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Macroeconomics.- The study of economy-wide phenomena, including inflation, unemployment and economic growth.

The economy’s income and expenditures:

Gross Domestic Product can measure two things:

(i) total income of everyone in the economy 

(ii)  the total expenditure on the economy’s output of goods and services

Economy as a whole expenditures, income=expenditures

So GDP can be calculated in one of two ways:

(1) adding up the total expenditures by households

(2) adding up the total income(wages, rent and profit) paid by firms.

The measurement of Gross Domestic Product(GDP)

Gross Domestic Product= the market value of all final goods and services produced within a country in a given period of time.

GDP is the market value…

Adds together many different kinds of products into a single measure of the value of economic activity. It uses market prices. If the price of one product is twice the price of another, than the latter contributes twice as much to GDP as does the other.

…Of All…

Tries to be comprehensive. It includes all items produced in the economy and sold legally in markets.

However, GDP excludes some products because measuring them is so difficult. Most items that are produced illicitly are excluded(i.e. illegal drugs). It also excludes most items that are produced and consumed at home(i.e. cooking, cleaning in a home that is done by the family) and therefore never enter the marketplace.

…Final…
Includes only the value of final goods. Since the value of intermediate goods is already included in the prices of the final goods (i.e. wheat in the production of bread would be considered an intermediate good while the bread is considered a final good).  Double counting is incorrect. An exception to this principle arises when an intermediate good is produced and, rather then being used or sold,  is added to a firm’s inventory of goods to be used or sold at a later date. In this case, the intermediate good is taken to be “final” for the moment, and its value as inventory investment is added to GDP. When the inventory of the intermediate good is later used or sold, the firm’s inventory investment is negative, and GDP for the later period is reduced accordingly.

…Goods and Services…
Includes both tangible goods(food, clothing,cars) and intangible services(haircuts, housecleaning, doctor visits)

…Produced…

Includes goods and services currently produced. It does not include transactions involving items produced in the past. (i.e. General Motors produces and sells a new car, the value of the car is included in GDP. When one person sells a used car to another person, the value of the used car is not included in GDP.

…Within a Country…

Measures the value of production within the geographic confines of a country, regardless of the nationality of the producer.

… In a Given Period of Time…
GDP measures the value of production that takes place within a specific interval of time. (i.e. a year a quarter). GDP measures the economy’s flow of income and expenditure during that interval.

Components of GDP
To understand how the economy is using its scarce resources, economists are often interested in studying the composition of GDP among various types of spending.

Y(GDP)=C(consumption)+I(Income)+G(Government Expenditures)+NX(Net Exports)

Y=C+I+G+NX  (identity)

Consumption(C)

Is spending on goods and services with the exception of new housing. (i.e. goods durable and nondurable goods, services intangible and education) 

Investment(I)

Spending on capital equipment, inventories, and structures, including household purchases of new housing(instead of being considered as consumption). The treatment of inventory accumulations is noteworthy. Inventory is treated as part of investment spending.

Government Expenditures(G)

Spending on goods and services by local, state, and federal governments.(i.e. salaries of government workers and spending on public works). Transfer payments are not counted as part of government purchases(i.e. social security benefits)

Net Exports(NX)

Spending on domestically produced goods by foreigners(exports) minus spending on foreign goods by domestic residents(imports). The “net” 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.

(i.e. A household buys a $30,000 car from Volvo. That transaction increases consumption by $30,000 because car purchases are part of consumer spending. It also reduces net exports by $30,000 because the car is an import. So when a domestic household, firm, or government buys a good or service from abroad, the purchase reduces net exports-but because it also raises consumption, investment, or government purchases, it does not affect GDP.
Real vs. Nominal GDP

If total spending rises from one year to the next, one of the two things must be true:

(1) the economy is producing a larger output of goods and services

(2) goods and services are being sold at higher prices.

Looking for a measurement of the total quantity of goods and services the economy is producing that is not affected by changes in the prices of those goods and services.

GDP Deflator = A measure of the price level calculated as the ratio of nominal GDP to real GDP times 100

GDP deflator= Nominal GDP   X  100
                         Real GDP
It measures the current level of prices relative to the level of prices in the base year.

Because nominal GDP and real GDP must be the same in the base year, the GDP for the base year always equal 100.
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