ECO2306 MACROECONOMICS

CHAPTER 5: INTRODUCTION TO THE MACROECONOMY

5.1 MACROECONOMIC GOALS

The three major macroeconomic goals:
1. Employment: By maintaining employment of human resources at relatively high levels, jobs are relatively plentiful and financial suffering from lack of work and income is relatively uncommon.
2. Price-level stability: By keeping prices relatively stable, consumers and producers can make better decisions.
3. Economic growth: By achieving a high rate of growth in real output over time, standards of living improve. 

The statistic real gross domestic product (RGDP) measures the total value of all final goods and services produced in a given time period adjusted for inflation.

People have their own reasons for valuing certain goals more than others. As a result, there is debate as to what is most important for an economy.

5.2 EMPLOYMENT AND UNEMPLOYMENT

The labour force is the number of persons 15 years of age and over who are employed or are unemployed and seeking work. 

Those who are not in the labour force are people who are not working and are not seeking work. For example, they may be retired persons, full-time homemakers or full-time students.

The unemployment rate is defined as the percentage of the people in the labour force who are unemployed. To calculate the unemployment rate, we divide the number of unemployed people by the number of people in the labour force:



People who have left the labour force because they could not find work are called discouraged workers. Individuals who have not actively sought work are not counted as unemployed; instead, they fall out of the labour force.

People looking for full-time work that settle for a part-time job are counted as “fully” employed, yet they are only “partly employed. In addition, jobs in the underground economy, such as drug dealers, are not reported at all. Furthermore, many people claim they are actually seeking work when, in fact, they may just be going through the motions so they can continue to collect Employment Insurance or receive other government benefits. 
There are four main categories of unemployed workers:
1. Job losers (laid off or fired)
2. Job leavers (quit)
3. Re-entrants (worked before and are now re-entering the labour force)
4. New entrants (entering the labour force for the first time)

Situations in which workers have skills higher than necessary for a job are what economists call underemployment.

The percentage of the population aged 15 years or over that is in the labour force is what labour force participation rate. 


5.3 DIFFERENT TYPES OF UNEMPLOYMENT 

1. Frictional unemployment is the temporary unemployment that results from workers searching for suitable jobs and firms looking for suitable workers. Frictional unemployment is short term and results from normal turnover in the labour market, as when people change from one job to another.
2. Structural unemployment is related to occupational movement or mobility. Structural unemployment refers to unemployment that occurs due to a lack of skills necessary for available jobs.
3. Cyclical unemployment results from short-term cyclical fluctuations in the economy. Whenever the unemployment rate is greater than the natural rate, or during a recession, there is cyclical unemployment.

The natural rate of unemployment is roughly equal to the sum of frictional and structural unemployment when they are at a maximum.

The amount of real output that an economy produces when its resources – labour, land and capital – are fully employed is considered to be that economy’s potential output; that is, the amount of output at the natural rate of unemployment.

5.4 INFLATION

A price level measure the average level of prices in the economy. A continuous rise in the overall price level is called inflation. When inflation is present, the goods and services with rising prices will outweigh the goods and services with falling prices. When the overall price level is falling, there is deflation.

In times of inflation, a dollar cannot buy as many goods and services. Thus, the higher inflation rate, the greater the rate of decline in purchasing power.

A price index is a measure of the tread in prices for a certain bundle of goods and services over a given time period. The best-known price index, the Consumer Price Index (CPI) is a measure of the prices of a basket of consumable goods and services that serve to gauge inflation.




Hyperinflation refers to extremely high rates of inflation.

Menu costs refer to the costs incurred by a firm as a result of changing its listed price. The shoe-leather cost of inflation is the time and inconvenience cost incurred when individuals reduce their money holdings because of inflation.

The interest rate that is usually reported is not adjusted for inflation. This is the nominal interest rate. We determine the actual real interest rate by taking the nominal rate of interest minus the inflation rate: 

The nominal interest rate is the amount that you have to pay in dollars and cents. The real interest rate is the increase in purchasing power per year. Inflationary expectations tend to increase nominal interest rates.

5.5 ECONOMIC FLUCTUATIONS

Short-term fluctuations in the economy relative to the long-term trend in output are referred to as business cycles.

A business cycle has four phases:
1. The period of expansion occurs when output (real GDP) is rising significantly. Usually during the expansion phase, unemployment is falling and both consumer and business confidence is high.
2. The peak is the point in time when the expansion comes to an end, when output is at the highest point in the cycle.
3. The contraction is a period of falling real output, and is usually accompanied by rising unemployment and declining business and consumer confidence. This contraction phase is also called recession.
4. The trough is the point in time when output stops declining; it is the moment when business activity is at its lowest point in the cycle. Unemployment is relatively high at the through, although the actual maximum amount of unemployment may not occur exactly at the trough.

Economic fluctuations are almost impossible to predict. Severe recessions are called depressions. Likewise, a prolonged expansion in economic activity is sometimes called a boom.

Leading economic indicators are factors that typically change before changes in economic activity. Examples include furniture and appliance sales, other durable goods sales and length of the average work week.

CHAPTER 6: MEASURING ECONOMIC PERFORMANCE

6.1 NATIONAL INCOME ACCOUNTING: MEASURING ECONOMIC PERFORMANCE

National income accounting is a uniform means of measuring economic performance. The measure of aggregate economic performance that receives the most the most attention is gross domestic product (GDP), which is defined as the value of all final goods and serviced produced in a country during a given period of time.

Value is determined by the market prices at which goods and services sell. The word “final” means that the good is ready for its designated ultimate use. This avoids double-counting – adding the value of a good or service twice by mistakenly counting intermediate goods and services in GDP.

The two different ways to measure GDP are the expenditure approach and the income approach.

6.2 THE EXPENDITURE APPROACH TO MEASURING GDP

One approach to measuring GDP is the expenditure approach. With this method, GDP is calculated by adding up how much market participants spend on final goods and services over a period of time. Economists categorize spending into four categories:
1. Consumption (C)
2. Investment (I)
3. Government purchases (G)
4. Net exports (X – M) 


Consumption refers to the purchase of consumer goods and services by households. Consumption spending, in turn, is usually broken down into four subcategories:
1. Nondurable goods, including tangible consumer items that are typically consumed or used only once. Food and gasoline are examples.
2. Semi-durable goods include consumer items that can be used more than once and have an expected lifetime of around one year. Clothing and footwear are both common examples of semi-durable goods.
3. Durable goods include those consumer goods that can be used repeatedly for more than one year. The most important single category of durable goods is automobiles and other consumer vehicles. Appliances, consumer electronics and furniture are also included in the durable goods category.
4. Services are intangible items of value provided to consumers, as opposed to physical goods. Legal services, dental services, recreational services and automobile repair are all services.
Investment, as used by economists, refers to the creation of capital goods to augment furniture production, that is inputs like machines and tools whose purpose is to produce other goods. There are two categories of investment purchases measured in the expenditure approach:
1. Fixed investments include all new spending on capital goods by producers – sometimes called producer goods – such as machinery, tools and factory buildings. Residential construction is also included as an investment expenditure in GDP calculations. 
2. Inventory investment includes all purchases by businesses that add to the stocks of goods kept by firms to meet customer demands. Every business needs inventory and, other things equal, the greater the inventory, the greater the amount of goods and services that can be sold to a consumer in the future.

Government purchases include expenditures on goods and services by the government. For example, the government must pay the salaries of its employees and it must also make payments to the private firms with which it contracts to provide various goods and services, such as highway construction companies and computer companies. Transfer payments, such as Employment Insurance benefits and Canada Pension Plan payments are not included in government purchases because that spending does not go to purchase newly produced goods or services.

Net exports is defined as total exports minus total imports. Exports represent goods and services that are produced domestically for sale in other countries. Imports represent goods and services that are produced in other countries for sale domestically. Imports are not considered part of domestic production and are therefore excluded for a countries calculation of GDP.

6.3 THE INCOME APPROACH TO MEASURING GDP

The income approach is a calculation of GDP based on the summation of income received by the owners of resources used in the production of goods and services. 

Personal income measures the amount of income received by a household before income taxes. Disposable income is the personal income available after taxes. Disposable income can be used by households in two ways: consumption or saving. 

6.4 ISSUES WITH CALCULATING AN ACCURATE GDP

The primary problem in calculating accurate GDP statistics is that the “ruler" used in adding together the values of different products, the Canadian dollar, also changes in value over time. 

The GDP deflator is a price index that corrects GDP statistics for changing prices. It measures the average level of prices of all final goods and services produced in the economy.

Real GDP gives us a measure of GDP in constant dollars that have been corrected for inflation. The formula for converting any year’s nominal GDP into real GDP, in constant dollars, is as follows: 


The measure of economic well-being, or standard living, most often used is real gross domestic product per capita – real output of goods and services per person. Ceteris paribus, people prefer more goods to fewer, so a higher GDP would seemingly make people better off. 


6.5 PROBLEMS WITH GDP AS A MEASURE OF ECONOMIC WELFARE

The accuracy of the real GDP per capita for the purpose of measuring the economic welfare of a nation is questionable because several important factors are excluded from its calculation.
1. Nonmarket transactions include the provision of goods and services outside of traditional markets for which no money is exchanged. An example of nonmarket transactions would include the work of housewives.
2. The underground economy includes unreported income from both legal and illegal sources. It is impossible to know for sure the magnitude of the underground economy.
3. Leisure: GDP as a measurement only calculates the amount of goods and services produced, not the effort expended to realize that production.
4. Externalities are additional impacts, or side affects that accompany the production of some goods and services. For example, GDP does not decrease to reflect pollution resulting from production, or increase to reflect external benefits to others in society.
5. Quality of Goods: The quality of some products has improved over time, but despite this improvement, their cost has either stayed the same or even reduced. 

CHAPTER 7: ECONOMIC GROWTH IN THE GLOBAL ECONOMY

7.1 ECONOMIG GROWTH

The short-run variations in economic activity is known as the business cycle while the long-run trend rate of growth is known as economic growth. Economic growth refers to an upward trend in the real per capita output of goods and services (real GDP per capita). 

Along the production possibilities curve, the economy is producing at its potential output. How much the economy will produce at its potential output, sometimes called its natural rate of output, depends on the quantity and quality of an economy’s resources. In addition, technology can increase the economy’s production capabilities. 

The Rule of 70 is a simple formula that shows how long it will take a nation to double its output at various growth rates: 


7.2 DETERMINANTS OF ECONOMIC GROWTH

Productivity is the amount of goods and services a worker can produce per hour. Productivity is especially important because it determines country’s standard of living.

Factors that contribute to economic growth:
1. Physical capital inputs (machines, tools, buildings, inventories): Combining workers with more capital makes workers more productive, so capital investment can lead to increase in labour productivity.
2. [bookmark: _GoBack]Quantity and quality of labour resources (labour and human capital): Ceteris paribus, an increase in the quantity of labour inputs does not necessarily increase output per capita. In addition, when workers acquire qualitative improvements, output increases – human capital. 
3. Increase in the use of inputs provided by the land (natural resources): Abundant natural resources also can enhance output whereas a limited resource base is an important obstacle to economic growth.
4. Technological knowledge (new ways of combining given quantities of labour, natural resources and capital inputs), allowing greater output than previously possible. Technological change can lead to better machinery and equipment, increases capital and better organization and production methods. Invention refers to developing new ‘best ways’ of combining factors of production to produce output. Innovation refers to the application of new knowledge that creates new products or improves existing products.

7.3 PUBLIC POLICY AND ECONOMIC GROWTH

Government policies and institutional structures that help to promote economic growth:
1. The importance of saving: Higher levels of saving will lead to higher rates of investment and capital formation and therefore, a greater economic growth.
2. The importance of infrastructure: Infrastructure (highways, ports, bridges, power lines, airports) is critical to economic coordination and activity. Poor infrastructure is a major deterrent to economic growth.
3. The importance of research and development: Research and development are activities that are undertaken to create new products and processes that will lead to technological processes.
4. The importance of property rights: Economic growth rates tend to be higher in countries where the government enforces property rights. Property rights give owners the legal right to keep or sell their property – land, labour or capital. In addition, intellectual property rights are the legal rights that result from intellectual activity in the industrial, scientific, literal and artistic fields. Strong property rights give people confidence to start and expand businesses.
5. The importance of free trade: Allowing free trade can also lead to greater output because of the principle of comparative advantage. By trading freely with the rest of the world, an economy can specialize in the production of the goods and services that will provide it with a comparative advantage. Free trade also allows new ideas and technologies to spread more quickly across international boundaries.
6. The importance of education: Education, an investment in human capital, may be just as important as improvements in physical capital. Improvements in literacy stimulate economic growth by reducing barriers to the flow of information and raise labour productivity.

7.4 POPULATION AND ECONOMIC GROWTH

The effect of population growth on per capita economic growth is unclear. If population was to expand faster than output, per capita output would fall; population growth would inhibit growth. 

The Malthusian prediction: Malthus formulated a theoretical model that predicted that per capita economic growth would eventually become negative and that wages would ultimately reach equilibrium at a subsistence level, or just large enough to provide enough income to stay alive. To create this model, Malthus made three assumptions:
1. The economy was agriculture, wit goods produced by two inputs, land and labour.
2. The supply of land was fixed.
3. Human sexual desire worked to increase population.
Fortunately, Malthus’s theory proved spectacularly wrong for much of the world. 
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