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Ten principles of economics
1: People face tradeoffs
You cant have everything and must decide on which things you chose
Efficiency
The property of society getting the most it can from its scarce resources
Equity
The property of distributing economic prosperity fairly among the members of society
Efficiency vs. equity is one of the biggest trade offs in public policy
2:The cost of something is what you give to get it
Opportunity cost
Whatever must be given up to get something
3: Rational people think at the Margin
Marginal changes
Small incremental adjustments to a plan of action
A rational decision maker only takes action if the marginal benefit exceeds the marginal cost
4: People respond to Incentives
Incentives affect the marginal cost and benefit
People will act differently when their incentives change
5:Trade can make everyone better off
6:Markets Are Usually a Good Way to Organize Economic Activity
A market is a group of buyers and sellers. (They need not be in a single location.)
• “Organize economic activity” means determining
what goods to produce
how to produce them
how much of each to produce
who gets them
In a market economy, these decisions result from the interactions of many households and firms.
The invisible hand works through the price system:
The interaction of buyers and sellers determines prices of goods and services.
Each price reflects the good’s value to buyers and the cost of producing the good.
Prices guide self-interested households and firms to make decisions that, in many cases, maximize society’s economic well-being.
A centrally planned economy
Communism
Leads to surplus of some goods and shortage of others
7: Governments can sometimes improve market outcomes
Market failure
Occurs when the market fails to allocate resources efficiently
Government can intervene to promote efficiency and equity
Market power
The ability of a single economic actor to have a substantial influence on market prices
8:A Country’s Standard of Living Depend on Its Ability to Produce Goods and Services
Measured by comparing personal incomes and countires GDP
biggest factor is productivity
the amount of goods and services produced per unit of labour
depends on access to technology and equipment and training
9:Prices Rise When the Government Prints Too Much Money
Ideally, the Central Bank should increase the quantity of money at the same rate as national production of goods and services increases.
10: Society faces a short-run trade-off between inflation and unemployment
A decrease in inflation causes a short term increase in unemployment


Macroeconomic Policy Challenges
1. Decrease unemployment
2. Stimulate economic growth (GDP per capita)
3. Stabilise the economic cycle (mitigate fluctuations)
4. Stabilise prices
5. Reduce budgetary deficits
6. Balance trade and capital flows 

Measuring a Nation’s Income
Macroeconomics answers the following types of questions:
Why is average income high in some countries and low in others? 
Why do prices rise rapidly during some time periods and are more stable during others? 
Why do production and employment expand in some years and contract in others? 
Key Points
Total Expenditure = total income
Higher GDP = Higher quality of life
GDP can be Calculated through adding up total income or total expenditures because they’re the same
IN KIND TRANSFERS????

GDP
GDP = Market value
Price people actually pay for the product
GDP = All Final products produced by economy
Illegal and stuff produced and consumed at home not counted
Only value of the end product is counted
Goods and services
Intangibles are counted
Produced
Produced in that year not stuff in the past
Within a Country
Within geographic boundries
Given period of time
Components
Consumption, 
Spending by households on goods and services with the exception of purchases of new housing
investment, 
Spending on capital equipment, inventories, structures including household purchases of new housing
government purchase
Spending on goods and services by local territorial provincial and federal governments
net exports
Real GDP
GDP calculated using the production of goods and services at a constant price
Nominal GDP
Calculated using current prices
GDP Deflator
GDP Deflator = (Nominal GDP/Real GDP) X 100
A measure of the price level calculated as the ratio of nominal GDP to real GDP X 100
Measures the current level of prices relative to the level in the base year
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GDP using expenditure approach
= C + I + G + NX
C(personal Consumption) + I() +G

Notes
Coprorate dividends to shareholders
=Business profits before taxes - Corporate taxes - Undistributed corporate profits
Gross investment
Net private investment – depreciation
Personal income
Gdp + government transfers to persons - corporate taxes - undistributed corporate profits
Personal Disposable income
[bookmark: _GoBack]Personal income – personal income taxes
the income that households and non-corporate businesses have left after paying taxes and nontax payments to the government
Increase in nominal gdp due to inflation
%increase in nominal GDP - %increase in real GDP

Inflation
Money supply
Growth in the money supply (currency and bank deposits) exceeds the growth of goods and services
Exchange rates
Value of one currency in terms of another currency; changes may affect the cost of purchasing goods and services from other countries 
Cost-push inflation
Increases in production costs (wages)  higher prices
Demand–pull inflation
the demand for goods and services grows faster than their production 
[image: ]
CPI=    (Price of basket of goods/services in current year)
        Price of basket in base year


NOTE:
A high inflation rate is a problem because it diverts resources from productive activities to inflation forecasting.
Eradicating is costly because it brings a period of greater than average unemployment.
CPI
Problems
The CPI is an accurate measure of the selected goods that make up the typical bundle, but it is not a perfect measure of the cost of living.
Three problems with the index are widely acknowledged but difficult to solve
Substitution bias +
The index overstates the increase in cost of living by not considering consumer substitution. 
Introduction of new goods +
Change of purchasing power from new products
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
Outlet Substitution
As prices rise, people face higher incentives to find least-cost outlets
Converting Dollar Figures in different Times
(inflate) the price of gas in 1957 to dollars in 2003
= 1957 gas price X (CPI in 2003/CPI in 1957)

Summary
1. The consumer price index shows the cost of a basket of goods and services relative to the cost of the same basket in the base year.
2. The index is used to measure the overall level of prices in the economy.
3. The percentage change in the CPI measures the inflation rate.
4. The consumer price index is an imperfect measure of the cost of living for the following three reasons:  substitution bias, the introduction of new goods, and unmeasured changes in quality.
5. The GDP deflator differs from the CPI because it includes goods and services produced rather than goods and services consumed.
6. In addition, the CPI uses a fixed basket of goods, while the GDP deflator automatically changes the group of goods and services over time as the composition of GDP changes.
7. Dollar figures from different points in time do not represent a valid comparison of purchasing power.
8. Various laws and private contracts use price indexes to correct for the effects of inflation.
9. The real interest rate equals the nominal interest rate minus the rate of inflation.
Real interest rate = Nominal interest rate – Inflation
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Production and Growth
A country’s standard of living depends on its ability to produce goods and services.
Within a country, there are large changes in the standard of living over time.
In Canada, over the past century, average income as measured by real GDP per person has grown by about 2 percent per year.
Productivity refers to the amount of goods and services produced for each hour of a worker’s time.
A nation’s standard of living is determined by the productivity of its workers.
Growth Rate
Calculation
F=P(1+g)N
F – GDP/Person in year 2
P – GDP/Person in year 1
g – Rate of Growth
N – number of years
Benefits of 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 of Growth
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 of Economic growth
Labour market and demographic variables.
Labour productivity.
Standard of Living and Labor Productivity
Y = Lh * (Y÷Lh) 
Real GDP becomes 
Y÷/N = (L÷/N) * h *  y
Y = Real GDP; 
N = Population; 
L = persons employed
y = average productivity of labour; 
h = hours of work 
Y÷N = (L÷N15+)(N15+÷N) * y
(GDP per capita)=(employment rate)(%of total population age 15+)(average labour productivity) 
Y÷N=(L÷PA)(PA÷N15+) (N15+÷N)  * y 
(GDP per Capita)=(%labour force employed)(participation rate)(% of total population 15+)(average productivity of labour)
Importance of labour productivity 
In the short run
All terms on the right-hand side of equation (5) can increase or decrease  i.e., change GDP per capita.
In the long run
The contribution to GDP per capita of all terms on the right-hand side of equation (5) is marginal (except for labour productivity)
 GDP growth in the long term
Y/N = y
How Productivity is determined
These directly determine productivity
Inputs used to produce goods and services.
Physical capital 
output produced in the past
stock of equipment and structures used to currently produce goods and services.
Tools used to build or repair automobiles, furniture
Office buildings, schools, etc. 
Human capital
knowledge and skills workers acquire through education, training, and experience 
increases a nation’s ability to produce goods and services. 
Natural resources
inputs used in production processes that are provided by nature
land, rivers, and mineral deposits.
renewable resources include trees and forests.
nonrenewable resources include petroleum and coal.
Important but not necessary for an economy to be highly productive in producing goods and services. 
Technological knowledge
society’s understanding of the best ways to produce goods and services. 
Common knowledge
Proprietary knowledge
Keep distinction clear between technological knowledge and human capital
human capital refers to the resources expended to transmit this understanding to the labour force.
Production Function 
Production functions with constant returns to scale have an interesting implication.
Setting x = 1/L for Y = A F(L, K, H, N)
Y/ L = A F(1, K/ L, H/ L, N/ L)
Where:
Y = GDP
A = Technology
Y/L = output per worker (productivity)
K/L = physical capital per worker
H/L = human capital per worker
N/L = natural resources per worker
Y/ L = A F(1, K/ L, H/ L, N/ L) tells us that productivity (Y/L) depends on 
physical capital per worker (K/L)
human capital per worker (H/L)
natural resources per worker (N/L)
the state of technology, (A). 
Economic Growth
Ways governments promote
1. Saving and investment.
2. Investment from abroad
3. Education and training
4. Free trade
5. Research and development.
6. Establish secure property rights and maintain political stability.

Summary
1. Economic prosperity, as measured by real GDP per person, varies substantially around the world.
2. The average income of the world’s richest countries is more than ten times that in the world’s poorest countries.
3. The standard of living in an economy depends on the economy’s ability to produce goods and services.
4. Productivity depends on the amounts of physical capital, human capital, natural resources, and technological knowledge available to workers.
5. Government policies can influence the economy’s growth rate in many different ways.
6. The accumulation of capital is subject to diminishing returns.
7. Because of diminishing returns, higher saving leads to a higher growth for a period of time, but growth will eventually slow down.
8. Also because of diminishing returns, the return to capital is especially high in poor countries.
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Financial system
Financial markets
institutions through which savers can directly provide funds to borrowers.
Bond Market
Stock Market
Financial Intermediaries
financial institutions through which savers can indirectly provide funds to borrowers.
Banks
Mutual Funds
Bonds
Interest based on
Credit risk
Length of term
Mutual Funds
institutions that sell shares to the public and uses the proceeds to buy a portfolio, of various types of stocks, bonds, or both.
allow people with small amounts of money to easily diversify.
Saving
Private saving = Y - C – T
Public saving = T > G = government balance = public saving
Foreign saving = (Imports – Exports) = foreign loans
	= (M - X) 
Total saving = Private+Public+Foreign = domestic (national) saving
	= (Y - C - T) + (T - G) + (M - X)
[Open borders]
Leakages = Total Saving+T+M
Injections = I+G+X
Y = GDP; C = Consumption; I = Investment; S = Saving; G=Government; T = Net Taxes
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Natural Rate of Unemployment
unemployment that does not go away on its own even in the long run.
the amount of unemployment that the economy normally experiences.
Cyclical Unemployment
year-to-year fluctuations in unemployment around its natural rate.
associated with with short-term ups and downs of the business cycle.
Labour Force
The total number of workers, including both the employed and the unemployed.
Employed 
A person is employed if he or she has spent most of the previous week working at a paid job.
Unemployed
A person is unemployed if he or she is on temporary layoff, is looking for a job, or is waiting for the start date of a new job.
Neither
A person who fits neither of these categories, such as a full-time student, homemaker, or retiree, is not in the labour force. 
RATIOS
Unemployment rate = (number employed/Labour force) X 100
Participation rate = (labour force/population 15+)X100
Employment Rate= (number employed/population 15+) X 100
Problems with unemployment rates
Difficulty distinguishing unemployed
Some people just say unemployed for benefits
Some people get discouraged give up trying
 Key points
Unemployed will usually find a job quickly
Policies are aimed at those unemployed for a long time
Natural Rate of Unemployment
the rate of unemployment to which the economy tends to return in the long run.
Frictional Unemployment
unemployment that results from the time that it takes to match workers with jobs
workers require time to search for the jobs that are best suited to their tastes and skills.
Inevitable because economy is always changing
Structural unemployment 
the number of jobs available in some labour markets is insufficient to provide a job for everyone who wants one.
quantity of labour supplied exceeds the quantity demanded  
often thought to explain longer spells of unemployment.
Cyclical Unemployment
arises due to short-run economic fluctuations
Minimum Wage
Not effective if set below the equilibrium wage rate
Can reduce unemployment though
Effective if set above the equilibrium wage rate.
Can increase unemployment
Summary
The unemployment rate is the percentage of those who would like to work but don’t have jobs.
Statistics Canada calculates this statistic monthly.
The unemployment rate is an imperfect measure of joblessness.
In the Canadian economy, most people who become unemployed find work within a short period of time.
Public policy solutions to the unemployment problem should be directed toward providing help to those experiencing long bouts of unemployment.
Reasons for unemployment
the time it takes for workers to search for jobs that best suit their tastes and skills.
Presence of minimum-wage laws.
raise the quantity of labour supplied and reduce the quantity demanded
Market power of unions
Based on the theory of efficiency wages.
High wages can improve worker health, lower worker turnover, increase worker effort, and raise worker quality.
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  Real GDP
GDP calculated using the production of goods and services at a constant price
Nominal GDP
Calculated using current prices
GDP Deflator
GDP Deflator = (Nominal GDP/Real GDP) X 100
A measure of the price level calculated as the ratio of nominal GDP to real GDP X 100
Measures the current level of prices relative to the level in the base year
Ratios
Net domestic product (NDP)
 = GDP minus depreciation
National income at factor cost 
= NDP minus indirect (sales) taxes plus subsidies
Personal income (PI)
 = income received by households and non-corporate businesses
Disposable income = Personal income less taxes.

Gross investment
Net private investment – depreciation
Personal income
Gdp + government transfers to persons - corporate taxes - undistributed corporate profits
Personal Disposable income
Personal income – personal income taxes
Increase in nominal gdp due to inflation
%increase in nominal GDP - %increase in real GDP
CPI=    (Price of basket of goods/services in current year)
        Price of basket in base year
Converting Dollar Figures in different Times
(inflate) the price of gas in 1957 to dollars in 2003
= 1957 gas price X (CPI in 2003/CPI in 1957)
Real interest rate = Nominal interest rate – Inflation
Interest = ((CPI in current year-CPI in other year)/CPI in other year)X100
Growth Rate
Calculation
F=P(1+g)N
F – GDP/Person in year 2
P – GDP/Person in year 1
g – Rate of Growth
N – number of years
Production Function
Y/ L = A F(1, K/ L, H/ L, N/ L)
Y = GDP
Y/L = Productivity
A = Technology
Y/L = output per worker (productivity)
K/L = physical capital per worker
H/L = human capital per worker
N/L = natural resources per worker

Saving
Private saving = Y - C - T
Public saving = T > G = government balance = public saving
Foreign saving = (Imports – Exports) = foreign loans
	= (M - X) 
Total saving = Private+Public+Foreign = domestic (national) saving
	= (Y - C - T) + (T - G) + (M - X) [Open borders]
Leakages = Total Saving + T+ M
Injections = I+G+X
Y = GDP; C = Consumption; I = Investment; S = Saving; G=Government; T = Net Taxes

What has Canada’s productivity been in relation to U.S.

What are the implications in terms of standard of living and competitiveness

Provide some elements of explanation for that performance

Inflation rate is the best determiner of how a countries doing
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