ECO 1102-Macroeconomics Review
Chapter 5: Measuring a Nation’s Income
· Macroeconomics- Study of how households and firms make decisions and how they interact in markets
· Microeconomics- Study of economy-wide phenomena, including inflation unemployment and economic growth
· Major sectors of an economy
· Firms- hire and use resources; produced and sell goods and services
· Households- own and supply resources to forms, buy and consume  
· Governments
· Foreigners 
· GDP – The market value of finals good and services produced within a country (Canada) in a given period of time *based on geography*
· Measures …
· Total income of everyone in the economy
· Total expenditure on the economy’s output of goods and services
· Income = expenditure
· Every transaction has buyer and seller
· Circular flow diagram –
·  Describe transactions between households and firms in simple economy. Money flows from households to firms and hen back to household 
· Exclusions
· Items produced and consumed at home that never entered the market place
· Illegal goods (drugs booze, cigarettes) 
· Components
· Consumptions- Spending by households on goods and services with exception of purchase of new housing. Ex: expenditures on sports car.
· Investment- Spending on capital equipment, inventories including household purchases of new housing, Ex: Expenditure on automobile by firms
· Gov. Purchases- Spending on goods and services by local, state, and federal governments; excludes transfer payments.
· Transfer payment ex: employment insurance benefit
· Net export (Exports x – Imports m)
Y = C + I + G + (X-M)
· Nominal GDP- Values the production of goods and services at current year prices
· Real GDP- values the production of goods and services at a constant (base year) prices. 
· Price constant; 
· GDP deflector- measure of the price level calculated as the ratio of nominal GDP to real GDP times 100. It reflects the current level of prices relative to the level of prices in the base year.
· 100 ( Nominal GDP / Real GDP) 
· GDP is the best single measure of the economic well-being, but NOT a perfect measure of well-being because it excludes..
· Value of leisure, value of clean environment, value of all activities occur outside market (volunteer work) 
· GNP-Total market value of all final goods and services produced by citizens (Canadians) throughout the world in  given period of time **national, regardless where they are in the world** 
· Savings- income remaining after consumption expenditures (flow variable) 
· Wealth- Saving accumulated over time (stock variable)
· Depreciation-
· the decrease in value of assets (fair value depreciation), 
· the allocation of the cost of assets to periods in which the assets are used 
· Income method-	
· Corporate profit before taxes + interest and dividend income + net agricultural income + net income of unincorporated non-farm business = net income at factor price 
· + ( indirect taxes – subsidies) = NDP 
· + Depreciation of physical capital = GDP
· EX
· Net income at factor price
· Wages&Salaries + corporate profits before taxes + agricultural income + interest income + Income to self-employment 
· NDP
· Net income at factor price + (indirect taxes – subsidies)
· GDP
· NDP + Depreciation
· Other measures of income:
· NDP : GDP – Depreciation 
· An annual measure of the economic output of a nation that is adjusted to account for depreciation, calculated by subtracting depreciation from the gross domestic product
· National income at factor cost = NDP – indirect sales taxes + subsidies
· Personal income = Income received by households and non-corporate businesses
· Includes: interest & transfer payment received by household from gov
· Excludes : retained earnings, corporate taxes, social insurance 
· Ex;	
· Net income at factor price + (undistributed corp profits -Corp income tax - government transfer) 
· National income – retained earnings + transfer payment –corp income tax 
· Disposable income = personal income- personal taxes.  *consumptions and savings*
· Household and non-corporate businesses have left after paying taxes and non-tax payments to the government. 
· Ex:
· Personal income before taxes – personal consumption expenses
· Personal savings
· Disposable personal income- personal consumption expenses.
· EXAMPLES
· Which is not included in Canadian GDP
· Grapes purchased by a Niagara winey
· An Italian company opens a pasta company in Ottawa, the profit are included in
· Canadian GDP and Italian GNP
· German citizen buys an automobile produced in Canada by Japanese company
· Canadian export and GDP increase, Japanese GNP increase, German net export decrease,  German GDP and GNP unaffected 
Chapter 6: Measuring the cost of living 
· CPI-measure of the overall cost of the goods and services brought by typical consumer
· Determine the basket, find the prices, compute basket’s cost, choose a base year and compute the index. 
· (Price of baskets of goods/ services in current year) / (price basket in base year) *100
· Shelter take the most % in basket, then: transportation, food … 
· Inflation – refers to a situation in which the economy’s overall price is rising
· Causes
· Money supply- growth n money supply exceeds growth of goods and services
· Exchange rate –value of one currency in terms of another currency; changes may affect the cost of purchasing foods and services from other countries 
· Cost-push inflation- Increase in production costs
· Demand-pull inflation- demand of goods and services grows faster than their production
· Purchasing power of money declines if prices increase and cash flows are not fully responsive
· More money in circulation -> increase inflation rate
· High rate is problematic because it diverts resources from productive activities to unproductive of forecasting inflation.
· Inflation Rate- % change in the price index from the preceding period
· Inflation rate year 2 = (CPI year 2 – CPI year 1) / (CPI in year 1) *100 
· Problems – CPI is not a perfect measure of cost of living
· Substitution Bias- The basket does not change to reflect consumer reaction to changes in relative prices. Consumers substitute toward goods that have become relatively less expensive.
· Introduction of new goods- The basket does not reflect the change in purchasing power brought on by the introduction of new products
· Computers for typewriters
· Unmeasured Quality changes- If the quality of a good rises from one year to the next, the value of a dollar rises, even if the price of the good stays the same. If the quality of a good falls from one year to the next, the value of a dollar falls, even if the price of the good stays the same.
· : Improvements in televisions and cars over the years (with corresponding price increases).
· Outlet Substitution- In periods of rising prices, people change their buying patterns (the items they buy) AND their points of purchase. As prices rise, people face higher incentives to find least-cost outlets.
· The substitution bias, the introduction of new goods, and the unmeasured quality changes cause the CPI to overstate the true cost of living. (1%)
· GDP Deflector vs CPI 
· The GDP deflator 
· reflects prices of all goods and services produced domestically
· compares the price of currently produced goods and services to the price of the same goods and services in the base year
· The CPI 
· reflects prices of all goods and services bought by consumers 
· Compares the price of a fixed basket of goods to the price of the basket in the base year. 
· Dollar Figures from Different Times
· Year one price * (CPI year two / CPI year one)
· Price indexes are used to correct for the effects of inflation when comparing dollar figures from different times. 
· When some dollar amount is automatically corrected for inflation by law or contract, the amount is said to be indexed for inflation.
· Nominal Interest rate-the interest rate usually reported and not corrected for inflation (the interest rate that a bank pays).
· = (1+r)(1+f) -1
· Where f ≡ inflation rate and r ≡ real rate of interest
· Real interest rate- the interest rate that is corrected for the effects of inflation (measures the increase in the lender’s purchasing power).
Real Interest Rate = Nominal interest rate – inflation rate
· Lenders will gain at the expense of the borrowers if borrowers and lenders agree on a nominal interest rate, and inflation turns out to be less than they had expected 
· Firms will gain at the expense of workers if workers and firms agree on an increase in wages based on their expectations of inflations and inflations turns out to be more than expected.
Chapter 7: Production and Growth 
· Productivity- Quantity of goods and services produced from each hour of a worker’s time. 
· A country’s standard of living depends on its ability to produce goods and services.
· Inputs used to determine productivity 
· Physical Capital	-production of goods and services
· Human Capital- Knowledge and skills workers acquire
· Natural resources- Input used in production processes that are provided by nature. Important but necessary for an economy to be highly productive in producing goods and services – not guarantee for growth.
· Technological knowledge- society’s understanding of the best ways to produce goods and services. 
· Production Function
· 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
· PFF- Shows all combinations of two goods that an economy can possibly produce, given its resources and technology.
· Illustrates the concepts of tradeoff and opportunity cost, efficiency and inefficiency, unemployment and economic growth.
· Living standards differ and vary from different countries. 
· Compounding	
· Compounding refers to the accumulation of a growth rate over a period of time
· F= P(1+f)^n
· Benefits of Economic Growth
· Satisfy the essential needs of a growing population (food, education and health).
· Increase life expectancy.
· Increase the standard of living (GDP per capita). 
· Decrease world poverty and hunger. 
· Costs
· Increased saving  Forgone consumption.
· Excessive use of natural resources (water, air, forests .).
· Excess production and pollution. 
· Consumption society at any cost.
· World economic growth has not benefited all countries – to wit serious worldwide poverty, hunger … problems.
· Determinants: Labour market & demographic variables; labour productivity
· Short run= GDP can be influenced by all variable
· Long run= can only influenced by productivity.
· Y/N (GDP per capita)= y (average labor productivity) 
· Y = Lh*(Y/ Lh)		Y/N = (L/N) *h * y
· % change in purchasing power = 100 (new-original / original).
· Gov. policies that raise productivity and living standards … 
· Saving and investment, investment from abroad, education and training, free trade, r&d, establish secure property rights and maintain political stability 
· Diminishing returns- property whereby the benefit from an extra unit of input declines as the quantity of the input increases.
· As the stock of capital rises, the extra output produced from an additional unit of capital falls
· In the long run, the higher saving rate leads to a higher level of productivity and income, but not to higher growth in these areas.
· Catch-up effect- refers to the property whereby the countries that start off poor tend to grow more rapidly than countries that start of rich.
· New capital adds more to production in a country that doesn’t have much capital than in a country that already have capital 
· Investment from Abroad- Governments can increase capital accumulation and long-term economic growth by encouraging investment from foreign sources
· I = National savings – foreign savings
· Direct investment- Capital investment owned and operated by a foreign entity.
· Portfolio Investment- Investments financed with foreign money but operated by domestic residents.
· Education – investment in human capital 
· Brain Drain- emigration of many of the most highly educated workers to rich countries. 
· Property rights- the ability of people to exercise authority over the resources they own.
· Free Trade- A country that eliminates trade restrictions will experience the same kind of economic growth that would occur after a major technological advance
· Increases economic well-being
· Inward-oriented- avoiding interaction with other countries (closed economy).
· Outward-orientated- trade policies, encouraging interaction with other countries (open economy).
· Research and Development - The advance of technological knowledge has led to higher standards of living.
· Most technological advance comes from private research by firms and individual inventors. Government can encourage the development of new technologies
