Chapter 5 Summary - Measuring A Nation's Income  

Introduction to Macroeconomics

- People would rather enter the labour force in a year of economic expansion than in a year of economic transaction
- Changes in the economy are widely reported in the media 

- The statistic might measure the total income of everyone in the economy (GDP)

- The rate at which average prices are rising (inflation)
- The unemployment rate - total spending at retail stores

- The imbalance of trade between Canada and the rest of the world (the trade deficit) 

- Macroeconomics tells us something about the ENTIRE economy 

- Microeconomics - is the study of how households and firms make decisions and how they interact in markets
- Macroeconomics - the study of economy wide phenomena, including inflation, unemployment, and economic growth  - the goal is to explain economic changes that affect MANY countries/people/firms 
- Supply and demand is very important to macroeconomics as well 
- GDP measures the total income of a nation 

The economy's income and expenditure 

- To look at a nations overall economy, it is best to look at where they standing income wise
- Income and expenditure really are the same
- For an economy as a whole, income must equal expenditure

​- This is true because, every transaction has a buyer and a seller. Every dollar someone is spending, someone else is making 
- Circular flow diagram: households buy G&S from firms, and firms use their revenue from sales to pay wage to workers, rent to landowners, and profit to firm owners. GDP equals the total amount spent by households in the market for G&S. It also equals the total wages, rent and profit paid by firms in the markets for the factors of production

- GDP computed in two ways:

1) Adding up the total expenditure by households

2) Adding up the total income (wages, rent, and profit) paid by firms 

- The actual economy is more complex, people do not spend all their money 

- EXPENDITURE AND INCOME ARE ALWAYS THE SAME

THE MEASUREMENT OF GDP

- GDP (gross domestic product): the market value of all final goods and services produced within a country in a given period of time

"GDP is the market value..."
- GDP adds together many different kinds of products into a single measure of the value of economic activity
- Market price is the amount people are willing to pay

- "If the price of an apply is twice the price of an orange, then an apply contributes twice as much to GDP as does an orange" 
"...of all..."
- GDP tries to be comprehensive 
- Products must be sold legally in markets 

- GDP includes literally everything that can be legally sold and purchased 

- Fruits you buy at the store are part of the GDP, fruits you grow at home are not 

- Exclusion from the GDP can lead to paradoxical results 

- Measures of GDP can underestimate the true amount of productive activity taking place in the economy 

"...final..."
- The paper to make a card is the intermediate good, the card itself is the final good 
- Value of an intermediate good is already in the price of a finished good - you only count final good in GDP or else you would be double counting 

- If the intermediate good is produced, but not used, it is considered to be the final good 

- When the inventory of the intermediate good is later used or sold, the firm's inventory investment is negative, and GDP for the later period is reduced accordingly 

"...good and services..."
- GDP includes both tangible and intangible goods 

"...produced..."
- If I build a house this year and sell if it is included in the GDP, if I resell the house a few years later, it does not count towards to GDP 

"...within a country..."
- GDP only measures the G&S produced within a country 

"...in a given period of time..."

- Only measures a specific period of time; usually a year or a quarter (3 months) 
- Quarterly rates are presented at GDP "annual rate"  so to find yearly, multiply by 4 
- Government does this to compare quarters towards the full year 

- Quarterly data is adjusted by stats called the seasonal adjustments 

- GDP is a sophisticated measure of the value of economic activity 

THE COMPONENTS OF GDP 

- Y = C + I + G + NX
Y = GDP

- This equation is an identity - an equation that must be true by the way the variables in the equations are defined 

Consumption (C)

- The spending by households on goods and services, with the exception of purchase of new housing 
- Goods are tangible, services are intangible 
Investments (I)

- Spending on capital equipment inventories, and structures, including household purchases of new housing 
- In reference to GDP the word investment means purchase of goods used to produce other goods

Government Purchase (G)

- Spending on goods and services by local, territorial, provincial, and federal governments 
- Salary is also part of government purchases, however the pension plan is part of transfer payments 
- Transfer payments alter household income but do not reflect in the economy's production (transfer payments are not counted in GDP) 
Net Exports (NX)

- The value of a nation's exports minus the value of a nations imports; also called the trade balance 

- When someone within a nation reduces buys a G&S abroad, the purchase reduces net exports - but because it also raises consumption, investment, or government purchases, it does not affect GDP 

REAL VS. NOMINAL GDP 

- If total spending rises from one year to the next, one of two things must be true
1) The economy is producing a larger output of goods and services

2) Goods and services are being sold at higher prices 

- Real GDP answers a hypothetical question: what would be the value of goods and services produced this year if we valued these goods and services at the prices that prevailed in some specific year in the past?

- Nominal GDP - the production of G&S valued at current prices

- Real GDP - the production of G&S valued at constant prices 

- Nominal GDP uses current prices to place a value on the economy's production of goods and services. Real GDP uses constants base-year prices to place a value on the economy's production of goods and services 

- Changes in real GDP reflect only changes in the amounts being produced 
The GDP deflator
- A measure of the price level calculated as the ration of nominal GDP to real GDP x 100 

- GDP deflator = (nominal GDP / real GDP) x 100 

- Nominal GDP reflects prices and G&S as well as quantities of G&S being produced

- Real GDP reflects only quantities produced 

- Base year must always equal 100 

- Measures the current level or prices relative to the level of prices in the base year 

- Inflation describes a situation in which the economy's overall price level in rising

- Inflation rate is the % change in some measure of the price level from one period of the next

- The GDP deflator is one measure that economist use to monitor the average level of prices in the economy 

GDP AND ECONOMIST WELL-BEING

- Some people don't agree that GDP is the best way to measure a nations well being 
- GDP does not directly measure those things that makes life worthwhile but it does measure out ability to obtain the inputs into a worthwhile life 

- GDP does not measure leisure 

- GDP tells us what the average person has 

CONCLUSION

- Quantifying the behaviour of the economy with statistics such as GDP is the first step to developing a science of macroeconomics
- Much of macroeconomics is aimed at revealing the long run and short run determinants of a nation's GDP 

SUMMARY

- Every transaction has a buyer and a seller, so the total expenditure in the economy must equal the total income in the economy

- GDP measures an economy's total expenditure on newly produced G&S and the total income earned from the production f these G&S. More precisely, GDP is the market value of all final G&S produced within a country in a given period of time

- GDP is divided among four components of expenditure: consumption, investment, government purchases, and net exports. Consumption includes spending on G&S by households, with the exception of purchases of new housing. Investment includes spending on new equipment and structures, including households' purchases of new housing. Government purchases include spending on G&S by local, territorial, provincial and federal governments. Net exports equal the value of G&S produced domestically and sold abroad (exports) minus the value of G&S produced abroad and some domestically (imports)

- Nominal GDP uses current prices to value the economy's production of G&S. Real GDP uses constant base year prices to value the economy's production of G&S. The GDP deflator - calculated from the ration of nominal to real GDP - measures the level of prices in the economy

- GDP i a good measure of economic well-being because people prefer higher to lower incomes. But it is not a perfect measure of well-being. For examples. GDP excludes the value of leisure and clean environment 
