FINANCIAL MARKETS  (GMFM) In Progress 

CHAPTER 17 Asset Bubbles, Financial Deleveraging, And Financial Crises CHAPTER TITLE OF CHAPTERS 

  PART A Balance of Payments, Exchange Rates and the International Monetary System 
 

 

1 System of Exchange Rates and Link to Foreign Exchange Convertibility 
MODULE SIX  GLOBAL MACROECONOMICS AND FINANCIAL MARKETS 2 The International Monetary Systems and its Changes 
 

 

3 Balance of Payments Accounting 
CHAPTER 18 Balance of Payments and Exchange Rate Systems  4 Interaction between Balance of Payments, Economy and Money Supply 
  5 India’s Exchange Rate and Forex Policies and their Impact since Independence 
CHAPTER 19 Global Financial Markets and Exchange Rates  PART B Global Financial Markets and Exchange Rates 
 

 

6 The Global Foreign Exchange Market  
CHAPTER 20 Exchange Rate & Output Adjustments: Episodes and Policies 7 Approaches to Exchange Rate and Asset Price Determination 
 Section on From Gold Standard to Interwar Period 8 Impact of News on Exchange Rate and Financial Markets 
  9 Profiting from Market Inefficiency  
MODULE SEVEN SPECIAL TOPICS  10 Monetary Policy, Equities and Exchange Rates (Section on 1920s Equity Market) 
CHAPTER 21 Labour Market Policies for Macroeconomic Stability   11 Long Term Investment Strategies 
    



Published by

I.K. International Publishing House Pvt. Ltd.
S-25, Green Park Extension
Uphaar Cinema Market
New Delhi–110 016 (India)
E-mail: info@ikinternational.com
Website: www.ikbooks.com

ISBN: 978-93-85909-39-9

© 2017 I.K. International Publishing House Pvt. Ltd.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval 
system, or transmitted in any form or any means: electronic, mechanical, photocopying, 
recording, or otherwise, without the prior written permission from the publisher.

Published by Krishan Makhijani for I.K. International Publishing House Pvt. Ltd., S-25, 
Green Park Extension, Uphaar Cinema Market, New Delhi–110 016 and Printed by Rekha 
Printers Pvt. Ltd., Okhla Industrial Area, Phase II, New Delhi–110 020

The moral right of Vivek Moorthy to be identified as the author this work has been asserted.

Prelims.indd   4 6/7/2017   2:00:57 PM



With fond memories of my father M.R.N. Moorthy:

Whose cues and views
Of varied hues,
With smiles and frowns,
Through ups and downs,
Have seeped a bit
Into some nook, 
Or corner, of
This long due book.

Prelims.indd   5 6/7/2017   2:00:57 PM

     
 —VM, Feb 2017



PREFACE

“every part of the system fits into some other part. .... the complexity and coherence of the 
system require the constant attention of anyone who would criticise the parts. This is not a 
peculiarity of Indian Finance. It is the characteristic of all monetary problems. The difficulty 
of the subject is due to it.” 

— John Maynard Keynes, 
Indian Currency and Finance, (1913)

At the outset, it should be noted that this book is partly a textbook and also part of a 
bigger textbook. The contents of this book largely comprise the Second Module (on Labour 
and Product markets) of a comprehensive macroeconomics text under way. This mini 
book also provides the foundations for another mini book, Financial Macroeconomics: A 
Policy Rate Approach, the contents of which largely correspond to the third Module of the 
comprehensive text. To understand how this ‘mini’ book fits into the bigger book, and how 
the various topics and parts connect, you are requested to go over the associated Schematic 
on the website economicsperiscope.com. The Schematic should make it easier to move back 
and forth between different parts of the various texts. It is like a subway map needed to get 
around a big city and it is worth spending time in absorbing and understanding it.

This book is meant to serve several purposes. The first purpose is to develop, 
from the start, an integrated framework for a growing economy, incorporating short run 
fluctuations around long-term growth. It works out numerical values to precisely connect 
unemployment, inflation, real and nominal GDP growth, and related variables. By contrast, 
the dominant textbooks start by analysing the levels of output and price, as in the basic 
Aggregate Demand/Aggregate Supply analysis, with the Aggregate Demand curve derived 
from the widely used IS/LM model. Then onwards, the transition from output and price level 
to growth and inflation respectively, called the dynamic AD-AS model, is quite ad hoc and 
graphical, not numerical, or algebraic.

In my opinion, whatever the model used, and even if no model is used, to understand 
macroeconomics requires learning the underlying growth arithmetic and how these variables 
connect. This book develops these connections. This point will be clear from the numerical 
sections and sample Questions and Answers for Chapters 2, 3 and 4. Further, from the model 
developed here, values for inflation feed into the central bank’s interest rate decision.

One notable feature of this book is that it combines a wide ranging discussion of 
the determinants of potential GDP growth, emphasizing the importance of property rights 
and labour supply, with an ‘Okun’s Law’ treatment of cyclical fluctuations. The Keynesian 
short-run is embedded in the classical long-run. By contrast, the standard texts cover short 
run fluctuations separately from long run growth, typically analysed using the Solow growth 
model. 
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viii Preface

The second purpose of this book is to outline wide ranging evidence supporting some 
principles of classical macroeconomics, although, not new classical macroeconomics, and 
to apply these principles to the phenomenon of stagflation. This book deals with two such 
episodes: the severe 1970s worldwide stagflation and India’s mild stagflation post-2010 to 
around 2013. The dominant macroeconomic textbooks have failed to properly analyze the 
1970s stagflation, attributing them to OPEC’s oil price shock of 1973. By contrast, this book 
presents a demand based explanation that I have been teaching here at IIM Bangalore, and 
built up slowly since 1995. 

Two concepts central to classical macroeconomics and this book are the natural rate 
hypothesis and the associated expectations augmented Phillips curve (henceforth EAPC). 
The short and long run Phillips curve theories originated in the developed economies. Yet, 
ironically, the EAPC is far more relevant for emerging economies, many of which still have 
inflation, than it is for the developed economies, which have been close to deflation since 
the 2008 financial crisis. These two concepts are covered in depth in this book. 

The third purpose of this book is to endeavour to raise the level of macroeconomic 
understanding in Indian policy discussions. The economy was greatly liberalized since 1991, 
and free market views now heavily predominate. Nevertheless the macroeconomic views of 
many of the liberalizers and the media are pre 1991 and mostly Keynesian in the sense that 
inflation is generally considered to be due to food supply shocks. Further, leaving aside the 
explanation of inflation, the predominant and influential view among Indian policy makers is 
that capital stock and infrastructure are the determinants of potential GDP growth, neglecting 
the role of labour supply. This book provides evidence about the role of labour supply.

Finally, although this book is not about the Indian economy or emerging economies 
as such it has a full chapter on the rise and slow down of the BRIC economies, and a detailed 
chapter on India’s economy. Hence it can be use for a course on emerging economies or India. 
It is unfortunate the macro texts widely adopted here are excessively America-centric, with 
scant coverage of emerging economies. This (made in India!) book, which draws upon Asian 
data, not just Indian data, can fill that void. 

The General Reader Versus the Textbook Reader

While a text is meant for students, this book is also meant for a wider audience—all those 
who have been interested in, and have been following the Indian economy, for the last several 
years or more. In particular, various economists, policy makers, journalists, some CEOs, 
management consultants, equity analysts and country fund managers should, hopefully, find 
that this book provides both analytical foundations and data to help examine their specific 
topic of interest. Hence a conversational style has been adopted to cater to this wider 
audience. Given the nature of the content, this book alternates between formulaic sections 
and wide ranging discussion, and between concepts and views.

The reader has to switch between two modes (and possibly moods) depending on 
the chapter and the section. For a general reader, coming across section and subsection titles 
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 Preface ix

and numbers may be irksome and might distract from absorbing the flow of text. However, 
for the textbook reader, this compartmentalization helps from both the examination point of 
view, and for understanding the links between variables later on and maybe elsewhere. The 
general reader needs to be sympathetic to the needs of the textbook reader and vice versa. 
To reduce the burden on the reader, citations and references have been sorted into major 
ones (text) and minor ones (footnotes).

A Chapter by Chapter Outline

What follows is a brief roadmap of the book. Chapter 1 outlines the crucial concept of potential 
GDP and highlights the associated variable which is called ADSGAP here (Aggregate 
Demand and Aggregate Supply Gap). Chapter 1 also analyzes different approaches to, and 
the role of various factors, in determining potential GDP growth in an economy, emphasizing 
the role of labour supply, property rights and the rule of law.

Chapter 2 traces the historical evolution of the Expectations Augmented Phillips 
Curve (henceforth EAPC). It then develops the basic EAPC model, linking actual and 
expected inflation to ADSGAP. Chapter 3 discusses the real world costs and consequences 
of inflation and disinflation, highly relevant for discussions of inflation targeting. 

Chapter 4 resurrects, and cites at length from, an obscure but illuminating debate 
at the University of Chicago's Booth School in April 1966 between Robert Solow and 
Milton Friedman about the efficacy of wage-price controls. In this debate, Milton Friedman 
introduced the pioneering concepts of the natural rate of unemployment and the associated 
long run Phillips Curve and EAPC. This Chapter constructs a simple model to explain how 
these supply based concepts can be fitted into a demand based approach to inflation, as in 
the Quantity Theory of Friedman. Chapter 5 critiques the widely prevalent explanations, 
that the stagflation of the 1970s was caused by the OPEC oil price shock of October 1973. 
Drawing upon evidence for USA starting from the late 1960s, it explains the stagflation 
based on the EAPC. 

Chapter 6 discusses the emerging economy boom years and the subsequent 
slowdown, based upon the BRIC (Brazil, Russia, India and China) Reports of Goldman 
Sachs. Chapter 7 uses wage and inflation expectations data to show that India’s ongoing 
stagflation during 2011-2013 can be explained from the shifting EAPC, and how the National 
Rural Employment Guarantee Act of 2006 aggravated India’s labour supply constraint. It 
then draws upon food price data from India and ASEAN countries to argue that high India’s 
food inflation was demand driven. Chapter 7 broadly assesses the importance of EAPC 
factors and monetary policy influences, versus, then influential policy paralysis view, in 
driving the stagflation. Brazil’s stagflation during this period could be similarly analyzed.

From First E-book to this Version (First update 2016)

The first version, as an e-book, was released in January 2014, for limited classroom use. The 
chapters on India had been written in 2012 and 2013 when it was undergoing stagflation, and 
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x Preface

the book was initially called Understanding Stagflation: Past and Present. Unfortunately, due 
to delay in the copyright permissions process for some vital citations well into 2015, those 
sections had to be left out. Hence publication of the complete book got delayed. 

In September 2014, oil prices fell sharply. Stagflation in India turned into low growth 
and low inflation. However, the basic analysis of stagflation here is based on data as of early 
2013 and ends there. Massive and questionable revisions to India’s GDP data in January 
2015 pushed up growth rates, but as discussed in a revised data Appendix, have not so far 
altered the multi-year averages up to March 2013 analysed here.

Barring the revised Data Appendix, the content of the text pertaining to India’s 
stagflation is mostly the same. However, Chapter 1 has been expanded to include an 
evaluation of the Ease of Doing Business Ranking of the World Bank. Content pertaining to 
the BRIC economies has been expanded into a full chapter. The book has been retitled Applied 
Macroeconomics: Employment, Growth and Inflation, and referred to by the acronym EGI. 

With the above updates the book should have been ready by end-2016.  However, 
following India’s demonetization in November 2016, Section 4.5 on the Quantity Theory 
was significantly expanded, and the full Chapter 8 on demonetization was added. Needless 
to say, this has further delayed the completion of the book.

Second update (2017)
For the first and revised versions of this book, I thank Anupam Manur, A Arul 

Jason and also SJV Madhav for valuable research assistance at various stages from 2013 to 
now, and to IIM Bangalore for grants that facilitated some of this research. With reference 
to research done at IIMB, acknowledgments are due to Shrikant Kolhar, my former FPM 
(Doctoral) student, and to Anupam Manur for their findings on food inflation, cited in Section 
7.5 and 7.4 respectively, and to former PGP student Snehal Gajbhiye, for her project findings 
on the Ease of Doing Business rankings, partly used in Section 1.5.1. 

Comments, criticisms and general feedback, from one and all, are welcome.

www.economicsperiscope.com
March 2017, IIM Bangalore
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