Introduction to Macroeconomics 
Lecture # 1

January 5, 2011
· New PASS sessions 

· Monday’s 2-230

· Wednesdays 1130-1

· Tutorials start January 17

· Last day of class April 5 

Microeconomics: The study of how individuals, households, and firms make decisions, interact with one another in markets. 

Macroeconomics: The study of the economy as a whole. Textbook Chapters 5-17

Chapter 5 & 6: Measuring a Nations Income

Introducing:

· Chapter 5 - GDP: Measures the total production and income in the economy 

· Chapter 6 - Consumer Price Index: Measure the level of prices (and inflation) in the economy 

Gross domestic product is used to judge the performance of the economy 
· Sheds light on whether the economy is expanding, contracting or stagnant (falling) 

· When the economy falls unemployment rates increase 

· Shows us what is happening in the economy

· Ramifications in unemployment and government intervention 

Income and Expenditure 

· GDP measures total income of everyone in the economy and total expenditure on the economy’s output of goods and services (total production)

· Circular flow diagrams see textbook. 

· Simplified depiction of the economy

· Two types of decision makers

· Households

· Own the f o p; sell/rent them to firms for income

· Buy and consume goods and services

· Firms; they purchase labour services 
· Buy/hire f o p; use them to produce goods and services

· Produce and sell goods and services 

· there are two types of markets
· market for goods and services

· market for factor inputs (f o p)

· shows two things:

· money flows 

· Wages, rent and profit = income = spending(expenditure) = revenue = GDP

· Nothing flows out of the diagram. It is a continuous economy -  there is no trading, government spending etc. 

· what’s missing: 

· the government

· collects taxes

· purchases goods and services

· the financial system

· matches savers’ supply of funds with borrowers’ demand for loans 

· the foreign sector

· trades in g&s, financial assets, and currencies with the country’s residents

· measuring GDP

· Income approach 

· Measures the total income in the economy

· Money received by the f o p

· What people are receiving for their work. 

· expenditure approach

· measures total expenditures in the economy 

· money spent on all goods and services produced in the economy

GDP IS:
· the market value of all final goods and services produced within a country in a given period of time

· Market value = market price for example Canadian $ in Canada

· Things that do not have a market value are excluded. E.g. cleaning your own house. 

· Final goods are intended for the end user

· Intermediate goods are not directly involved in GDP

· They are ingredients in the production of something else

· Final goods already embody the value of the intermediate goods used in their production. 

· Price increases with the amount of intermediate goods used to make the final product. 

· Goods and services 

· Tangible goods such as DVDs, food, bikes, cars

· Intangible goods like dry cleaning, car repair etc. 

· GDP includes only currently produced goods. 

· GDP measures the value of production within a country’s borders
· Period of time : usually a year or a quarter 

The components of GDP

· total spending on g&s

· four components:

· consumption (C)

· total spending by households on G&S

· renters : rent payments

· house owners : rent payments not purchase value 

· investment (I)

· total spending on goods that will be used in the future

· used over time

· investing in the production of a good that will then be used overtime for immediate consumption

· capital, structures and inventory

· government purchases (G)

· spending on the goods and services purchased by local, provincial, and federal governments

· does not include transfer payments – a transfer to an individual CPP and EI 

· because these are used again by the individual 

· net exports(NX)
· exports-imports

· exports represent foreign spending on domestically produced goods and services

· values of goods and services exported to other countries

· imports are the portions of C, I and G that are spent on G&S produced abroad 

· value of goods and services purchased from other counrtries

· These components add up to GDP (Y)

· Y = C + I + G + NX – memorize 

Real vs. Nominal GDP
· when GDP increases it means either:

· the economy is producing a larger output of goods
· goods and services are being sold at higher prices

· real GDP is the value of the goods and services produced in an economy if one uses the prices that prevailed in a specific year in the past

· Nominal GDP is the production of goods and services valued at current prices 

· Real GDP is the production of goods and services valued at constant prices

· For the base year real GDP always equals nominal GDP
· GDP deflator is the measure of the price level calculated as the ratio of nominal GDP to real GDP X 100

· Used to measure the average price level in economies
· Real GDP grows over time

Chapter 6 

Measuring the cost of living 

Consumer Price Index (CPI)

· a measure of the overall cost of the goods and services bought by a typical consumer 

· in order to calculate CPI one must follow these steps:

· determine the basket: determine which prices are most important to the consumer 

· if they buy more of one good over another the price of said good is the more important price

· Find the prices: find the price of each of the goods in the typical consumer basket, at specific points in time. 

· Compute the baskets cost: use the data on prices to compute the cost of the basket at different times. 

· Only the price changes over time because it is necessary to isolate the price changes from any changes that might occur due to changes in the quantity produced 

· choose a base year and compute the index: designate one year as the base year – doesn’t matter which year – it will be the benchmark against which other years are compared

· Compute the inflation rate: the percentage change in the price index from the preceding period 

· CPI in year 2 – (CPI in year 1/CPI in year 1) X 100 
· Core inflation: the measure of the underlying trend of inflation

· It excludes the most volatile components from the CPI basket of goods and services. 

GDP Deflator vs. CPI 

· The GDP deflator measures the price levels of all goods and services produced domestically while the CPI reflects the prices of all goods and services bought by consumers 
