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Question 1
Explain whether or not and why the following items are included in the calculation of GDP:

a. Increases in business inventories

b. Sales of existing homes

c. The fees earned by real estate agents on selling existing homes

d. Income earned by Canadians living and working abroad

e. Purchases of IBM stock by your brother

f. Purchase of a new tank by the Defense Ministry 

g. Rent that you pay to your landlord

Answer:
a. Yes; an increase in business inventories is included in investment because it increases the economy’s capital stock.

b. No; the sale of an existing home is simply a transfer of assets within the household sector: one household sells and another household buys, but no goods or services are produced by the exchange.

c. Yes; real estate agent fees are included in real GDP because they are payment for providing a final service to households—the service of matching homeowners who wish to sell with those who wish to buy. 

d. No; income earned by Canadians living and working abroad is included in GNP—Gross National Product—but is not included in GDP—Gross Domestic Product.

e. No; one again this is a transfer of assets: one person sells, another person buys. The amount of investment that IBM undertakes to increase its capital stock is unaffected by this purchase.

f. Yes; the purchase of a new tank is definitely a government purchase, and is included in GDP.

g. Yes; rent is payment for a final service—“housing services.”
Question 2

In a particular year the (short-term) nominal interest rate on three-month Treasury bills averaged 10.0%, and the GDP deflator rose from 50.88 to 55.22. What was the annual rate of inflation? What was the real interest rate?
a. Were real interest rates higher in year A describe above, or in year B, when the (short-term) nominal interest rate on three-month Treasury bills was 4.8%, and the inflation rate was 2.6%?

b. Which interest rate concept--the nominal interest rate or the real interest rate--do lenders and borrowers care more about? Why?

Answer:

In year A the inflation rate—the proportional rate of increase in the GDP deflator—was 55.22/50.88 – 1 = 8.53% per year. Thus the real interest rate in that year was 10.0% –8.53% = 1.467% per year: lower than the real interest rate in year B of 4.8% – 2.6% = 2.2% per year. 
The real interest rate is the more important concept. The nominal interest rate does not tell you whether it is cheap or expensive to borrow because it does not correct for inflation. A nominal interest rate of 20 percent per year seems high. But if inflation is proceeding at 30 percent per year, the real interest rate is an extraordinarily low –10% per year: the amount of money a borrower repays—principal plus interest—after a year buys 10% fewer goods then than the original amount borrowed did at the moment that the loan is made. Hence look at the real, not the nominal, interest rate to determine how cheap or expensive it is to borrow in terms of its effect on borrowers’ and lenders’ purchasing power, which is what they ultimately care about.

Question 3
In 1992 the implicit GDP deflator (in 1992 dollars) was equal to 100; in 1993 it was equal to 101.54. What was the annual rate of inflation between 1992 and 1993? In 1994 the implicit GDP deflator (in 1992 dollars) was equal to 102.70. What was the annual rate of inflation between 1993 and 1994?

The annual rate of inflation between 1992 and 1993 was the proportional increase in the GDP deflator between 1992 and 1993: 
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. The annual rate of inflation between 1993 and 1994 was the proportional increase in the GDP deflator between 1993 and 1994: 
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Question 4

Why do you think Canada did better than Argentina in the twentieth century?

Even though the two countries started from the same position at the start of the twentieth century, Canada grew much faster than Argentina during the century. As a result, Canadian living standards today are much higher than Argentina’s. The main reason is the difference in economic policies followed by the two countries. Argentina followed bad polices for growth, such as policies resulting in high inflation, high budget deficits, low expenditures on education and on law and order, and no sustained support for research and development. On the other hand, Canada followed policies that were conducive to long-run growth, such as maintaining low inflation and budget deficits, high expenditures on education and infrastructure and more spending on research and development.

Question 5

Why might the economic conditions in Europe have an influence on the conditions in Canada?  Name at least three reasons.
Economic conditions in Europe may have an impact on conditions in Canada for the following reasons and more: they directly influence the demand for Canadian exports; they directly influence the supply of Canadian imports; we jointly compete for foreign-produced goods (e.g., oil); we jointly compete for export sales in other markets (e.g., we may compete with Europe to sell goods to the U.S. and China); they are potential sources of (or competitors for) investment capital; etc.
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