Economics 101 Vocabulary and Concepts Chapter 5-7

Fall 2010
Know the meaning of the following words as used in Economics

Aggregation

Nominal: as in nominal GDP, nominal interest rate, or nominal wages

Real: such as real GDP, real interest rates, or real wages

Stagflation 1973-1980

GDP and its components by the expenditure approach and the income approach

Disposable income and how it is calculated in our models and in the actual national income accounting process (where we also adjust for depreciation and retained earnings of            C-corporations. 

The basic principle of business behavior 

a. If actual investment Ia > desired investment, then orders and out put go down.

b. If actual investment Ia < desired investment, then orders and out put go up.

c. If actual investment Ia = desired investment, then orders and out put are unchanged.

Principal issues of macroeconomic policy

Inflation equals a general rise in prices as measured by a price index which is usually  weighted by quantities in a base year where the quantities determine the relative influence of a price’s impact on the overall index.  

Recession and unemployment.  A recession is a period of time when the production falls for at least 2 quarters and where people (usually) loose their jobs.  

Economic growth: total economic growth measures output without any relationship to the population.   Per capital economic growth  adjusts total economic growth for the changes in population over the same period of time. 

Measuring growth rates:  The change in a variable between two time periods divided by the value of the variable in the base year period.  Thus ΔV=(Vt  – V0) .  (ΔV/V0) x 100 = growth rate.

GDP is the sum of the money value of all final goods and services produced in the domestic economy during the year and sold on organized markets at current market prices (with some exceptions, e.g. government goods and services).

Nominal GDP: GDP in current prices. What is the problem of measuring economic growth in terms of nominal GDP?  

Real GDP: Equals GDP in constant dollars or GDP corrected for inflation.

What is counted in GDP?


Final goods and services are those that are purchased by their ultimate users which include consumers, investment by producers, government spending on goods and services, and exports.  


GDP stands for gross domestic product, which refers to production within the boundaries of the United States.  


Questions? Do the products produced by a foreign owned company whose factory is located in the United States and whose products are sold US consumers or are exported abroad get counted in GDP?

What will happen to GDP if American automakers shift the production of automobile parts back from Canada to the US because of the decline in the US dollar against the Canadian dollar “loonie”?

What is excluded from GDP?  

1. Intermediate goods: Grain sold to the miller who produces flour, which is sold to the baker.  But if some of the flour were sold to supermarkets and in turn sold to consumers, it would be included as a consumption good in GDP.

2. Illegal activities. Crack, heroin.   Ironically, what is illegal in New York (e.g. gambling of certain types) is legal in other states.

3. Excluded also: work within the household such as housework and do-it-yourself repairs, gardening, taking care of children, etc. (~44% of measured GDP)

4. Leisure time.

What GDP is not!!!  GDP is not a measure of a nation’s economic well-being.

.GDP is not good for international comparisons. What problems arise when comparing the GDP per capita in the United States with the GDP in Mexico or Africa?  Hint: marketization.

GDP does not count “the underground economy” which maybe legitimate economic activities often on markets but are not “reported” because of tax laws or by barter.   

GDP places no value on leisure so it has failed to capture the increasing eisure time that many workers in the industrialized world have enjoyed over the past 100 years.  

GDP places no value on improved environmental quality, which has definitely improved in much of the US because of air, water, and pollution laws.  Inadvertently the cost of meeting these environmental standards raised the cost and prices of goods so that when calculating real GDP with a price deflator, we may have overcorrected nominal GDP.  This gives us a lower growth rate of real goods and services.  Thus environmental quality improvements is not reflected in GDP and may in fact  result in the understatement of the growth of real output.

GDP counts “bads” as well as goods that contribute positively to our welfare, e.g. prisons, rebuilding after natural disasters, or acts of terrorists, the cost of keeping a large standing army.

GDP does not count the ecological costs or external costs, especially pollution, killing off of species and people.  Is China really growing as fast as stated if we deduct external costs.  External costs or ecological costs are not netted out of GDP.

GDP does not include capital gains, 
GDP does not include the proceeds from the sale of used goods, e.g. a used car, an old house, an old painting or an antique “except for the commissions paid for providing the services of the sale”.  

Unemployment.  There are three main causes of unemployment.


Frictional unemployment: people switching jobs.


Structural unemployment: the labor, or skills, or location of workers does not match the labor, skills, or locations required by the employers (can be combated by retraining or relocation programs). 


Cyclical unemployment: resulting from a aggregate demand for output being less than potential output which would employ temporarily laid off workers.  

Cost of unemployment. 


Permanently lost output of goods and services that could have been produced at full employment.  


Human costs of unemployment.  Real drop in family economic welfare, hunger, lack of insurance, poor medical care, and psychological costs of people feeling of self-worth if they can not find a job and to people who feel that they can not take care of their families.  

Counting Unemployment. Everyone who currently has a job including part time workers are considered employed though some of them may be underemployed.  


The US method of counting unemployment.  Based on a survey people are asked: if they are working, are temporarily laid off (unemployed), or have actively sought work in the previous 4 weeks (unemployed). 


Question: how do you distinguish from people who are not working because they are not getting “a good enough wage”? 

Real Wages Know how to calculate real wages (adjusted for changes in the price level and what has happened to real wages from 1950 to 2004, see page 118).  

