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GDP: market value of all final goods and services produced in a country for a given time
· Main measure of economic prosperity or standard of living
· Measures total value of production (total expenditure or total income)
Measuring GDP with the:
· Expenditure approach sums up:
· consumption (C)	
· Buying a house is a part of investment rather than consumption
· gross investment (I)
· purchasing machinery, equipment, tools – used to produce other things
· all construction – residential properties
· when some are unsold, all are counted and the firm buys theirs back (changes in inventories) 
· add increases in inventories and subtract decreases in inventories
· Adding changes in inventories to gross investment is what makes GDP =  total expenditure
· do not subtract depreciation
· government purchases (G)
· spending on final goods and services
· military spending
· Canada’s economic action plan
· Not transfer payments
· Taxes, subsidies, welfare payments, EI payments not counted
· Transactions are purely financial not counted
· exports (X) minus imports (M)
· Exports:
· Produced domestically, so you count them
· Adds to our production and income (add exports)
· Imports:
· Not produced in our borders
· Income goes to other countries (minus imports)

Aggregate Expenditure (AE)

AE = C + I + G + X – M
GDP =  AE = Y
· Income approach
· Money spent on goods goes to someone as income
· Money flows to individuals as:
· Wages, salaries, and supplementary labour income
· Other factor incomes
· Income components sum to net domestic income at factor cost
· Factor cost: cost of factors of production
· Market prices = factor cost + taxes – subsidies
· Indirect taxes: PST, GST, HST
· Add indirect taxes and subtract subsidies
· Income so far is a net measure
· Add back in depreciation
· Adding depreciation, we have Gross Domestic Income at Market Prices (Y) = GDP
· AE = Y 
Nominal vs Real GDP
· Nominal GDP: value of goods during a given year valued at the prices of that year (current prices)
· Real GDP: value of final goods produced in a given year valued at the prices of a base year (base year prices)
Actual vs. Potential GDP
· Actual RGDP: computed as we saw previously at any point in time
· Potential RGDP: when all economy’s resources are fully employed
· Typically hypothetical
Business Cycle: periodic, irregular up-and-down movement of total production
· Two phases:
· Expansion
· A period during which real GDP increases
· Recession
· A period during which real GDP decreases for at least two successive quarters
· Two turning points:
· Peak
· Trough
Purchasing Power Parity
· PPP price: the hypothetical price of a good in another country that would need to exist to equate purchasing power using the market exchange rate
[image: fig20.02g.gif]Not quantified or measured:
· Household production
· Underground economic activity
· Health and life expectancy
· Leisure time
· Environmental quality
· Political freedom and social justice


Jobs and Inflation

Unemployment:
· Measure of economic health
· Can be used to tell if we are in recession or expansion
· People make a living through employment
· Losing work imposes costs on people
· Depends heavily on active job search
· Not a measure of duration
· Point-in-time measure
Population: everyone in Canada
Working-age population: everyone 15+, excludes institutionalized
Employed: have a full or part time job
Unemployed: available for work and has searched for work in the previous 4 weeks, is waiting for a call back after being laid off or waiting to start a new job within 30 days
Labour Force: employed plus unemployed, full-time students, retirees, homemakers, are not in the labour force
Full Time: people who work more than 30 hours per week
Part Time: people who usually work less than 30 hours per week
Involuntary Part Time: people who usually work less than 30 hours per week but would like full time work
Unemployment Rate is the % of the labour force that is unemployed
It measures the underutilization of labour resources and is imperfect for many reasons:
· It excludes some types of underutilized labour
· People that could take a job but are not currently looking
· Some unemployment is unavoidable, and possibly desirable (“natural”)
· Says nothing about duration

Marginally attached workers: a person neither working nor looking for work but wants work, is available for a job, has look for work sometime in the recent past
Discourage workers: a marginally attached worker who has stopped looking for a job because of repeated failure to find one
Involuntary part-time rate: % of the labour force that work part time but want full-time jobs
Labour Force Participation Rate: % working-age population in the labour force
Employment-to-Population Ratio: % of working-age population who have jobs
Long-term unemployment is most costly (+14 weeks)
· If the UR is the same as 2 other times, people may be unemployed the entire time or could be different groups of people (the first however is worse)
Types of Unemployment
Frictional: unemployment arising from normal labour market turnover
· Jobs are created and destroyed
· Number of people entering and re-entering the labour force change naturally
· Students exit school, then enter the workforce 
· Population variation over time
· Unemployment benefits (EI) change occasionally
· All of these are normal in the dynamics of a healthy labour market
Structural: unemployment created by changes in technology and foreign competition that change the skills needed to perform jobs or the locations of jobs
· Lasts longer than frictional – need to be retrained in a new field
Cyclical: fluctuating unemployment over the business cycle
· People laid off in a recession (because of market conditions)
· Fewer of all jobs, and jobs will pick back up and they will get those jobs back
Natural Unemployment Rate: unemployment rate when there is no cyclical unemployment
· Only frictional and structural unemployment
· Occurs at full employment
Full Employment: employment levels when there is no cyclical unemployment
Natural Rate is influenced by:	
· Population age distribution
· Young workers are more prone to frictional unemployment
· Scale of structural change
· Big technical change causes a large change in structure of employment
· Real wages
· Minimum wages
· Efficiency wages - voluntarily pay workers more to keep them productive and so that they stay 
· Unemployment benefits
· Generous benefits lower incentives to work
Real GDP – Potential GDP = output gap
Output gap positive – unemployment below natural rate
Output gap negative – unemployment above natural rate
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Price Level: average level of prices and the value of money
· Overall prices in the economy, not individual ones
Inflation rate: the annual percentage change in the price level
Inflation’s important:
· It redistributes income and wealth
· Diverts resources from production
· Lowers GDP and employment
Redistributing income:
· Inflation reduces purchasing power
· Purchasing power of your income = I/P
· Inflation means P increases, reducing purchasing power
· Redistributes wages from you to your employer
· If your wage does not change from year to year, they are paying you in less-valuable dollars
· You can buy less goods with those dollars as prices rise
· Important for people receiving pensions
Redistributing wealth
· Borrow money today at a fixed interest rate
· Borrower pays back tomorrow with less-valuable dollars
· Purchasing power transferred to  borrower
Lowering GDP, employment:
· Leads to temporary rise in GDP and employment, but will then lead to a fall in GDP and employment eventually
Diverting resources: resources used to predict inflation, could be used for production rather
Hyperinflation: very high, uncontrollable inflation of a currency
Consumer Price Index (CPI): measures the average of the prices paid by urban consumers for a “fixed” basket of consumer goods and services
Constructing the CPI:
· Selecting the CPI basket
· Conducting a monthly price survey
· Calculating the CPI
Disinflation – prices rising but not as fast (inflation rates dropping slightly but are still positive)
· When price rise rapidly, inflation is high (positive)
· When prices rise slowly, inflation is low (still positive)
· When price fall, we have deflation (negative)
Core Inflation Rate: CPI inflation rate excluding the volatile elements (food and fuel)



Keynesian Fixed Prices Macro Model

Fixed Prices and Expenditure Plans
· Keynesian model describes the economy in the very short run when prices are fixed
· Because each firm’s price is fixed, for the economy as a whole:
· The price level is fixed
· Aggregate demand determines real GDP
· Firms will supply all that is demanded at the price level 
Actual Expenditure vs. Planned Expenditure
· AE sum to real GDP
· This relationship is always true when we account for changes in inventories
· This is “actual” aggregate expenditure
· When we do not include changes in inventories, this is called “planned” aggregate expenditure
· Planned does not always equal GDP
· Changes in inventories will guide how much firms produce and move towards “equilibrium”
Link Between AE and Real GDP
· Other things remaining the same:
· An increase in real GDP increase AE
· Consumption and imports are influenced by real GDP
· An increase in AE increases real GDP
· The more is spent, the more produced
· They feed back on each other
· Leads to the “multiplier effect” that we will discuss later
Consumption and Savings Plan
· Consumption expenditure is influenced by many factors but the most direct on is disposable income
· Disposable income: aggregate income Y minus net taxes T
· Call it YD
· YD = Y-T
· Disposable income is either spent on consumption C or saved S
· YD = C + S
· The relationship between consumption expenditure and disposable income, is the consumption function 
· C = Y – T – S 
Consumption and Savings Functions
· Everywhere above 45 degree line shows you are spending more than you are earning (C>YD)
· Everywhere below 45 degree line shows you are spending less than you are earning (C<YD)
Marginal Propensity to Consume
· MPC:  the fraction of a change in Disposable income spent on consumption
Marginal Propensity to Save
· MPS:  fraction of a change in disposable income that is save
Consumption as a Function of Real GDP
· MPC is defined as the propensity to consume out of disposable income
· But disposable income is a function of Real GDP
· YD = Y – T
· C is therefore also a function of RGDP (National Income)
Import Function
· Imports depend on Y
· The marginal propensity to import (MPI) = fraction of an increase in Y spent on imports
Other Expenditure Components
· We normally assume that Investment, Government Expenditure, and Exports do not depend on RGDP (they do not increase when Real GDP increases)
· Fixed amounts
Aggregate Planned Expenditure:
· Planned consumption expenditure ( C )
· Plus planned investment (I)
· Plus planned government expenditure (G)
· Plus planned exports (X)
· Minus planned imports (M)
Actual Expenditure:
· Is planned expenditure plus any unplanned changes in inventory (only investment could deviate from its planned level)
Aggregate Expenditure Model
· Aggregate expenditure schedule: the relationship between aggregate planned expenditure and real GDP
Induced Expenditures: depend on GDP (lines sloping upward)
Autonomous Expenditures: do not depend on GDP (horizontal lines)
Equilibrium Expenditure: the level of AE that occurs when planned and actual expenditures are equal
· When there are no changes in inventories
· Firms produce exactly the planned expenditure
· Firms have no incentive to change their behaviour in this equilibrium
Multiplier: the amount by which a change in autonomous expenditure is magnified or multiplied to determine the change in equilibrium expenditure and real GDP
The Basic Idea of the Multiplier
· Suppose there is an increase in any part of autonomous expenditure
· This directly increase real GDP
· The increase in real GDP then leads to an increase in induced expenditure (C and M)
· Leads to further increase in real GDP
· Induced expenditures rise again, and real GDP does as well
· In the end, real GDP increases by more than the initial increase in autonomous expenditure
When AE slope goes up; change in spending goes up for every additional dollar
When AE slope goes down; change in spending goes down for every additional dollar
Business Cycle Turning Points
· Peaks and troughs in business cycle occur when autonomous expenditure changes
· Increase in autonomous expenditure brings unplanned decrease in inventories, which triggers an expansion
· Decrease in autonomous expenditure brings an unplanned increase in inventories, which triggers a recession
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