Macroeconomics midterm #1 (Ch 5, 6, 7)

Definition of GDP: 
· The total market value of all final goods/services produced within a country in a given period of time.
· “Market value”-Output of goods are valued at market prices
· Does not include transactions of items produced in the past 
· Measures total income of everyone in the economy 
Exclusions from GDP: 
· Drugs
· Items produced and sold at home that don’t enter market
Expenditure Approach to GDP:
· All spending activity is broken down as: 
· Consumption spending
· Investment spending
· Net export spending	
· Exports minus imports
· Government spending   

· GDP=C+I+G+X-Imports
· C=consumption spending
· I=investment spending
· G=government spending
· Imports reflect Canadians spending on foreign goods-the spending Leaks from circular flow
· Exports reflect foreigners spending on Canadian goods-the spending is injected into the circular flow
· NX=X (exports) – imports= NET EXPORTS
Injections enter with + signs: 
· Government spending, investment, export
Leakages enter with – signs
· Imports
· Savings and taxes are leakages but are not expenditures thus not in equation

Difference between GNP/GDP:
GDP
· GDP-Total market value of all final goods produced WITHIN Canada by Canadians and non-Canadians in period of time
· Measures nations economys performance made within the borders
· Measures all domestic production
GNP
· GNP-Total market value of all final goods produced by Canadians THROUGH OUT the world in period of time
· Includes net foreign income rather than net export and imports; GNP adds foreign investment income
Definition of NDP: (Net Domestic Product)
· The annual measure of an economic output of a nation adjusted to account for depreciation. 
· NDP= GDP-Depreciation
· All factors payments and taxes=Net Domestic Product
· Factor payments include:
· Salaries and wages to labour
· Rent
· Interest/dividends
· Profits
 National Income at factor cost
· Total income earned by nation earned by a nations residents in the production of goods and services. Excludes business taxes
	=NDP-indirect sales taxes plus subsidies
Disposable personal income
· Income households and non-corporate businesses have left after satisfying all government obligations. 
· One of the key ways to gauge the overall state of the economy
=Personal income-person taxes
Personal income
· Income households receive. Excludes retained earnings. 
Net national product
· The total income of a nations residents minus losses from depreciation. 
Real vs. Nominal GDP: 
· Shows how the economy’s overall production of goods and services change over time.
· GDP has to be measured by value, not physical volume, and value depends on both volume and prices
· Nominal GDP increases because prices rise
· Nominal GDP increase because – real GDP -  increases\
· % change nominal= % change+ inflation rate
· No inflation means real value= nominal value
· GDP Deflator= (Nominal GDP/Real GDP) x100
· Measure of the price level calculated as a ratio
· Tells the rise in nominal GDP that is attributable to rise in prices
· Nominal GDP-production of goods valued at current prices
· Real GDP- production of goods valued at constant prices

Inflation Rate: 
· Inflation rate year 2= 								(GDP Deflator year 2-GDP Deflator year 1)/(GDP deflator year 1) 
X 100
Causes of Inflation:
· Money supply
· Exchange rates
· Cost-push inflation- Increase in production costs
· Demand-pull 	inflation-Demands for goods grow faster than the production levels
High inflation rates are problematic as it diverts resources from productive activities to unproductive activities of the future inflation.
Types of Deflators:
Consumer Price Index (CPI)
· Used to measure evolution in cost of living.
· Measure of the overall cost of goods bought by typical consumer
· CPI= (Price of basket of goods/Services in current year)/ (Price of basket in base year) X100
· Inflation rate= (CPI year 2-CPI year 1)/ (CPI year 1) x100

Things in the CPI basket
1. Food 17%
2. Shelter 26%
3. Household 11.4%
4. Clothing 6%
5. Health 5%
6. Recreation 13%
7. Alcohol 3%
8. Transportation 20% 
Problems measuring the cost of living:
· Substitution bias-Basket does not change to reflect consumer reacts to changes in prices
· Introduction of new goods-Does not reflect changes in purchasing power
· Unmeasured quality changes
· Outlet substitution-As prices rise, ppl face higher incentives of substitution
These biases tend to overstate the true cost of living by 1%
Overstating can cause wages, pensions, social payments to be larger than necessary in maintain purchasing power
GDP Deflator
· Suppose to reflect the prices of all goods produced domestically
· Rising the deflator indicates rising prices
· Falling deflator indicates falling prices
Catch up effect: (Convergence)
· Countries that are more poor tend to grow faster than countries that are rich









Productivity/ Growth:
	Definition of Productivity
· Production= product = output
· Productivity= output divided by input
· Often measured in terms of output per hour of labor input
	Determinants of productivity:
· Physical capital-Buildings, machinery, railroads
· Human capital-Knowledge, skills and aptitude embodied workers
· Natural resources (Land)
· Canada and Australia endowed with this, contributing to GDP growth (Land, river, minerals)
· Not necessary condition for prosperity ( China)
· Technological Knowledge
· State of technology

Factors that affect GDP per capital
· Investment must compensate for the depreciation of production
Y = A F(L, K, H, N) 
· Y = quantity of output; A = available production technology
· L = quantity of labor; K = quantity of physical capital
· H = quantity of human capital; 
· N = quantity of natural resources
· F( ) is a function that shows how the inputs are combined.
· A production function has constant returns to scale if, for any positive number x,
xY = A F(xL, xK, xH, xN)
· That is, a doubling of all inputs causes the amount of output to double as well.
If you double every input resources, only increasing the output by ½. This is a decreasing returns
This also works with increase in input


Real vs. Nominal Interest rates
· Real interest rate=Nominal interest rate- Inflation rate
· R= i- 
· Lending and borrowing decisions are made on the basisis of expected real interest rates
· Nominal interest rate tells you how fast # dollars in bank rise over time
· Real interest rate tells you how fast purchasing power of bank rise over time
· If inflation is higher than expected, borrowers win and lenders lose as real interest rate falls
· If inflation is lower than expected, borrows lose and lenders win as real interest rate rises
A negative real interest rate encourages borrowing and discourages saving/lending as loans are repaid in deflated dollars
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