Eco1102 Book Notes

Chapter 5 – Measuring a Nations Income 

Macroeconomics – study of the economy as a whole
· explain the economic changes that affect households, firms and markets simultaneously.

[bookmark: _GoBack]A person with a high income can more easily afford life necessities, people with higher incomes, enjoy better standards of living. The same logic applies to a nations over all economy. 
· to judge whether a country is doing well or not, you look at the total income that everyone in the economy is earning. That is the task of gross domestic product (GDP)
· GDP measures 2 things at once: 1) the total income of everyone in the economy and 2) the total expenditure on the economy output of goods and services. 
· Income must equal expenditure an economy’s income is the same as its expenditure because every transaction has two parties a buyer and a seller. 
· Circular flow diagram (Figure 5.1)  describes all the transactions between households and firms in a simple economy. Households buy goods and services from firms, these expenditures flow through the markets for goods and services. The firms use the money they receive from sales to pay workers wages, rent, firm owners profit, and this income flows through the markets for the factors of production. In this economy money flows from households to firms and then back to households. 

The Measurement of GDP: 
GDP: is the market value of al final goods and services produced within a country in a given period of time. 
· GDP adds together many different kinds of products into a single measure of the values of economic activity. It uses market prices. Market prices measure the amount of people willing to pay for different goods, they reflect the value of those goods. 
· GDP INCLUDES: all items produced in the economy that are legally sold in markets. It also includes the market value of the housing services provided by the economies stock of housing. The government includes household buying In GDP by estimating rental value. 
· GDP is based on the assumption that the own pays rent to himself, so the rent is included both in his expenditure and in his income. 
· GDP EXCLUDES: items produced and sold illicitly, like illegal drugs. Exclude thigns produced and consumed at home that never enter the market place. Such as vegetables you grow in your own garden. 
· The exclusion of these things can lead to paradoxical results. 


Intermediate Good: GDP excludes intermediate goods because the value of intermediate goods is already included in the price of final goods. 
Final Goods: GDP includes final goods only. 
** exception of GDP including intermediate goods is when the intermediate good is produced and is added to a firms inventory of goods to be used or sold. So in this case the intermediate good is taken to be a final good, and its value is added to an inventory investment to GDP. 

GDP includes both tangible goods and intangible goods (Goods and Services)
Tangible goods: food, clothing, cars. 
Intangible goods: haircuts, housecleaning, dentist visits

GDP includes goods and services that are currently produced, it doesn’t include transactions of past produced items. For example: GM produces a car in that year, so the value of the car is included in the GDP, while if a person sells a used car to someone else, the value of the car is not included in the GDP.

GDP measures the value of production within the geographic confines of a country. EX: if a Canadian citizen owns a factory in Haiti, the production of the factory is not part of Canadian gdp but of Haiti GDP. 
GDP also measures the value of production that takes place within a specific interval of time. (a year or a quarter). 

Other measures of income: 

Gross National Product (GNP)  total income earned by a nations permanent residents regardless of where they were located when income was earned. 

Net National Product (NNP) the total income of a nations residents (GNP) minus losses from depreciation. 
- Depreciation= wear and tear on the economy’s stock equipment and structures, such as trucks rusting and computers becoming obsolete. Depreciation is also called the capital consumption allowance. 

The Components of GDP 
- to understand how the economy is using its scarce resources, economies are often interested in studying the composition of GDP (which denotes Y) among various types of spending. GDP is divided into four components: 
1) Consumption (C)
2) Investment (I)
3) Government Purchases (G)
4) Net Exports (NX)
Y =C+I+G+NX
The total of the four components must be equal to GDP. 

1) Consumption: spending by households on goods and services. Goods = household spending on durable goods, such as automobiles, and appliances, and nondurable goods such as food and clothing. Services: intangible things such as haircuts, and dental care. 
2) Investment: purchase of goods that will be used in the future to produce more goods and services. It is the sum of purchase of capital equipment, inventories, and structures. Investment in structures includes expenditure on new housing. The purchase of a new home is one form of household spending that falls under investment rather than consumption. 
EX: If IBM produces a computer but uses it for itself, then the computer is part of IBM inventory, and therefore part of their investment spending. 
3) Government Purchases: includes spending on goods and services by local, territorial, provincial, and federal governments. Including salaries of workers and public spending. 
- Transfer Payments: money given by the government to someone such as a pension plan to an elderly. alter household income, but  they do not reflect the economy’s production. Transfer payments are NOT counted as part of government purchases.
4) Net Exports: equals the purchases of domestically produced goods by foreigners (exports) minus the domestic purchases of foreign goods (imports). 
- the Net in net exports refers to the fact that imports are subtracted from exports. This subtraction is made because imports of goods and services are included in other components of GDP. 
- EX: household buys a 30,000$ Volkswagen (German)car. The transaction will increase consumption by 30K because car purchases are included in consumer spending, but it reduces the NET exports by 30K because the car is an IMPORT  from Germany. In other words, the net EXPORTS include goods and services produced abroad because these goods and services are included in consumption, investment, and government purchases. 
 when a domestic household, firm or government buys a good from abroad, the purchase reduces net exports, but it doesn’t affect GDP because it would be raising either consumption, investment, or government purchases (depending on the category and whose buying it). 

Real Vs. Nominal GDP: 
- if total spending rises form one year to the next, one of two things must be true:
a) the economy is producing a larger output of goods and services
b) goods and services are being sold at higher prices
- when studying changes in the economy over time economists want to separate these two effects. They want to measure the total quantity of goods and services the economy is producing that is not effected by changes in the prices of those goods and services. To do this, we use REAL GDP. 

Real GDP: 
- answers a hypothetical question: what would the value of the goods and services produced this year be if we valued these goods and services at the prices that prevailed in some specific year in the past. 
- By evaluating the current producing using prices that are fixed at past levels, real GDP shows how the economy’s overall production of goods and services changes over time. 

Total expenditure in an economy= the sum of expenditure on the items. Example: Hotdogs and Hamburgers are the two goods produced in an economy. Price of Hotdog =1$, Quantity Sold =100, Hamburgers =2$, Quantity Sold =50. Therefore, the total expenditure of the economy equals 1X100 +2X50=200$.  this is in 2008. 
Nominal GDP: the production of goods and services valued at current prices. 
Real GDP = obtains the measure of the amount produced that is NOT affected by changes in price (over the years). So we use Real GDP which is the production of goods and services valued at constant prices. 
Real GDP is calculated by first choosing a base year (so you need more than one year to do this calculation). You use the prices of hotdogs and hamburgers in the base year to compute the value of goods and services in all of the years. REAL GDP helps compare the prices of the base year to compare quantities in different years. 
EX: In 2010, the Nominal GDP was 3$ per hot dog and sold 200, and 4$ per hamburger and sold 150 = 1200$ 
So we take the value of the prices from 2008 as the BASE  to compute the real GDP. For the base year, real GDP =Nominal GDP. But for 2010, we calculate 1$ (because that’s the price of the base year) X 200 hot dogs +2$ x 150 hamburgers = 500$. 500$ would be the REAL GDP of 2010. 

Summing up: Nominal GDP uses current prices to place a value on the economy’s production of goods and services. Real GDP uses constant base-year prices to place a value on the economy’s production of goods and services. Because real GDP is not affected by changes in prices, changes in real GDP reflect only changes in the amount being produced. Therefore, real GDP is a measure of the economy’s production of goods and services. 

 

The GDP Deflator: 
· nominal GDP reflects both the prices of goods and services and the quantities of goods and services that economy is producing. By contrast, by holding prices constant at base year levels,  real GDP reflects only the quantities produced. From these two quantities we can find a third, called the GDP deflator. 

GDP Deflator = reflects the prices of goods and services but not the quantities produced. 
· measures the current level of prices relative to the level of prices in the base year. 
· Used by economies to monitor the average level of prices in the economy. 
Calculated: (Nominal GDP/Real GDP) X 100
** because nominal GDP and real GDP must be the same in the base year, the GDP deflator for the base year will ALWAYS equal 100. 
**the GDP deflator for subsequent years measures the change in nominal gdp from the base year that cannot be attributed to a change in real GDP. 

Inflation Rate: is the percentage change in some measure of the price level from one period to the next. Using the GDP deflator, the inflation rate between two consecutive years is computed as follwos: 

Inflation year in year 2= ((GDP deflator in year 2 – GDP Deflator in year 1) /GDP deflator in year 1)x 100 

Chapter 6 – Measuring the Cost of Living
 
Consumer Price Index- used to monitor changes in the cost of living over time. 
· Rise in consumer price index, means that a typical family will have to spend more dollars to maintain the same standard of living. 
· Inflation  used to describe a situation in which the economy’s overall price level is rising.
· “ a measure of the overall cost of the goods and services bought by a typical consumer”
· Calculated each month by Statistics Canada 

Inflation rate – percentage of change in the price level from the previous period. 
· inflation is closely watched and is key for macroeconomic policy. 

Calculating the Consumer Price Index (CPI)
- Five steps to calculate the CPI
1. Determine the basket: this means that we determine which prices are most important to the typical consumer, if the typical consumer buys more of one item than another then we know that that item is more important to them and therefore should be given a greater weight in measuring the cost of living. (ex: they like more hotdogs than hamburgers). 
 Stats Can looks at the consumers, and identifies what they are buying most of and essentially puts it into what they call a “basket” 
2. Find the prices: the next step is to find the prices of each good and services that is weight into the basket for each point in time. 
3. Compute the Basket’s cost: this step entails using the data on prices to calculate the cost of the basket of goods and services at DIFFERENT times. You keep the basket of goods the SAME, but isolating the effects of price changes from the effect of any quantity changes that might be occurring at the same time. EX: 2008, Price of HD = 1$, Hamburger was 2$, quantity (4 HD, 2 Hamburgers), therefore 1x4 + 2x2 = 8$, 2009, price was 2$ for HD and 3$ for Hamburger = 14$, etc. 
4. Choose a base year and compute the index: designate one year as the base year, which is the benchmark against which other years are compared. 
- the index is used to measure changes in the cost of living, and therefore once a base year is chosen, the CPI can be calculated as follows: 
CPI= [(Price of basket of goods/services in current year)/ Price of basket in base year] x 100 
** Also can look at it as basically, STEP 3 (of a chosen year) divided by the Base year x 100. 
EX: base year is 2008, so that was 8$, calculating the 2008 Price of goods which was 8$, the CPI would be 8/8 x 100 = 100. BUT If we took 2009 as the base year, which was 14$ in the basket of goods each year, then the CPI would be 14/8 x 100 = 175. 
** This means that the price of the basket in 2009 is 175 percent of its price in the base year. Another way to look at it is that a basket of goods costs 100$ in the base year, and costs 175$ in 2009. Similarly, the CPI in 2009 is 175, indicating that the price in 2009 is 175 percent of the price level in the base year. 
5. Compute the inflation rate: the last step for the CPI is to calculate the inflation rate, which in other words is the percentage change in the price index from one period to the other (between TWO CONSECUTIVE YEARS). 

Inflation Rate in Year 2 = {([CPI Year 2- CPI Year 1])/CPI Year 1 }x100

Figure 6.1 – The Basket of Goods and Services 
Statistics Canada tries to include all the goods and services that the typical consumer buys. 
· Aims to weigh them based on how much consumers buy of each item. 
· EX: Categories that can be under the basket: food, alcohol & tobacco,  health and personal care, education, clothing, shelter, transportation, and household operations. 

Problems in Measuring the Cost of  Living: 
· The goal of the CPI  is to measure changes in the cost of living. 
· CPI aims to gauge how much income must rise in order to maintain a constant standard of living. 
· CPI is not a perfect measure, there are three problems with the index. 

1) Commodity substitution bias: when prices change from one year to the next, they do not all change proportionately. 
- some prices rise more than others. 
- consumers response to the change of prices, by buying less of something and more of another good, in other words, buying less of a good that prices have risen for that good, and then buying moor of the goods whose prices have risen less, or even maybe fallen. 
- consumers substitute towards goods that have become relatively less expensive. 
- therefore, if a price index is computed assuming a fixed basket of goods, it ignores the possibility of consumer substitution, and thus overstates the increase in the cost of living from one year to the next. 
Ex: in one year apples are cheaper than pears, so in that year stats Canada will include more apples than pears in the basket, but suppose the next year pears are cheaper than apples and therefore consumers will naturally buy more pears than apples in that year. When computing the CPI, stats Canada uses the fixed basket, of the first year, so therefore it assumes that consumers are buying the now expensive apples in the same quantities as before. This will cause the index to MEASURE A MUCH LARGER INCREASE IN THE OST OF LIVING THAN CONSUMERS ACTUALLY EXPERIENCE. This creates a bias, which remains within a 4 year period, because the CPI basket fix stays for 4 years. 
2) Introduction of new goods  when a new good is introduced, consumers have more variety to choose from. This would make every dollar more valuable, so consumers need fewer dollars to maintain any standard of living. 
-> as new goods are introduced in an economy, consumers have more choices, each dollar is worth more, yet because the CPI is based on a fixed basket, it does not reflect the increase in the value of the dollar that arises from the introduction of new goods. 
3) Unmeasured Quality change If the quality of a good deteriorates, then the value of the dollar falls, even If the price remains the same(because ur essentially getting less for your money in the sense that the quality you receive in a different year is different and therefore u are paying for less quality when before  u were paying for better quality at the same price). 
- Stats Canada does its best to account for quality change, but essentially when it computes it does so with a constant quality, and the thing that is problematic is that the measure of changes in quality is difficult to account for. 
· The problems of the CPI is important because there are things such as the private and public pension plans, personal income tax deductions, some government social payments, and many private sector wage settlements are all adjusted upward using the CPI. 
- the bias of the CPI suggests that adjustments to wages, pensions and social payments that are based on the CPI may be larger than necessary to maintain the purchasing power of these wages and benefits. 


GDP Deflator Vs. CPI: 

GDP Deflator = the ratio of the nominal to real GDP. Because nominal GDP is current output valued at current prices and real GDP is current output valued at base year prices, the GDP deflator reflects the current level of prices relative to the level of prices in the base year. 

 economists monitor both the CPI and GDP deflator to gauge how quickly prices are rising. 
1)first difference between them is that the GDP deflator reflects the prices of all goods and services PRODUCED DOMESTICALLY, whereas, the CPI reflects the prices of all goods and services BOUGHT BY CONSUMERS. 
EX: price of an airplane produced by Bombardier and sold to Canadian Forces rises, even though the plane is part of the GDP, it is not part of the basket of goods and services bought by the typical consumers, therefore the price increase would show up in the GDP deflator but not in the CPI. 
EX #2: Volkswagen raises price of cars, since they are made in Germany, the car is not part of Canada’s GDP. But Canadians buy Volkswagens and therefore the car would be part of the Consumer’s basket, and therefore the price increase in an imported consumption good, such as VW shows up in the CPI but not in the GDP deflator. 
2) second difference, concerns how various prices are weighted to yield a single number for the overall level of prices. 
- CPI compares the price of a FIXED basket of goods and services to the price of the basket in the base year. 
- Stats Canada only changes the basket of goods every 4 years. 
- By contrast, the GDP deflator compares the price of CURRENTLY PRODUCED goods and services to the price of the same goods and services in the base year. The group of goods and services used to compute the GDP deflator changes automatically over time.
- these differences are important if the prices of different goods and services are changing by varying amounts, the way we weight the various prices matter for the overall inflation rate. 





Dollar Figures from Different Times: 

Question: Was the 1957 price of 9.5 centers/litre high or low compared with the 2009 price of gas (95 cents per litre?). 
a) we need to know the level of prices in 1957 and the levels of prices in 2009. 
b) how much of the rise in the price of gasoline is simply a reflection of the general rise in prices? 
c) to compare the 1957 prices to 2009 prices, we need to inflate the price of 9.5 centers per litre to turn 1957 dollars into 2009 dollars. 
d) A price index shows us the size of this inflation correction
e) Lets say, Statistics Canada gives us a CPI of 14.8 in 1957, and 114.3 in 2009. The Base year used was 2002. 
f) The overall price levels roles by 7.72 which is calculated by CPI 2009/CPI 1957  or 114.3/14.8 = 7.72
g) These numbers can be used to measure the 1957 price of gas in line with 2009 dollars. 
h) Calculation is: 

1957 Gas Price in 2009 Dollars = 1957 gas price x (CPI in 2009/CPI in 1957)

                                                           = 9.5 cents x (114.3/14.8)
                                                          = 73.4 cents.
This demonstrates that the price of 1957 gas prices would be equivalent to 73.4 cents per litre in 2009. This would mean that the 1957 gas prices  are less than the 2009 prices of gas, about 22 cents less. Over a 52 year period then the price of gas has increased faster than other goods and services. 


Indexation: The automatic correction of a dollar amount for the effects of inflation by law or contract.
· price indexes are used to correct for the effects of inflation when comparing dollar figures from different times. 
· When some dollar amount is automatically corrected for inflation by law or context, the amount is said to be indexed for inflation. 


Real and Nominal Interest Rates: 

· Sally deposits 1000$ into a bank that pays annual interest rate of 10%. After a year passes, she has accumulated 100$ interest. She withdraws her 1100$. Is sally 100$ richer? She does have 100$ more than she did before, however, if prices have risen while her money was in the bank, each dollar now buys less than it did a year ago. 
· She likes to buy CDs that cost 10$ last year when she made her deposit, which means that her deposit was equivalent to buying 100 CDs , how many CDs can she buy now with 1100$? This depends on what happened to the PRICE of the CD. 
· Zero inflation: if the price of the CD is still 10$ then she can now buy 110 CDs.  The 10% increase in the number of dollars means a 10% increase in purchasing power. 
· Six percent inflation: if the price of a CD has increased from 10$ to 10.60 then the number of CDs she can buy is now 104.  Her purchasing power has only increased about 4%.  (1100/10.60)
· Ten percent inflation: if the price of a CD has risen from 10 $ to 11$ then even though her dollar wealth has risen from 1000 to 1100, she can still only buy 100 CDs  (1100/11), which means her purchasing power is the same as last year.
· Twelve percent inflation: if the price of CD has increased from 10$ to 11.20 then her purchasing power has decreased from 100 to 98, and by about 2%. 
· These things could also occur with deflation (reduction of CD prices). 
· Therefore, what this demonstrates is the higher the rate of inflation, the smaller the increase of purchasing power. 
· If the rate of inflation exceeds the rate of interest, the purchasing power falls. If there is deflation then purchasing power rises more than the rate of interest. 

Nominal Interest Rate: interest rate that measures the change in dollar amounts
Real Interest Rate: interest rate corrected for inflation, tells you how fast the purchasing power of your bank account rises over time. 
Real Interest Rate = Nominal Interest Rate – Inflation Rate
Real Interest rate is the difference between the nominal interest rate and the rate of inflation. 


Chapter 7 – Production and Growth 

Economic growth around the world:  

· Living standards vary widely from country to country. Income per person in Canada is 4.5 times that in china and over 9 times that in india. 
· Poorest countries have average levels of income that have not been seen in the developed world for many years. 
· Growth rate  measures how rapidly real GDP per person grew in that typical year. 
· In canda, real GDP per person in 1870 was 2522$, and 39,251$ in 2006. The growth rate was 2.04% per year. 
· This indicates that if real GDP per person beginning at 2522 were to increase by 2.04 % for each year for 136 years, then it would end up at 39251$. 
· However, this obviously didn’t happen, some years it rose more and others it rose less. The growth rate of 2.04% ignores short run fluctuations around long-run trend and represents an average rate of growth for real GDP per person over many years. 
· Because of differences in growth rates, the ranking of countries by income changes substantially over time. 
· The richest countries have no guarantee they will always stay rich, and the worlds countries are not doomed forever. 
· What explains changes over time? Why do some countries go ahead and others lag behind?

Productivity:  its role and determinants: 

· Productivity is important and refers to the quantity of goods and services that a worker can produce for each hour of work. 
· The key role of productivity in determining living standards. 
· Recall: An economy’s GDP measures two things at once: the total income earned by everyone in the economy and the total expenditure on the economy’s output of goods and services. The reason why they measure two things is because for the economy as a whole, they must be equal.  an economy’s income is the economy’s output. 
· Therefore in order to understand the differences of living standards, we have to focus on the production of goods and services in countries over time. 
· Looking at productivity leads to the question of why some economies are better at producing things than others.

How is productivity determined?
· Productivity is determined by: physical capital, human capital, natural resourcse, and technological knowledge. 

Physical Capital per worker: 
· Workers are more productive if they have tools to work with. Therefore, physical capital is needed to produce goods and services. Physical capital refers to the stock of equipment and structures that are used to produce goods and services. 
· More tools = quicker completed work. 
· Less tools = longer time to complete work
· Inputs used to produce goods and services- labor, capital etc are called factors of production. 
· An important feature of capital is that it is a produced factor of production in other words CAPITAL is an input into the production process that in the past was an output from another production process: e.g woodworker uses a lathe to make a table, the lathe itself was earlier an output from a company who makes lathes. 

Human Capital per worker: 
· Human capital is the economists term for the knowledge and skills that workers acquire through education, training and experience. 
· Human capital – includes skills accumulated in early childhood programs, grade school, high school, university etc. 
· Human capital is like physical capital in that it raises a nations ability to produce goods and services. 
· Human capital is a produced factor of production. 
· Producing human capital requires input of teachers to educate people. 

Natural Resources per Worker: 
· Natural resources are inputs into production provided by nature such as land, rivers and mineral deposits. 
· Take two forms: renewable and non-renewable 
· Forest = renewable resource
· Oil = nonrenewable resource  if oil runs out you cant get any more, limited supply. 
· Differences in natural resources are responsible for some of the differences in standards of living around the world. 
· However, natural resources are not an important part for an economy to be highly productive in producing goods and services. 
· Japan- one of the richest countries in the world and has few natural resources. 
· Many commentators have argued that natural resources provide a limit to how much the world’s economy can grow. However, economists argue that technological knowledge will find ways to avoid the limits of natural resources, particularly non-renewable ones. 

Technological knowledge: 
· Refers to understanding the best ways to produce goods and services. 
· Advanced technology allows to make production simpler. 
· Technological knowledge = takes many forms. 
· Some become common knowledge, other is proprietary for a short time. 
· All forms of technological knowledge are important to understanding the economy’s production of goods and services. 
· Distinction between human capital vs. technological knowledge. 
· Although closely related, there is an important difference. Technological knowledge refers to  societies understanding about how the world works. Human capital refers to the resources expended transmitting this understanding to the labor force. 


The importance of Saving and Investment: 
· a society can change the amount of capital it has since capital is a produced factor of production. 
· One way to raise future productivity is to invest more current resources in the production of capital. 
· Tradeoffs are important when considering the accumulation of capital. 
· For society to invest in more capital, it must consume less and save more of its current income. 

Diminishing returns and the catch-up effect: 
· Diminishing returns  the property whereby the benefit from an extra unit of an input declines as the quantity of the input increases.--> traditional view of the production process. 
· Suppose a government pursues policies that raise the nation’s saving rate –if the nation saves from, fewer resources are needed to make consumption goods, and more resources are available to make capital goods. As a result, the capital stock increases leading to rising productivity and more rapid growth in GDP. 
· Diminishing returns – when workers already have a large quantity of capital to use in producing goods and services, giving them an additional unit of capital increases their productivity only slightly. 
· Diminishing returns only increases the saving rate and higher growth for a short period because as the higher saving rate allows for more capital to be accumulated, the benefits from additional capital becomes smaller over time and so growth slows down. 
· In the long run, the higher saving rate leads to a higher level of productivity and income, but not to higher growth in these variables. 
· Diminishing returns has another implication: other things equal, it is easier for a country to grow fast if it starts out relatively poor. 
· The effect of initial conditions on subsequent growth is sometimes called the catch-up effect. 
· Poor countries, means workers have not a lot of tools to help them work, which produces a low level of productivity. Workers in rich countries have large amounts of capital, and this explains their high productivity. Yet, with the amount of capital per worker already so high (in rich countries), additional capital investment has a relatively small effect on productivity. 
· What this shows is that poor countries tend to grow at a faster rate than rich countries because of this. This is known as a catch-up effect. 
· Ex: growth right is higher in south korea, although the GDP per person is higher in Canada. 

Investment from Abroad: 
· Saving by domestic residents is not the only way to invest in new capital. The other way is investment by foreigners. 
· Investment from abroad takes several forms: foreign direct investment, foreign portfolio investment. 
· Foreign direct investment (FDI) a capital investment that is owned and operated by a foreign entity. Ex: Bombardier builds a plan to assemble airplanes in Ireland. 
· Foreign portfolio investment  An investment that is financed with foreign money but operated by domestic residents. Ex: Canadian buys a stock in an Irish company (shareholder), the corporation then uses the money from the stock to build a new factory. Canadians saving is being used to finance irish investment. 
· When foreigners invest in a country they do so because they expect to benefit from their investment. EX: Bombardier assembly plant increases Ireland’s capital stock, and increases Ireland’s productivity and then also their GDP (all because of Bombardier’s investment), yet, Bombardier also benefits because they take back the income they make to Canada in the form of profits. 
· Investment from abroad, does not have the same effect on all measures of economic prosperity. When Bombardier opens an assembly plant in Ireland, some of the income the plant generates accrues to people who do not live in Ireland. As a result, foreign investment in Ireland increases the income of Irish citizens (measured by GNP), by less than it raises the production in Ireland (measured by GDP). 

Education: 

· Education is in investment in human capital. As important as physical capital. 
· Investment in human capital, has an opportunity cost. When students are in school, they forgo the wages they could have earned. In LDCs, children often drop out of school because their labor is needed to help support the family.
· Economist have argued that human capital is particularly important for economic growth because human capital conveys positive externalities
· Externality = the effect of one persons actions on the well being of a bystander.
· Educated person will generate new ideas about how best to produce goods and services. If this knowledge enters society, then everyone can enjoy using them, then the ideas are an external benefit of education. 
· Brain drain – the emigration of man of the most highly educated workers to rich countries, who enjoy a higer standard of living when moving there, leaves poor countries left behind. 
· It is not only poor countries that experience the economic effects of the brain drain.

Health and Nutrition: 
· Another investment in people is expenditures that produce a healthier population. Healthier works are more productive. Making the right investments in the health of the population is one way for a nation to increase productivity and raise living standards. 
· Malnutrition is rate in developed countries, but for people in developing countries, poor health and inadequate nutrition remain obstacles to higher productivity and improved living standards. 
· The  causal link between health and wealth runs in both directions. Poor countries are poor in part because their populations are not healthy, and their populations are not health in part because they are poor and cannot afford adequate health care and nutrition. However, policies that lead to more economic growth can improve health outcomes, which in turn would improve economic growth. 

Property rights and political stability: 
· Another way for policymakers to foster economic growth is by protecting their property rights and promoting political stability. 
· Production in market economies arises from the interactions of millions of individuals and firms. 
· The division of production from many firms allows the economy’s factors of production to be used as effectively as possible. 
· To achieve this, the economy has to coordinate transactions among firms, and also between firms and consumers. This is achieved through market prices. 
· Market prices = the instrument with which the invisible hand of the marketplace brings supply and demand into balance in each of the many thousands of markets that make up the economy. 
· Respect for property rights is important for the price system to work. 
· Property rights = the ability for people to exercise authority over the resources they own. 
· A threat to property rights is political instability.  economic prosperity depends on political prosperity. 

Free Trade: 
· Many LDCs have tried to achieve rapid economic growth through inward-oriented policies. These policies are aimed at raising productivity and living standards within the country by avoiding interaction with the rest of the world.  known as inward-oriented policies
· Most economists today believe that poor countries are better off with outward-oriented policies that integrate these countries into the world economy. 
· Trade is a type of technology in some ways. When a country exports wheat and imports steel, they benefit the same way as if it had invented the technology itself. 
· A country that eliminates trade restrictions will therefore experience the same kind of economic growth that would occur after a major technological advance. 
· The adverse impact of inward-oriented policies is clear when looking at the small size of many LDCs. EX: total GDP of Argentina, is about that of Toronto. Without being able to take advantage of the gains from trade (if they were prevented from trading outside of their walls0, then they would need to produce all the goods it consumes. Living standards would fall because they would have to produce all their capital goods. 

Research and Development: 
· Large reason living standards are higher today is because of research and development and the advancement of technological knowledge.  
· Although most technological advancement comes from private research by firms and individual inventors, there is also a public interest in promoting these efforts. Therefore, to a large extent KNOWLEDGE IS A PUBLIC GOOD. 
· A very important way that government policy encourage research is through the patent system when a person or firm invents a new product, the inventor can apply or a patent. 
· The patent gives the inventor a property right over his invention, turning his idea from a public good to a private god. 


Productivity slowdowns and speedups: 

· Rate of productivity growth is not at all steady and reliable. 
· As measured by the real output per worker, productivity in Canada grew at a rate of 1.8 percent per year from 1966-1973.  From 1974-1982, productivity slowed, growing by only 0.5 percent per year, before speeding up to 1.6 percent per year between 1983-88. In 2001-2009 Canada experienced another slowdown, during which productivity growth averaged only 0.2 percent per year. 
· Productivity is reflected in real wages and family incomes. When productivity growth slowed, workers received smaller inflation-adjusted raises, and many people experienced a general sense of economic anxiety. 
· Even a small change in productivity growth has a large effect. 
· Causes in productivity changes are more elusive. Sometimes associated with technology shocks brought about by sharp increases in energy prices. 
· Another explanation  result of shock to input prices. 

Population Growth: 
· Debate over how population affects a society. 
· A large population means more workers to produce goods and services. 
· The large population of China is one reason why they are such an important player in the world economy.  
· At the same time, a large population also means more consumption of those goods and services. So while a large population means larger total output, it also doesn’t mean a higher standard of living for a typical citizen. 
· Although rapid population growth is not the main reason why LDCs are poor, some analyst believe that reducing the rate of population would help these countries increase their standards of living. In some countries this goal has been accomplished. 

**review last pages 	159-160
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