Lecture 2:
Macroeconomic Variables

{GDP & GNP, Real GDP, Nominal GDP, Price Indices, Potential GDP, Income Variables, Inflation, Unemployment Rate, Money}

Macroeconomic Variables

5
Overview


1.
National Income Accounts



i.
Product Variables: GDP, GNP, Potential GDP



ii.
Income Variable: National Income, Disposable Income


2.
Unemployment & Inflatino


3.
Money
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Product Variables: GDP vs. GNP

1.
GDP is a measure of currently produced final goods and services evaluated at market prices.


i.
Currently produced: flow of output per unit time (i.e. per quarter); includes only output produced in given interval.


ii.
Final Goods and Services: intermediate goods are not counted.  In addition to goods sold to consumers, two types of goods used in the production process are counted: capital goods (business plant and equipment) and inventory investment (net change in inventories of final goods awaiting sale or of materials used in the production process).


iii.
Evaluated at Market Prices:  GDP measures the quantity of final goods and services according to their market values. Thus, nonmarket activities are excluded (non-paid domestic, black market activity). 

2.
Real vs. Nominal GDP

i.
Since GDP is calculated according to market prices, the same physical amount can correspond to a different level of GDP if the average price level changed.


ii.
Nominal GDP: GDP calculated with current market prices; changes if prices or physical production change


iii.
Real GDP: GDP calculated with constant prices; changes only if physical production changes.  This is what is related to the level of employment.


iv.
A price index is a measure of the movement in general prices overtime.  One such index is the GDP deflator = nGDP/rGDP,

3.
Components of GDP


i.
Consumption: the household sector’s demand for output for current use ( consumer durable goods (autos, tvs); consumer nondurable goods (foods, drinks, clothes); and consumer services (medical, haircuts)


ii.
Investment: business sector  purchases and residential construction ( business fixed investment (capital goods); residential construction; inventory investment


iii.
Government Purchases: goods and services going to the federal government and state and local governments.  This does not include government transfer payments and government interest payments.


iv.
Net Exports: exports minus imports. Or currently produced goods and services sold to foreigners minus domestic buyers purchases of goods and services produced abroad.  Imports are included in C, I, and G, and thus, must be subtracted.

4.
U.S. Data (table 2.1)


i.
C largest component


ii.
I extremely volatile


iii.
G as portion of GDP rose during war, then dropped, but not down to prewar proportion.


iv.
NX grows extremely negative after 1970

5.
Potential GDP: is the level of real GDP that the economy could produce at high rates of resource utilization (i.e. full employment).

i.
Fluctuations of actual GDP from potential GDP and the associated variations in other macroeconomic aggregates is the much of the subject matter that we will discuss.

6.
GNP differs from GDP in the treatment of international transactions.


i.
GNP includes earnings from production of US corporations and US residents abroad and GDP does not.


ii.
GDP includes earnings from production of foreign owned firms in the US and GNP does not.


iii.
GNP = GDP + foreign earnings of US residents and firms – US earnings of foreign residents and firms
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 Income: National, Personal and Disposable

1.
National Income is sum of earnings by all factors of production (land, labor, & capital) of a nation coming from current production.


i.
GNP is measure of sales revenue from all current production by a nation.

ii.
In addition to going towards factor incomes, depreciated capital and indirect taxes are charges against GNP.


ii.
Net National Product = GNP – Depreciation

iii.
National Income (Y) = NNP – Sales Tax – Excise Tax 
2.
Personal Income is the measure of income that is received by persons from all sources (not just current production).


i.
Personal Income (YP)= Y – Corporate Profits Not Paid as Dividends (such as: corporate tax pymnts, retained earnings, and valuation adjustments due to inflation) – Payroll Taxes + Transfer Pymnts + Personal Interest Income (pymnts from gov’t, but not corporations since that is part of factor service pymnts).

3.
Disposable Income is the income at the disposal of consumers


i.
Disposable Income (YD ) = YP – Personal Tax Payments
4.
Simplifications and National Income Identities for use in macroeconomic models in this class


i.
Omit foreign sector ( GNP = GDP (will add NX back in later)


ii.
Discrepancies between Y and GNP (depreciation, indirect taxes) ignored ( Y = GNP = GDP

iii.
Thus, since depreciation ignored ( GDP = GNP = NNP 


iv.
Assume all corporate profits paid as dividends (households pay all tax and no retained earnings) ( Y=YP and YD = Y – T = GDP – T (where T is net taxes).


v.
Recall GDP is C plus I plus G; thus we have the identity:



Y = C + Ir +G, where the r indicates realized, rather than desired, investment spending.


vi.
YD = Y – T = C + S, ( Y = C + S + T ( C + Ir + G = C + S + T, which states, expenditures on GDP must be equal to dispositions of national income by definition.
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Price Indices: CPI, and PPI


1.
CPI & PPI vs. GDP Deflator

2.
CPI: measures the retail prices of a fixed consumption bundle

i.
Consumption bundle (thousands of goods and services used)


ii.
Consider years 1, 2, and 3.  Let year 2 be the base year.  

CPIi = 100 * [BUNDLEcosti / BUNDLEcost2]


iii.
Note CPI2 = 100,

3.
PPI: measures the wholesale price of approximately 3,000 items

i.
whereas CPI captures only finished market goods, the PPI includes raw materials and semifinshed goods, thus, the PPI can signal future movements in the CPI.

4.
Converting to Real Values


i.
Suppose we are interested in changes in physical production for three different years; say, year 1, 2, and 3.


ii.
Still using year 2 as the base year we can calculate the Real GDP of each year in year 2 dollars.  rGDPi = nGDPi / PIi


10
Unemployment and Inflation
1.
The inflation rate is computed as the percentage rate of change in a price index over a given period. = [(PIlater - PIearlier) / PIearlier]*100
i.
if PI rises, was inflation, if PI down was deflation, and if PI up, but up by less than previous time, was disinflation.

ii.
(figure 1.3)

2.
Unemployment Rate: the number of unemployed persons expressed as a percentage of the labor force.  = Upersons/LF
3.
Unemployment and Inflation (figure 1.4)


i.
through 1960s negative relationship between inflation and unemployment rate


ii.
1970s, inflation and unemployment both rise sharply, while negative relationship returns in 1980s


iii.
Late 1990s, inflation and unemployment both down. Fig 1.4

5
Money

1.
Def:

i.
Money is whatever is accepted as payment in exchange for goods and services.


ii.
That is, what people are able to use settle obligations.


iii.
In addition, money is a store of value and is used as a unit of account

2.
Measurement: Currency in circulation and checkable deposits

