Economics
Chapter 1: What is economics?
Definition of Economics
· We want more than we can get - our inability to get everything we want is scarcity
· What you can afford to buy is limited by your income and by the prices you must pay - and also the fact that there are only 24 hours a day
· We want things that only the government can provide; clean water, security, etc
· What governments can afford is limited by the taxes they collect
· As they collect taxes, our income is lower
· What society can get is limited by the productive resources available
· Productive resources are gifts of nature, human labour and ingenuity, and previously produced tools and equipment 
· Because we can't get everything we want, we must make choices
· Choices can be reconciled by incentives: a reward that encourages an action or a penalty that discourages one
· Price acts as an incentive - if it is too high, more will be offered than what people want to buy (if it is too low, vice versa)
· There is a price where choices to buy/sell are consistent
· Economics: The social science that studies the choices that individuals, businesses, governments and entire societies make as they cope with scarcity and the incentives that influence and reconcile these choices.
· Microeconomics: The study of the choices that individuals and businesses make
· Macroeconomics: The study of the performance of the national/global economy
Two Big Economic Questions
1. How do choices end up determining what, how and for whom goods and services are produced?
2. Can the choices that people make in the pursuit of their own self-interest also promote the broader social interest?

How do choices end up determining what, how and for whom goods and services are produced?
· What we produce varies across countries and changes over time
· Some nations are more agriculturally inclined whereas others may be technologically inclined
· All depends on the target market and what is necessary
· How goods and services are produced can be demonstrated using productive resources that economists call factors of production
· Land: "gifts of nature" - natural resources including oil, gas, minerals, water, etc.
· Labour: The work time and work effort that people devote to producing goods and services
· The quality of labour depends on human capital, which is the knowledge and skill that people obtain from education, on-the-job training and experience
· Capital: The tools, instruments, machines, buildings and other constructions that businesses use to produce goods
· Money, stocks and bonds are known as financial capital
· Entrepreneurship: The human resources that organizes labour, land and capital
· Entrepreneurs come up with new ideas about what and how to produce
· Who consumes the goods and services that are produced depends on the incomes that people earn
· People with large incomes can buy a wide range of produce
· People with small incomes have fewer options
· People earn income by selling their factors of production
· Land earns rent
· Labour earns wages
· Capital earns interest
· Entrepreneurship earns profit
· Labour earns the most income

Can the choices that people make in the pursuit of their own self-interest also promote the broader social interest?
· Self interest: Choosing what is best for you
· Social interest: Choosing what is best for society as a whole
· This is seen in two dimensions: efficiency and equity (fairness)
· Efficiency: When the available resources are used to produce goods and services at the lowest possible cost, and in the quantities that give the greatest possible value or benefit
· Equity doesn't have a crisp definition - everyone has a different view on what is equitable and there is always room for disagreement
· Questions about social interest are hard to answer because they generate discussion, debate and disagreement
· Four examples to materialize this question would be:
· Globalization: 
· In the self interest of those consumers who buy low-cost goods and services produced in other countries
· Also in the self interest of the multinational firms that produce in low-cost regions and sell in high-price regions
· Doesn't necessarily mean it's in the social interest: is globalization in the interest of the low-wage worker in Malaysia who sews your new shoes and the laid-off shoemaker in Toronto who needed his job? 
· The Information-Age Economy
· The technological change of the past 40 years has been called the Information Revolution
· In the self interest of those who use cell phones, laptops, etc.
· Also in the self interest of Bill Gates whom have seen their wealth soar
· But is this in the social interest?
· Did Microsoft produce the best possible Windows operating system and sell it at a price that was in the social interest?
· Did Intel make the right quality of chips and sell them in the right quantities for the right price?
· Climate Change
· Self interested choices are made every day when we use electricity and gasoline, thus contributing to our carbon footprint
· Can each of us be relied on to help cut down Earth's carbon-dioxide concentration in the social interest?
· Must governments change the incentives we face so our self interests are also the social interests?
· Economic Instability 
· The banks' choices to borrow and lend, and the people's choices to lend and borrow are all done in self interest
· Does this process serve the social interest?
· Is there too much or too little borrowing and lending?
· It is still unclear as to whether or not we can fulfill social interest while maintaining self interest; we shall look into this in future chapters
Chapter 20: Measuring GDP and Economic Growth
· GDP: Gross Domestic Product
· The market value of the final goods and services produced within a country in a given time period
· This definition has four parts:
· Market value
· Final goods and services
· A Ford truck is a final good because it is bought by its final user
· A Firestone tire is an intermediate good because it is bought by another firm to create a final good
· Double Counting occurs when we accidentally add the final good values with the intermediate good values (thinking they are final goods) 
· Produced within a country
· Only goods and services that are produced within a country count as part of that country's GDP
· Toyota, the Japanese car company, manufactures cars in Canada - contributing only to Canada's GDP
· In a given time period
· Normally either a quarter of a year - quarterly GDP date, or a year - called the annual GDP data
· GDP measures not only the value of total production, but also total income and total expenditure
· Rising incomes and a rising value of production go together - the higher the income, the more we can afford
· These are two aspects of the same phenomenon: increasing productivity
· GDP and the Circular Flow of Expenditure and Income
· The economy consists of households, firms, governments, and the rest of the world, which trade in factor markets and goods markets
· Households and Firms
· Households sell and firms buy the services of labour, capital, and land in factor markets
· For these factor services, firms pay income to households: wages for labour services, interest for the use of capital, and rent for the use of land
· A fourth factor of production, entrepreneurship, receives profit
· Firms' retained earnings, profits that are not distributed to households, are part of the household sector's income
· Retained earnings = income that households save and lend back to firms
· Firms sell and households buy consumer goods and services, such as inline skates and haircuts, in the goods market
· Total payment for these goods and services is consumption expenditure
· Firms buy and sell new capital equipment, such as computer systems and airplanes, in the goods market
· Some of what firms produce is not sold, but added to inventory
· Ex. If GM produces 1000 cars and sells 700, 300 is added to inventory
· When a firm adds unsold output to inventory, we can think of the firm as buying goods from itself
· The purchase of new plant, equipment and buildings are investments
· Governments
· Governments buy goods and services from firms 
· Their expenditure on goods and services is called government expenditure
· Governments finance their expenditure with taxes
· Taxes are not part of the circular flow of expenditure and income
· Governments also make financial transfers to households
· Ex. Social security benefits and unemployment benefits
· These financial transfers are also not a part of the circular flow of expenditure and income
· Rest of the World
· Firms in Canada sell goods and services to the rest of the world: exports, and buy goods and services from the rest of the world: imports
· The value of exports (X) minus the value of imports (M) is called net exports, (X-M)
· If net exports are positive, the net flow of goods and services is from Canadian firms to the rest of the world
· If net exports are negative, the net flow of goods and services is from the rest of the world to Canadian firms
· GDP  = Expenditure = Income
· Gross domestic product can be measured in two ways: 
· The total expenditure on goods and services
· Aggregate expenditure = consumption expenditure + investment + government expenditure + net exports
· = C + I + G + (X-M)
· The total income earned producing goods and services
· Aggregate income = the total amount paid for the services of the factors of production used to produce final goods and services: wages, interest, rent and profit
· Because firms pay out as incomes (including retained profits), everything they receive from the sale of their output, aggregate income equals aggregate expenditure
· Y = C + I + G + (X - M)
· GDP = aggregate expenditure = aggregate income
· Why is Domestic Product Gross?
· Gross = before subtracting the depreciation of capital
· Opposite of gross is net
· Net = after subtracting the depreciation of capital
· Depreciation is the decrease in the value of a firm's capital that results from "wear and tear" and obsolescence 
· The total amount spent both buying new capital and replacing depreciated capital is called gross investment
· The amount by which the value of capital increases is called net investment
· Net Investment = Gross investment - Depreciation
· Ex. If an airline buys 5 new airplanes and retires 2 old airplanes from service, its gross investment is the value of the 5 new airplanes, depreciation is the value of the 2 old airplanes retired, and net investment is the value of the 3 new airplanes
· Gross investment is one of the expenditures included in the expenditure approach to measuring GDP
· The resulting value of total product is a gross measure
· Gross profit, which is a firm's profit before subtracting depreciation, is one of the incomes included in the income approach to measuring GDP
· Again, the resulting value of total product is a gross measure
· Measuring Canada's GDP
· The expenditure approach
· Consumption expenditure + Investment + Government expenditure on goods and services + net exports of goods and services
· C + I + G + (X-M)
· Consumption Expenditure: the expenditure by Canadian households on goods and services produced in Canada and in the rest of the world
· Does not include purchasing new house
· Investment: the expenditure on capital equipment and buildings by firms, and expenditure on new homes by households
· Government Expenditure: the expenditure by all levels of government on goods and services, such as national defence and garbage collection
· Does not include transfer payments like unemployment benefits because this is not an expenditure on goods and services
· Net Exports of Goods and Services: the value of exports minus the value of imports
· Includes telephone equipment that Nortel sells to AT&T (a Canadian export), and Japanese DVD players that Sears buys from Sony (a Canadian import)
· The income approach
· Measures GDP by summing the incomes that firms pay households for the factors of production they hire - wages for labour, interest for capital, rent for land, and profit for entrepreneurship 
· We divide the incomes in the National Income and Expenditure Accounts into two categories:
· Wages, salaries, and supplementary labour income
· The payment for labour services
· Includes gross wages plus benefits such as pension contributions
· Other factor incomes
· Includes corporate profits, interest, farmers' income, and income from non-farm unincorporated businesses
· These incomes are a mixture of interest, rent, and profit and include some labour income from self-employment
· Indirect Tax: a tax paid by consumers when they buy goods and services
· Direct tax is a tax on income
· An indirect tax makes the market price exceed factor cost
· Subsidy: a payment by the government to the producer
· With a subsidy, factor cost exceeds market price
· To get from factor cost to market price, we add indirect taxes and subtract subsidies
· Making this adjustment brings us to net domestic income at market prices
· Total expenditure is a gross number because it includes gross investment
· Net domestic income at market prices is a net income measure because corporate profits are measured after deducting depreciation - they are a net income measure
· To get from net income to gross income, we must add depreciation
· Essentially, the income approach follows these steps:
· Wages, salaries and supplementary labour income +
· Other factor incomes =
· Net domestic income at factor cost +
· (Indirect taxes - subsidy) =
· Net domestic income at market prices +
· Depreciation =
· GDP (income approach) +
· Statistical discrepancy =
· GDP (expenditure approach)
· Nominal GDP and Real GDP
· Often, we want to compare GDP in two periods 
· In 2001, GDP was $1,108 billion and in 2011, it was $1,698 billion (53% higher than 2001)
· This increase in GDP is a combination of an increase in production and a rise in prices
· To isolate the increase in production and the rise in prices, we distinguish between real GDP and nominal GDP
· Real GDP: the value of final goods and services produced in a given year when valued at the prices of a reference base year
· By comparing the value of production in the two years at the same prices, we reveal the change in production
· Nominal GDP: the value of final goods and services produced in a given year when valued at the prices of that year
· Nominal GDP is just a more precise name for "regular" GDP
· Calculating Real GDP
· Statistics Canada uses a measure of real GDP called chained-dollar real GDP in three steps
· Value production in the prices of adjacent years (ex. 2011 and 2012)
· In 2011
· Nominal GDP in 2011
· In 2012
· Nominal GDP in 2012
· Quantities of 2012 valued at prices of 2011
· 2012 production at 2011 prices
· Quantities of 2011 valued at prices of 2012 
· 2011 production at 2012 prices
· Find the average of two percentage changes
· Link (chain) to the base year (ex. 2002)
· The Uses and Limitations of Real GDP
· Economists use estimates of real GDP for two main purposes:
· To compare the standard of living over time
· One method of comparing the standard of living over time is to calculate real GDP per person in different years
· Real GDP per person: real GDP divided by the population
· Real GDP per person tells us the value of goods and services that the average person can enjoy
· We're interested in both the long-term trends and short-term cycles in the standard of living
· Long term trend shows two items:
· The growth of potential GDP per person
· Fluctuations of real GDP per person
· Business Cycle:
· Expansion, Peak, Recession, Trough
· To compare the standard of living across countries
· Two problems arise in using real GDP to compare living standards across countries
· First, the real GDP of one country must be converted into the same currency units as the real GDP of another country
· Second, the goods and services in both countries must be valued at the same prices
· Limitations of Real GDP
· Household production
· An enormous amount of production takes place every day in our homes (ex. Preparing meals, cleaning the kitchen, etc.)
· Because these productive activities are not traded in markets, they are not included in GDP
· Underground economic activity
· Estimates of the scale of the underground economy in Canada range between 5 and 15 percent of GDP ($85-255 billion)
· Health and life expectancy
· Real GDP growth overestimates the improvements in the standard of living (doesn't take into account problems like AIDS and drug abuse)
· Leisure time
· Leisure time has value too - if it didn't, why don't we just spend all our time working?
· Security
· Environmental quality
· Just because a country has a positive GDP doesn't mean the standard of living is great - especially if pollution is affected it
· Political freedom and social justice
Chapter 21: Monitoring Jobs and Inflation
· Employment and Unemployment
· Why Unemployment is a Problem
· Lost incomes and production
· The loss of a job brings a loss of income and lost production
· These losses are devastating for people who bear them and they make unemployment a frightening prospect for everyone
· Unemployment benefits create a safety net, but they don't fully replace lost earnings
· Lost human capital
· Prolonged unemployment permanently damages a person's job prospects by destroying human capital - which lowers the living standard in both the present and the future
· Labour Force Survey
· Every month, Statistics Canada conducts a Labour Force Survey
· Asks 54, 000 households a series of questions about the age and job market status of the members of each household
· The population divides into two broad groups: 
· The working population
· Others who are too young to work or who live in institutions and are unable to work
· The working age population is the total number of people aged 15 years and older
· Also divided into two categories:
· Those who are in the labour force (also divided into two categories)
· Those who are employed
· Either full-time or part-time
· Part-time workers either want part-time work (voluntary part-time) or want full-time work (involuntary part-time)
· Those who are unemployed
· The labour force is the sum of the employed and the unemployed
· To be counted as employed in the Labour Force survey, a person must have either a full-time or a part-time job
· To be counted as unemployed, a person must be available for work and must be in one of three categories:
· Without work but has made specific efforts to find a job within the previous four works
· Laid off from a job and waiting to be called back to work
· Waiting to start a new job within four weeks
· Those who aren't in the labour force
· Four items that indicate the state of the Labour Market
· The unemployment rate
· (Number of people unemployed/labour force) x 100
· The involuntary part-time rate
· (Number of involuntary part-time workers/labour force) x 100
· The labour force participation rate
· (Labour force/working-age population) x 100
· The employment-to-population rate
· (Number of people employed/working-age population) x 100
· Other Definitions of Unemployment
· A marginally attached worker is someone who is neither working or looking for a job, but wants one and is available to work
· A marginally attached worker who has stopped looking for a job because of repeated failure is a discouraged worker
· Most Costly Unemployment
· The most costly is long-term unemployment
· Frictional Unemployment
· The unemployment that arises from people entering and leaving the labour force and from the ongoing creation and destruction of jobs
· Frictional unemployment is a permanent and healthy phenomenon in a dynamic, growing economy
· Structural Unemployment
· The unemployment that arises when changes in technology or international competition change the skills needed to perform jobs or change the locations of jobs
· Usually lasts longer than frictional unemployment because workers must restrain and possibly relocate to find a job
· Cyclical Unemployment
· The higher than normal unemployment at a business cycle trough and the lower than normal unemployment at a business cycle peak
· A worker who is laid off because the economy is in a recession and who gets rehired some months later when the expansion begins has experience cyclical unemployment
· "Natural" Unemployment
· Unemployment that arises from frictions and structural change when there is no cyclical unemployment
· Natural unemployment expressed as a percentage of the labour force is called the natural unemployment rate
· Full employment is defined as a situation in which the unemployment rate equals the natural unemployment rate
· The natural unemployment rate is influenced by many factors, including:
· The age distribution of the population
· An economy with a young population has a large number of new job seekers every year and has a high level of frictional unemployment
· An economy with an aging population has fewer new job seekers and a low level of frictional unemployment
· The scale of structural change
· The scale of structural change is sometimes small
· The same jobs using the same machines remain in place for many years, but sometimes there is a technological upheaval 
· The old ways are swept aside and millions of jobs are lost and the skill to perform them loses value
· The real wage rate
· Real wage rates that bring unemployment are a minimum wage and an efficiency wage
· An efficiency wage is a wage set above the going market wage to enable firms to attract the most productive workers, get them to work hard, and discourage them from quitting
· Unemployment benefits
· Increase the natural unemployment rate by lowering the opportunity cost of job search
· Real GDP and Unemployment Over the Cycle
· The quantity of real GDP at full employment is potential GDP
· Over the business cycle, real GDP fluctuates around potential GDP
· The gap between real GDP and potential GDP is called the output gap
· As the output gap fluctuates over the business cycle, the unemployment rate fluctuates around the natural unemployment rate
· When the economy is at full employment, the unemployment rate equals the natural unemployment rate and real GDP equals potential GDP so the output gap is zero
· When the unemployment rate is less than the natural unemployment rate, real GDP is greater than potential GDP and the output gap is positive
· When the unemployment rate is greater than the natural unemployment rate, real GDP is less than potential GDP and the output gap is negative 
· The timing of the fluctuations in real GDP and the unemployment rate don't align perfectly and the unemployment rate lags real GDP
· The general tendency is for real GDP to rise and the unemployment rate to fall in an expansion, and for real GDP to fall and the unemployment rate to rise in a recession
· The Price Level, Inflation, and Deflation
· Price Level: the average level of prices
· A persistently rising price level is called inflation
· A persistently falling price level is called deflation
· We are interested in the price level and inflation for two reasons:
· We want to measure the annual percentage change of the price level - the inflation rate or deflation rate
· We want to distinguish between the money values and real values of economic variables such as your student loan and your parents' savings
· Why Inflation and Deflation are Problems
· Low, steady, and anticipated inflation or deflation isn't a problem
· An unexpected inflation or deflation however,
· Redistributes income
· Inflation makes workers worse off because their wages can buy less, but employers benefit because their profits rise
· Deflation makes workers better off because their wages can buy more, but employers are worse off because their profits drop
· Redistributes wealth
· Inflation means that the money that the borrower repays to the lender buys less than the money originally loaned - the borrower wins and the lender loses
· Deflation means that the money that the borrower repays to the lender buys more than the money originally loaned - the borrower loses and the lender wins
· Lowers real GDP and employment
· Inflation that raises firms' profits brings a rise in investment and a boom in production and employment
· Real GDP rises above potential GDP and the unemployment rate falls below the natural rate
· This situation is only temporary
· Profitable investment dries up, spending falls, real GDP falls below potential GDP, and the unemployment rate rises
· Deflation has even greater consequences for real GDP and jobs
· Businesses and households that are in debt (borrowers) are worse off and they cut their spending
· A fall in total spending brings a recession and rising unemployment
· Diverts resources from production
· Unpredictable inflation or deflation turns the economy into a casino and diverts resources from productive activities to forecasting inflation
· It can become more profitable to forecast the inflation rate or deflation rate correctly than to invent a new product
· Anyone can  make themselves better off, not by specializing in the profession they've been trained in, but by being amateur economists and managing their investments through  inflation forecasting
· From a social perspective, the diversion of talent that results from unpredictable inflation is like throwing scarce resources onto a pile of garbage
· At its worst, inflation becomes hyperinflation:
· An inflation rate of 50% a month or higher that grinds the economy to a halt and causes a society to collapse
· The Consumer Price Index
· Every month, Statistics Canada measures the price level by calculating the CPI
· CPI: a measure of the average of the prices paid by urban consumers for a fixed basket of consumer goods and services
· Reading the CPI numbers
· The CPI is defined to equal 100 for a period called the reference base period
· Currently, the reference base period is 2002
· That is, for the average of the 12 months of 2002, the CPI equals 100
· In July 2011, the CPI was 120
· This number tells us that the average of the prices paid by urban consumers for a fixed market basket of consumer goods and services was 20% higher in 2011 than it was on the average during 2002
· Constructing the CPI
· Involves three stages:
· Selecting the CPI basket
· This basket contains the goods and services represented in the index, each weighted by its relative importance
· The idea is to make the relative importance of the items in the CPI basket the same as that in the budget of an average urban household
· Ex. Because people spend more on housing than on bus rides, the CPI places more weight on the price of housing than on the price of a bus ride
· Conducting the monthly price survey
· Each month, Statistics Canada employees check the prices of the goods and services in the CPI basket in all the major cities
· Because the CPI aims to measure price changes, it is important that the prices recorded each month refer to the exact same product
· Calculating the CPI
· To calculate the CPI, we
· Find the cost of the CPI basket at base-period prices
· Find the cost of the CPI basket at current-period prices
· Calculate the CPI for the base period and the current period
· Formula: 
· CPI = (cost of basket at current-period prices/cost of basket at base-period prices) x 100
· Measuring the Inflation Rate
· The major purpose of the CPI is to measure changes in the cost of living and in the value of money
· To measure these changes, we calculate the inflation rate as the annual percentage change in the CPI
· To calculate inflation rate, we use the formula:
· Inflation Rate = ([CPI this year - CPI last year]/CPI last year) x 100
· Distinguishing High Inflation from a High Price Level
· When the price level rises rapidly, the inflation rate is high
· When the price level rises slowly, the inflation rate is low
· A high inflation rate means that the price level is rising rapidly
· A high price level means that there has been a sustained period of rising prices
· If the price levels were to fall, the inflation rate would be negative; deflation
· The Biased CPI
· The main sources of bias in the CPI are
· New goods bias
· If you want to compare the price level in 2012 with that in 1972, you must somehow compare the price of a computer today with that of a typewriter in 1972
· Because a PC is more expensive than a typewriter was, the arrival of the PC puts an upward bias into the CPI and its inflation rate
· Quality change bias
· Cards, DVD players, and many other items get better every year
· Part of the rise in prices of these items is a payment for improved quality and is not inflation
· The CPI counts the every price rise as inflation and, as a result, overestimates inflation
· Commodity substitution bias
· Changes in relative prices lead consumers to change the items they buy
· Ex. if the price of beef rises and the price of chicken remains unchanged, people buy more chicken and less beef
· This switch from beef to chicken might provide the same amount of protein and the same enjoyment as before and expenditure is the same as before
· The price of protein has not changed, but because the CPI ignores the substitution of chicken for beef, it says the price of protein has increased
· Outlet substitution bias
· When confronted with higher prices, people use discount stores more frequently and convenience stores less frequently
· This phenomenon is called outlet substitution
· The CPI surveys do not monitor outlet substitutions
· The Magnitude of the Bias
· James Rossiter says the bias is at about 0.6% per year
· Some Consequences of the Bias
· The bias in the CPI distorts private contracts and increases government expenditure 
· Close to a third of federal government expenditure is linked directly to the CPI
· Many private agreements, such as wage contracts, are linked to the CPI
· Ex. A firm and its workers might agree to a three-year wage deal that increases the wage rate by 2% a year plus the percentage increase in the CPI
· Such a deal ends up giving the workers more real income than the firm intended 
· Alternative Price Indexes
· Because of the bias in the CPI, other measures are used for some purposes
· Two alternatives include:
· GDP deflator
· An index of the prices of all the items included in the GDP and is the ratio of nominal GDP to real GDP
· GDP Deflator = (Nominal GDP/Real GDP) x 100
· Because real GDP includes consumption expenditure, investment, government expenditure and net exports - the GDP deflator is an index of the prices of all these items
· Chained price index for consumption
