ECO 1102 – F00 
Macroeconomics 
Measuring the Wealth of Nations

It’s More than counting berries

Rapid economic growth can create jobs, reduce poverty, and improve standards of living. 

How do we measure the size of the economy? What does it really mean to say China has a $10 trillion economy? 

The solution is a system called national income accounting, created by Simon Kuznets and Richard Stone. 

Valuing an Economy

Two broad fields of economics: 
- Microeconomics is the study of how individuals and firms manage resources. 
- Macroeconomics is the study of the economy on a broad scale, focusing on issues such economic growth, unemployment, and inflation. In macroeconomics, we talk about consumption, production, and prices in the aggregate on a national level, and their effects on the whole economy. 

There are various ways to measure the economy, which is why it is important to know what we mean by size or value. (For instance, you can measure the economic status of a family by looking at what it can afford or by looking at what its members earn.) 
 
We can measure the economy by looking at expenditures or at income. 

The most common metric for measuring the value of a national economy is gross domestic product (GDP). Gross domestic product is the sum of market values of all final goods and services produced within a country in a given period of time. 

Unpacking the definition of GDP

The definition of GDP has four important pieces: 
1. Market value
2. Of final goods and services 
3. Produced within the country 
4. In a given period of time

1. Market value
In order to compare the different goods produced we need to translate it into a common unit so we can add them up. That common unit is their market value- in Canada, measured in dollars. 

2. Final Goods and Services 
To avoid double- counting the price of intermediate goods and services should be ignored- that is, goods and services used only to produce something else. Instead, we need to calculate the expenditures on final goods and services- those that get sold to the consumer. 

3. Produced Within a Country. 
The goods and services that count into GDP are defined in terms of location of production. 
Ex: A Canadian company that owns a factory in Mexico, the value of the goods produced in that factory will count for Mexican GDP. 

If we want to measure the value of what is produced by all the Canadian companies regardless the location, we use GNP. 

Gross national product (GNP) is the sum of the market values of all final goods and services produced and capital owned by the permanent residents of a country in a given period of time, no matter where the production occurs. 
It is similar to Gross Domestic Product except that: 
1.  Includes worldwide income earned by a county’s enterprises and permanent residents. 
2. Includes production by foreign nationals working domestically. 

4. Given Period of Time 

When people talk about GDP, they refer to an annual figure. However, waiting a whole year to know how the economy is doing is a long time. GDP is usually calculated on a quarterly (four times a year). 

To estimate GDP, we should be using the most recent quarterly information, however we cannot multiply it by four, because the economy is different all year long. For instance, there is more economic activity in December since everyone is buying presents. Therefore, the quarterly GDP should be adjusted to account for these seasonal patterns. GDP is typically shown as an estimate that has been seasonally adjusted at an annual rate.


Production Equals Expenditure Equals Income

The size of an economy: the amount of output or production (includes both goods and services) people in the economy are making. 
The market value of a good or service is the price at which it is bought and sold.
We can measure total output by measuring total expenditure. Expenditure by one person translate directly into income for someone else. The production can be measured by adding up everyone’s income.
The circular flow model is a major simplification of the economy. 
National production= national expenditure= national income

Approaches to Measuring GDP 

Closed economy an economy in which all goods were produced and sold domestically, an everything was consumed as soon as it was made. 
International trade can be seen as expenditure for one country and income for another. 
1. Value-added (Production)
2. Expenditure
3. Income



The expenditure Approach

Expenditure method:
1. Break expenditure down into categories. We don’t include intermediate products, but we do include: 
· Most final goods and services bought for consumption. 
· Firms buying goods as an investment in the future production. 
· Government purchases. (ex: fighter planes) 
· If we are interested in the output of the Canadian economy, then we calculate the exports and not imports. We need to subtract the amount of imports from the amount of exports to have the net exports.

	Total expenditure= consumption+ investment+ government purchases + net exports. 



	GDP = GDE + Change in Inventory




2. Degree of Openness
A measure of the extent to which an economy depends on other countries. 
	(Export + Import) * 100/GDP 


		


GDP Component 	Comment by charlenebalamou@gmail.com: PowerPoint 
· Consumption: 
-Spending on Goods and Services 
· Investment: 
- Construction, Factories, Machines, and Tools 
- Change in inventory
· Government Expenditure
· Net Exports: 	
	- Export 
	- Import

Consumption
Consumption, measures spending on goods and services by private individuals and households. It includes non-durable goods, durable goods and services. Note that what is consumed has to be new. 

Investment
Investment includes spending on productive inputs bought by people or firms who plan to use those purchases to produce other goods or services in the future rather than consuming them. Ex: capital goods (machinery, tools), spending on inventories, factories, buildings and warehouses. Note again investments are counted only if they are new.

Potentially confusing- What is not included In GDP 
1. Buying Company Stock
2. Buy and Sell Used Commodity 
3. House Working

 Government Purchases
Government purchases (General government final consumptions expenditures and gross fixed capital formation) represents goods and services bought by all levels of government. It includes consumption- type purchases on goods and services and investment-type purchases. Government spending that doesn’t count as government purchase: spending that simply transfers recourses to individuals through the Canadian-Pension Plan or similar programs. 



Net Exports (/NX)
Domestic spending on imports should be subtracted from our GDP calculations, while international spending on exports should be added. 
Net exports = the value of goods and services produced domestically and consumed abroad- the value of goods and services produced abroad and consumed domestically. 
Exports > imports = Positive NX
Exports< imports = Negative NX
	Net exports= Value of Exports – Value of Imports



	Expenditure= C + I + G + NX = production



The Income Approach

The income approach adds up the income earned by everyone (households and firms) in a country. 
The types of income: 
			- Wages earned by workers
			- Interest earned on capital investment 
			- Rents earned on land and property 
			- Profits earned by firms 
	Income= Wages+ Interest + Rental income+ profits



	GDP= GDE=GDI




The income method will give the same results as the expenditure method in an economy without imports and exports. 
[bookmark: _GoBack]

The value-added Approach 

To see the final value added, we need to sum up the value added at each stage of the process. It let us break down the total value paid and see how much of it was created at each step of the production process. This method is useful when thinking about services involved in the resale of existing goods. 
Categorized by production sector with 2 main subgroups: 
· Agricultural Sector: Agriculture, Forestry/Fishery 	Comment by charlenebalamou@gmail.com: Power Point

· Non-Agricultural Sector 
· Industry: manufacturing, construction and mining
· Service: hotels, restaurants, education, health care and financial. 

When do use each method? 
 The expenditure approach highlights the costumer activity versus government purchases. The income approach emphasizes information about the relative importance of different factors of production. 
The value added at each stage of production avoids problems with double-counting and is useful in clarifying the resale of existing goods. 

Using GDP to compare economies 
An increase in GDP is the result of an increase in output and an increase in prices. To compare the health of a national economy over time, or to compare economies of different countries, we need to know how much of the growth to attribute to each factor. 

Real versus Nominal GDP

Real GDP refers to GDP measurement that focuses solely on output, controlling for prices changes. Real GDP is calculated based on goods and services valued at constant prices. To calculate it we want to value those goods and services at their prices in the base year. Economists and Policy makers usually use real GDP numbers a reference point. 
	



Nominal GDP is calculated based on goods and services valued at current prices (current at the time of production.) We calculate it by multiplying the quantity of each output by its market price in current year. 

When prices stay the same nominal GDP and real GDP increase at the same rate. If the prices rise, nominal GDP will be higher than real GDP. 

In summary, GDP isolates changes in an economy’s output, while nominal GDP encompasses changes in both output and prices. 
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The GDP Deflator 

The GDP deflator is a measure of the overall change in prices in an economy, using the ratio between real and nominal GDP. 
	GDP deflator= nominal GDP/ real GDP x 100



It is one way of summarizing how prices have changes across the entire country. It takes changes in the prices of each individual good and service and sums up according to how much that good and service was produced. In other words, GDP deflator is a weighted average of all individual prices in the economy. 

The equation of GDP deflator gives the ratio between the base-year value of current output and the current-year value of current output. 
1. In the base-year the GDP is equal to 100, since current prices are base year prices. 
2. If the prices rise, nominal GDP will be higher than the real GDP, and the GDP deflator will be higher than 100. 
3. If prices fall, the GDP deflator will be less than 100 

Calculating the GDP deflator and inflation rates

Inflation describes how fast the overall level of prices is changing. It is defined in terms of year-to-year. To calculate the inflation, we need to look at the increase in the GDP deflator between any two years. 

	Inflation rate = [x 100




GDP per Capita 

If we want to know how much is produced per person in a country, we need to divide GDP by population size. 
First, it is a measure of average income. In a country with deep poverty and a rich elite could have higher GDP per capita than a country where everyone has a moderate standard of living. 
Second, it doesn’t tell us what you can buy with a given amount of money in a country. In some countries $1 won’t get you anything. 
GDP per capita shows the people’s ability to consume goods and services. 

	GDP per capita = GDP /Population




GDP Growth Rates

GDP Growth Rates measures the percent change in real GDP from one period of time to the next, annually or quarterly at an annual rate. 
Shrinking economy means people are producing less than they did the year before. 

A recession is a period of significant decline in economic activity. It is marked by falling GDP, rising unemployment, and an increased number of bankruptcies. 

A depression is a severe or extended recession. 

Data Challenges

Three major categories of economic activity are not counted as part of GDP: 
			1. home production 
			2. the underground economy 
			3. non-market externalities (such as environmental degradation) 

Green GDP is an alternative measure of GDP subtracts the environmental costs of production from the positive outputs normally counted in GDP. 


1

