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chapter seven

measuring domestic output, national income,
and the price level

CHAPTER OVERVIEW

News headlines frequently report the status of the nation’s economic conditions, but to many citizens the information is confusing or incomprehensible.  This chapter acquaints students with the basic language of macroeconomics and national income accounting.  GDP is defined and explained.  Then, the differences between the expenditure and income approaches to determining GDP are discussed and analyzed in terms of their component parts.  The income and expenditure approaches are developed gradually from the basic expenditure‑income identity, through tables and figures.

The importance of investment is given considerable emphasis, including the nature of investment, the distinction between gross and net investment, the role of inventory changes, and the impact of net investment on economic growth.  On the income side, nonincome charges—depreciation and indirect business taxes—are covered in detail because these usually give students the most trouble.

Other measures of economic activity are defined and discussed, with special emphasis on price indexes.  The purpose and procedure of deflating and inflating nominal GDP are carefully explained and illustrated.  Finally, the shortcomings of current GDP measurement techniques are examined.  Global comparisons are made with respect to size of national GDP and size of the underground economy.

The Last Word looks at the sources of data for the GDP accounts.

WHAT’S NEW

The chapter is updated and slightly revised from the 14th edition.  The last sections on GDP as a measure of well-being and the underground economy have been shortened and consolidated.  Finally, a new Last Word on GDP data sources replaces the previous editions discussion of the consumer price index.

INSTRUCTIONAL OBJECTIVES

After completing this chapter, students should be able to:

1.     State the purposes of national income accounting.

2.     List the components of GDP in the output (expenditures) approach and in the income approach.

3.     Compute GDP using either the expenditure or income approach when given national income data.

4.     Differentiate between gross and net investment.

5.     Explain why changes in inventories are investments.

6.     Discuss the relationship between net investment and economic growth.

7.     Compute NDP, NI, PI, and DI when given relevant data.

8.     Describe the system represented by the circular flow in this chapter when given a copy of the diagram.

9.     Calculate a GDP price index using simple hypothetical data.

10.     Find real GDP by adjusting nominal GDP with use of a price index.

11.     List eight shortcomings of GDP as an index of social welfare.

12.     Explain what is meant by the underground economy and state its approximate size in the U.S. and how that compares to other nations.

13.     Give an estimate of actual 1999 (or later) U.S. GDP in trillions of dollars and be able to rank U.S. relative to a few other countries.

14.     Define and identify terms and concepts listed at the end of the chapter.

COMMENTS AND TEACHING SUGGESTIONS

1.     National income accounts are detailed and can be very time-consuming for students.  Some instructors choose to treat them selectively.  For example, focus only on expenditures approach to GDP.  Decide what priorities are most important and plan accordingly.

2.     Encourage students to look for news items on Chapter 7 concepts.  Students could be asked to keep a weekly journal summarizing reports or follow a particular measure like unemployment.

Political cartoons are often about macroeconomic issues.  Keeping a collection of them and asking students to contribute enlivens the classroom and builds understanding.

3.     Use of circular flow diagrams in this section may be helpful.  The national income accounts are built on the identity of income and output.  Once a good is produced it generates a like amount of income; this is clearly demonstrated in the sum of the transactions in the product and resource markets.

4.     Discuss the difference between “stock” concepts and “flows.”  The national accounts are measured over a period of time, so GDP and the related aggregates are all flow concepts.  A “stock” is a measure of a variable at a point in time.  Consider these pairs of terms:  income and wealth; saving and savings; deficit and debt.  Contrast the income statement of a firm with the firm’s balance sheet.

5.     For discussion:  Why is a hurricane or an earthquake good for the economy?  How does a divorce add to GDP?  How can the depletion of a natural resource add to GDP?

6.     Ask students how they think a researcher might get information about the size of the underground economy.  Obviously a drug dealer is not going to include sales information on his 1040 tax return.  Discuss how the presence of the underground economy might influence tax structure and policies.

7.     Have the students construct a market basket of goods that reflects their own typical purchases.  Price the items early in the semester and again near the end of the class.  What was the value of their CPI?  Was it difficult to define the items, so as to insure a constant market basket of goods?  How did the composition of their market basket compare to others in the class or to the current contents of the official market basket of goods?

STUDENT STUMBLING BLOCK

There is a lot of memorization required to learn the various measures used in the national accounts.  In the interest of time, you might choose to have your students focus on the expenditures approach to calculating GDP.  It will prove to be the most useful in understanding the analysis in subsequent chapters which use C + I + G + Xn formulation frequently.

Special Problems:  Investment is a word that all of the students in the class think they understand.  The meaning of the term in ordinary conversation interferes with their ability to acquire a new definition and use that new definition consistently.

Changes in business inventory is an entry that represents the difference between what has been produced and what is sold.  Although this entry is very small compared to total GDP, it is one of the most important indicators of future business activity.  It has an important role in the income determination models presented later in the text.

Many of the exclusions from the GDP accounts involve financial transactions that transfer the ownership of existing assets.  The sale of stock in a corporation is a transfer of part ownership of existing assets.  New stock issues only dilute the share of ownership and are excluded as well.  The sale of corporate bonds also represents a purely financial transaction.  Corporations that are seeking to expand use the proceeds of these sales to purchase capital equipment or engage in new construction, and this is included in GDP.  To also include the purchase of the securities would be an example of double counting.

Remind the students that entries beginning with the word net could be negative and have been in the case of net exports for many years in U.S.

LECTURE NOTES

I.
Assessing the Economy’s Performance

A.
National income accounting measures the economy’s performance by measuring the flows of income and expenditures over a period of time.

B.
National income accounts serve a similar purpose for the economy, as do income statements for business firms.

C.
Consistent definition of terms and measurement techniques allows us to use the national accounts in comparing conditions over time and across countries.

D.
The national income accounts provide a basis for of appropriate public policies to improve economic performance.

II.
Gross Domestic Product

A.
GDP is the monetary measure of the total market value of all final goods and services produced within a country in one year.

1.
Money valuation allows the summing of apples and oranges; money acts as the common denominator.

2.
GDP includes only final products and services; it avoids double or multiple counting, by eliminating any intermediate goods used in production of these final goods or services.

3.
GDP is the value of what has been produced in the economy over the year, not what was actually sold.

B.
GDP Excludes Nonproduction Transactions

1.
GDP is designed to measure what is produced or created over the current time period.  Existing assets or property that sold or transferred, including used items, are not counted.

2.
Purely financial transactions are excluded.

a.
Public transfer payments, like social security or cash welfare benefits.

b.
Private transfer payments, like student allowances or alimony payments.

c.
The sale of stocks and bonds represent a transfer of existing assets.  (However, the brokers’ fees are included for services rendered.)

3.
Secondhand sales are excluded, they do not represent current output.

C. Two Ways to Look at GDP:  Spending and Income.

1.
What is spent on a product is income to those who helped to produce and sell it.

2.
This is an important identity and the foundation of the national accounting process.

D.
Expenditures Approach  (See Figure 7.1 and Table 7.3)

1.
GDP is divided into the categories of buyers in the market; household consumers, businesses, government, and foreign buyers.

2.
Personal Consumption Expenditures—(C)—includes durable goods, nondurable goods and services.

3.
Gross Private Domestic Investment—(Ig)

a.
All final purchases of machinery, equipment, and tools by businesses.

b.
All construction (including residential).

c.
Changes in business inventory.

i.
If total output exceeds current sales, inventories build up.

ii.
If businesses are able to sell more than they currently produce, this entry will be a negative number.

d.
Net Private Domestic Investment—(In).

i.
Each year as current output is being produced, existing capital equipment is wearing out and buildings are deteriorating; this is called depreciation or capital consumption allowance.

ii.
Gross Investment minus depreciation (capital consumption allowance) is called net investment.

iii.
If more new structures and capital equipment are produced in a given year than are used up, the productive capacity of the economy will expand.

iv.
When gross investment and depreciation are equal, a nation’s productive capacity is static.

v.
When gross investment is less than depreciation, an economy’s production capacity declines.

4.
Government Purchases (of consumption goods and capital goods) – (G)

a.
Includes spending by all levels of government (federal, state and local).

b.
Includes all direct purchases of resources (labor in particular).

c.
This entry excludes transfer payments since these outlays do not reflect current production.

5.
Net Exports—(Xn)

a.
All spending on goods produced in the U.S. must be included in GDP, whether the purchase is made here or abroad.

b.
Often goods purchased  and measured in the U.S. are produced elsewhere (Imports).

c.
Therefore, net exports, (Xn) is the difference:  (exports minus imports) and can be either a positive or negative number depending on which is the larger amount.

6.
Summary:  GDP = C + Ig + G + Xn
E.
Income Approach to GDP  (See Table 7.3):  Demonstrates how the expenditures on final products are allocated to resource suppliers.

1. Compensation of employees includes wages, salaries, fringe benefits, salary and supplements, and payments made on behalf of workers like social security and other health and pension plans.

2. Rents:  payments for supplying property resources (adjusted for depreciation it is net rent).

3. Interest:  payments from private business to suppliers of money capital.

4.
Proprietors’ income:  income of incorporated businesses, sole proprietorships, partnerships, and cooperatives.

5.
Corporate profits:  After corporate income taxes are paid to government, dividends are distributed to the shareholders, and the remainder is left as undistributed corporate profits.
6.
The sum of the above entries equals national income:  all income earned by American supplied resources, whether here or abroad.

7.
Adjustments required to balance both sides of the account.

a.
Indirect business taxes:  general sales taxes, excise taxes, business property taxes, license fees and customs duties (the seller treats these taxes as a cost of production).

b.
Depreciation Consumption of Fixed Capital:  The firm also regards the decline of its capital stock as a cost of production.  The capital consumption allowance is set aside to replace the machinery and equipment used up.  In addition to the depreciation of private capital, public capital (government buildings, port facilities, etc.), must be included in this entry.

c.
Net foreign factor income:  National income measures the income of Americans both here and abroad.  GDP measures the output of the geographical U.S. regardless of the nationality of the contributors.  To make this final adjustment, the income of foreign nationals must be added and American income earned abroad must be subtracted.  Sometimes this entry is a negative number.

III.
Other National Accounts (see Table 7.4)

A.
Net domestic product (NDP) is equal to GDP minus depreciation allowance (consumption of fixed capital).

B.
National income (NI) is income earned by American‑owned resources here or abroad.  Adjust NDP by subtracting indirect business taxes and adding net American income earned abroad.  (Note:  This may be a negative number if foreigners earned more in U.S. than American resources earned abroad.)

C.
Personal income (PI) is income received by households.  To calculate, take NI minus payroll taxes (social security contributions), minus corporate profits taxes, minus undistributed corporate profits, and add transfer payments.

D.
Disposable income (DI) is personal income less personal taxes.

IV.
Circular Flow Revisited (see Figure 7.3)

A.
Compare to the simpler model presented in earlier chapters.  Now both government and foreign trade sectors are added.

B.
Note that the inside covers of the text contain a useful historical summary of national income accounts and related statistics.

V.
Nominal Versus Real GDP

A.
Nominal GDP is the market value of all final goods and services produced in a year.

1.
GDP is a (P  Q) figure including every item produced in the economy.  Money is the common denominator that allows us to sum the total output.

2.
To measure changes in the quantity of output, we need a yardstick that stays the same size.  To make comparisons of length, a yard must remain 36 inches.  To make comparisons of real output, a dollar must keep the same purchasing power.

3.
Nominal GDP is calculated using the current prices prevailing when the output was produced but real GDP is a figure that has been adjusted for price level changes.

B.
The adjustment process in a one-good economy (Table 7.5).  Valid comparisons can not be made with nominal GDP alone, since both prices and quantities are subject to change.  Some method to separate the two effects must be devised.

1.
One method is to first determine a price index, (see equation 1) and then adjust the nominal GDP figures by dividing by the price index (in hundredths) (see equation 1).

2.
An alternative method is to gather separate data on the quantity of physical output and determine what it would sell for in the base year.  The result is Real GDP.  The price index is implied in the ratio:  Nominal GDP/Real GDP.  Multiply by 100 to put it in standard index form (see equation 3).

C.
Real World Considerations and Data

1.
The actual GDP price index in the U.S. is called the chain-type annual weights price index, and is more complex than can be illustrated here.

2.
Once nominal GDP and the GDP price index are established, the relationship between them and real GDP is clear (see Table 7.7).

3.
The base year price index is always 100, since Nominal GDP and Real GDP use the same prices.  Because the long-term trend has been for prices to rise, adjusting Nominal GDP to Real GDP involves inflating the lower prices before the base year and deflating the higher prices after the base year.

4.
Real GDP values allow more direct comparison of physical output from one year to the next, because a “constant dollar” measuring device has been used.  (The purchase power of the dollar has been standardized at the base year level.)

VI.
The Consumer Price Index (CPI)

A.
Characteristics of the CPI

1.
The CPI is designed to measure the changes in the cost of a constant standard of living for a typical urban consumer.  This fixed weight approach means that the items in the market basket remain the same.

2. The market basket of goods is changed about every 10 years.  The present composition was determined from a survey of urban consumers in the 1993-1995 period and contains about 300 goods and services purchased by the typical urban consumer.


B.
The CPI differs from the GDP price index, which is broader and changes its market basket each year to reflect the current composition of output.

VII.
Shortcomings of GDP

A. GDP doesn’t measure some very useful output because it is unpaid (homemakers’ services, parental child care, volunteer efforts, home improvement projects).

B. GDP does not measure improvements in product quality or make allowances for increased leisure time.

C. GDP doesn’t measure improved living conditions as a result of more leisure.

D. GDP makes no value adjustments for changes in the composition of output or the distribution of income.

1.
Nominal GDP simply adds the dollar value of what is produced; it makes no difference if the product is a semi-automatic rifle or a jar of baby food.

2. Per capital GDP may give some hint as to the relative standard of living in the economy; but GDP figures do not provide information about how the income is distributed.

E. The Underground Economy

1. Illegal activities are not counted in GDP.

2. Legal economic activity may also be part of the “underground,” usually in an effort to avoid taxation.

F.
GDP and the environment.

1.
The harmful effects of pollution are not deducted from GDP (oil spills, increased incidence of cancer, destruction of habitat for wildlife, the loss of a clear unobstructed view).

2. GDP does include payments made for cleaning up the oil spills, and the cost of health care for the cancer victim.

G.
Per Capita GDP (GDP per person) is a better measure of standard of living than total GDP.

H. Noneconomic Sources of Well-Being like courtesy, crime reduction, etc., are not covered in GDP.

VIII. LAST WORD:  Feeding the GDP Accounts

A. GDP is compiled by the Bureau of Economic Analysis (BEA) in U.S. Commerce Department.  Where does it get its data?  Explanation follows.

B. Consumption data comes from:

1. Census Bureau’s “Retain Trade Survey” from sample of 22,000 firms.

2. Census Bureau’s “Survey of Manufacturers,” which gets information on consumer goods shipments from 50,000 firms.

3. Census Bureau’s “Service Survey” of 30,000 service businesses.

4. Industry trade sources like auto and aircraft sales.

C. Investment data comes from:

1. All the consumption sources listed above.

2. Census construction surveys.

D. Government purchase data is obtained from:

1. U.S. Office of Personnel Management, which collects data on wages and benefits.

2. Census construction surveys of public projects.

3. Census Bureau’s “Survey of Government Finance.”

E. Net export information comes from:

1. U.S. Customs Service data on exports and imports.

2. BEA surveys on service exports and imports.

chapter eight

INTRODUCTION TO ECONOMIC GROWTH AND INSTABILITY

CHAPTER OVERVIEW

This chapter previews economic growth, the business cycle, unemployment, and inflation.  It sets the stage for the analytical presentation in later chapters.  

Economic growth is defined and the arithmetic and sources of economic growth are examined.  The record of growth in the U.S. is viewed from several perspectives including an international comparison in Global Perspective.  The business cycle is introduced in historical perspective and is presented in stylized form (Figure 8‑1).  While hinting at various business cycle theories, the authors stress the general belief that changes in aggregate spending, especially durable goods and investment spending, are the immediate cause of economic instability.  Non-cyclical fluctuations are also treated briefly before the analysis of unemployment and inflation.  

In the section on unemployment, the various types of unemployment—frictional, structural, and cyclical—are described.  Then the problems involved in measuring unemployment and in defining the full‑employment unemployment rate are considered.  The economic and non-economic costs of unemployment are presented, and finally, Global Perspective 8-2 gives an international comparison of unemployment rates.

Inflation is accorded a rather detailed treatment from both a cause and an effect perspective.  International comparisons of inflation rates in the post-1983 period are given in Global Perspective 8-3.  Demand‑pull and cost‑push inflation are described.  Considerable emphasis is placed on the fact that the redistributive effects of inflation will differ, depending on whether inflation is anticipated or unanticipated.  The chapter ends with historical cases of extreme inflation to remind students that inflationary fears have some basis in fact.

WHAT’S NEW

This chapter has a new title, which includes an introduction to economic growth as well as macroeconomic instability.  Chapter 17 now examines the analytical aspects of growth.

Many sections have been revised and abridged, with Figures 8-1 and 8-3 from the 14th edition now deleted.  All of the discussion on unemployment is now in the unemployment section, which has also been updated.  A new Figure 8-4 shows inflation rates over the years rather than tracing out CPI.  Sections on the effects of inflation have been reorganized and revised.

The Last Word on the stock market and macroeconomic instability has been updated.  

INSTRUCTIONAL OBJECTIVES

After completing this chapter, students should be able to:

1. Define two measures of economic growth.

2. Explain why growth is a desirable goal.

3. Identify two main sources of growth.

4. Explain the “rule of 70.”

5. Give average long-term growth rates for U.S. and qualifications of raw data.

6. Summarize Global Perspective 8-1.

7. Explain what is meant by a business cycle.

8. Describe the four phases of an idealized business cycle.

9. Identify two types of non-cyclical fluctuations in business activity.

10. Describe how innovation and/or random events might cause business cycles.  

11. Explain why business cycles affect capital and consumer durable goods industries more than non-durable goods industries.

12. State causes of frictional, cyclical, and structural unemployment.

13. Identify the full employment or natural rate of unemployment.

14. Describe how unemployment is measured by the Bureau of Labor Statistics (BLS).

15. Evaluate strengths and limitations of BLS unemployment statistics.

16. Identify the economic costs of unemployment and the groups that bear unusually heavy unemployment burdens.

17. Define inflation and list two types of inflation.

18. Describe the predicted outcome of increased total demand on employment and inflation in ranges 1, 2, and 3 when presented with the diagram.

19. List three groups who are hurt and two groups who may benefit from unanticipated inflation.

20. Present three possible effects of inflation on output and employment.

21. Compare U.S. inflation and unemployment rates to one or more industrialized nations.

22. Define and identify terms and concepts at the end of the chapter.

COMMENTS AND TEACHING SUGGESTIONS

1.     Most students have a vague idea of what is meant by unemployment or inflation.  Nor have they considered how these problems impact the economy or themselves.

2.     It makes this chapter more relevant to have students find the latest data on these measures.  See Web-based questions at end of chapter or an Internet source such as www.dismal.com.

3.     Table 8‑3 can be used to discuss the definition of unemployment and its limitations.  Current data to update the table can be found in the Monthly Labor Review, Employment and Earnings, Economic Indicators, or see Web-based question 16.  Make it clear that a portion of each unemployment statistic is due to frictional and structural unemployment, which are found even in a “full employment” economy.  Frictional unemployment indicates a healthy economy with labor mobility.  Structural unemployment is viewed as serious, but not responsive to economic policies alone.

4.     Have students consider the losses from unemployment.  Perhaps they could write a feature article on losses due to GDP gap, higher inflation, or the social and personal losses incurred by those unemployed.

5.     Try Web Exercise 17 for latest inflation data. While we have been concerned with inflation since World War II, it is interesting to note that past economists have been as concerned about deflation.  A good topic is to ask students how deflation can be a problem.  Presently it is in Japan.

6.     The Wall Street Journal is a good source of information on the most current economic situation. They have a “Newspaper‑in‑Education” program which provides various teaching aids, in addition to favorable subscription rates for students.  Call 1-800-JOURNAL contact their website for more information.  Among their aids is a stylized Wall Street Journal Education edition, which gives information on dates on which important economic statistics are announced each month or each quarter.  Your local newspaper and other business periodicals may have similar education programs.

7.     Unemployment and inflation have a human face.  A dramatic reading of quotes from a book such as Studs Terkel’s Hard Times can be used to bring statistics to life.  You or your students may be acquainted with individuals who lived through the depression years or who have suffered from periods of unemployment.  Inviting them to discuss the impact of these experiences also helps to make this material more interesting for students.

STUDENT STUMBLING BLOCKS

1.     This chapter includes lots of descriptive detail.  Help your students sort out the forest from the trees—be clear about what you expect them to know from this chapter.

2.     Struggling students often have difficulty because they lack very basic math skills.  Sometimes, they simply have not used fractions, percentages or decimals lately.  Do not take it for granted that college students will be prepared for the simple calculations in this chapter.  One skill that is frequently missing is the ability to make reasonable estimates of a correct answer (a ball park guess) without actually crunching the numbers.  Give students practice with simple questions first – for example, GDP loss when the unemployment rate is 1% above the natural rate (applying Okun’s Law).  Then demonstrate the gap for every 1% beyond that.

3.     In anticipation of future chapters, the sections on demand-pull and cost-push inflation will be helpful.  Emphasize the analysis of Figure 8-6.  It also helps to reinforce Chapter 7’s distinction between nominal and real GDP.

LECTURE NOTES

I. Introduction:  This chapter provides an introductory look at trends of real GDP growth and the macroeconomic problems of the business cycle, unemployment and inflation.

II. Economic Growth-how to increase the economy’s productive capacity over time.

A.
Two definitions of economics growth are given.

1.
The increase in real GDP, which occurs over a period of time.

2.
The increase in real GDP per capita, which occurs over time.  This definition is superior if comparison of living standards is desired.  For example, China’s GDP is $744 billion compared to Denmark’s $155 billion, but per capita GDP’s are $620 and $29,890 respectively.

B. Growth is an important economic goal because it means more material abundance and ability to meet the economizing problem.  Growth lessens the burden of scarcity.

C. The arithmetic of growth is impressive.  Using the “rule of 70,” a growth rate of 2 percent annually would take 35 years for GDP to double, but a growth rate of 4 percent annually would only take about 18 years for GDP to double.  (The “rule of 70” uses the absolute value of a rate of change, divides it into 70, and the result is the number of years it takes the underlying quantity to double.)

D.
Main sources of growth are increasing inputs or increasing productivity of existing inputs.

1. About one-third of U.S. growth comes from more inputs.

2. About two-thirds comes from increased productivity.

E.
Growth Record of the United States (Table 8-1) is impressive.


1.
Real GDP has increased more than sixfold since 1940, and real per capita GDP has risen almost fourfold.  (See columns 2 and 4, Table 8-1)


2.
Rate of growth record shows that real GDP has grown 3.1 percent per year since 1950 and real GDP per capita has grown about 2 percent per year.  But the arithmetic needs to be qualified.


a.
Growth doesn’t measure quality improvements.


b.
Growth doesn’t measure increased leisure time.


c.
Growth doesn’t take into account adverse effects on environment or human security.


d.
International comparisons are useful in evaluating U.S. performance.  For example, Japan grew more than twice as fast as U.S. until the 1990s when the U.S. far surpassed Japan. (see Global Perspective 8-1).

III. Overview of the Business Cycle

A.
Historical record:

1.
The United States’ impressive long‑run economic growth has been interrupted by periods of instability.

2.
Uneven growth has been the pattern, with inflation often accompanying rapid growth, and declines in employment and output during periods of recession and depression (see Figure 8‑1 and Table 8-2).

B.
Four phases of the business cycle are identified over a several‑year period.  (See Figure 8-1)

1.
A peak is when business activity reaches a temporary maximum with full employment and near-capacity output.

2.
A recession is a decline in total output, income, employment, and trade lasting six months or more.

3.
The trough is the bottom of the recession period.

4.
Recovery is when output and employment are expanding toward full‑employment level.

C.
There are several theories about causation.

1.
Major innovations may trigger new investment and/or consumption spending.

2.
Changes in productivity may be a related cause.

3.
Most agree that the level of aggregate spending is important, especially changes on capital goods and consumer durables.

D.
Cyclical fluctuations:  Durable goods output is more unstable than non-durables and services because spending on latter usually can not be postponed.

IV.
Unemployment (One Result of Economic Downturns)

A.
Types of unemployment:

1.
Frictional unemployment consists of those searching for jobs or waiting to take jobs soon; it is regarded as somewhat desirable, because it indicates that there is mobility as people change or seek jobs.

2.
Structural unemployment:  due to changes in the structure of demand for labor; e.g., when certain skills become obsolete or geographic distribution of jobs changes.

a.
Glass blowers were replaced by bottle-making machines.

b.
Oil-field workers were displaced when oil demand fell in 1980s.

c.
Airline mergers displaced many airline workers in 1980s.

d.
Foreign competition has led to downsizing in U.S. industry and loss of jobs.

e.
Military cutbacks have led to displacement of workers in military-related industries.

3.
Cyclical unemployment is caused by the recession phase of the business cycle, which is sometimes called deficient demand unemployment.

B.
Definition of “Full Employment”

1.
Full employment does not mean zero unemployment.

2.
The full‑employment unemployment rate is equal to the total frictional and structural unemployment.

3.
The full‑employment rate of unemployment is also referred to as the natural rate of unemployment.

4.
The natural rate is achieved when labor markets are in balance; the number of job seekers equals the number of job vacancies.  At this point the economy’s potential output is being achieved.  The natural rate of unemployment is not fixed, but depends on the demographic makeup of the labor force and the laws and customs of the nations.  The recent drop in the natural rate from 6% to 5.5% has occurred mainly because of the aging of the work force and increased competition in product and labor markets.

5.
The natural rate of unemployment is not fixed but depends on the demographic makeup of the labor force and the laws and customs of the nations.

6.
The recent drop in the natural rate of 6% to 5.5% has occurred mainly because of the aging of the work force and increased competition in product and labor markets.

C.
Measuring unemployment (see Figure 8-4 for 1994):

1.
The population is divided into three groups:  those under age 16 or institutionalized, those “not in labor force,” and the labor force that includes those age 16 and over who are willing and able to work.

2.
The unemployment rate is defined as the percentage of the labor force that is not employed.

3.
The unemployment rate is calculated by random survey of 60,000 households nationwide.

a.
Part‑time workers are counted as “employed.”

b.
“Discouraged workers” who want a job, but are not actively seeking one, are not counted as being in the labor force, so they are not part of unemployment statistic.

D.
Economic cost of unemployment:

1.
GDP gap and Okun’s Law:  GDP gap is the difference between potential and actual GDP.  (See Figure 8-5)  Economist Okun quantified relationship between unemployment and GDP as follows:  For every 1 percent of unemployment above the natural rate, a 2 percent GDP gap occurs.  This has become known as “Okun’s law.”

2.
Unequal burdens of unemployment exist.  (See Table 8-2)

a.
Rates are lower for white‑collar workers.

b.
Teenagers have the highest rates.

c.
Blacks have higher rates than whites.

d.
Rates for males and females are comparable, though females had a lower rate in 1992.

e.
Less educated workers, on average, have higher unemployment rates than workers with more education.

f.
“Long‑term” (15 weeks or more) unemployment rate is much lower than the overall rate.

E.
Noneconomic costs include loss of self‑respect and social and political unrest.

F.
International comparisons.  (See Global Perspective 8-1)

V.
Inflation:  Defined and Measured

A.
Definition:  Inflation is a rising general level of prices (not all prices rise at the same rate, and some may fall).

B.
To measure inflation, subtract last year’s price index from this year’s price index and divide by last year’s index; then multiply by 100 to express as a percentage.

C.
“Rule of 70” permits quick calculation of the time it takes the price level to double:  Divide 70 by the percentage rate of inflation and the result is the approximate number of years for the price level to double.  If the inflation rate is 10 percent, then it will take about ten years for prices to double.  (Note: You can also use this rule to calculate how long it takes savings to double at a given compounded interest rate.)

D.
Facts of inflation:

1.
In the past, deflation has been as much a problem as inflation.  For example, the 1930s depression was a period of declining prices and wages.

2.
All industrial nations have experienced the problem (see Global Perspective 8-2).

3.
Some nations experience astronomical rates of inflation (Angola’s was 4,145 percent in 1996).

4.
The inside covers of the text contain historical rates for the U.S.

E.
Causes and theories of inflation:

1.
Demand‑pull inflation:  Spending increases faster than production.  (See Figure 8‑7)  Inflation will occur in range 2 and range 3 of this illustration.  Bottlenecks occur in some industries in range 2, and output cannot expand to meet demand in these industries so producers raise prices; in Range 3 full employment has been reached and resource prices will rise with increasing demand, causing producers to raise prices.  Note:  Chapter 7’s distinction between nominal and real GDP is helpful here.

2.
Cost‑push or supply‑side inflation:  Prices rise because of rise in per-unit production costs (Unit cost = total input cost/units of output).

a.
Wage‑push can occur as result of union strength.

b.
Supply shocks may occur with unexpected increases in the price of raw materials.

3. Complexities:  It is difficult to distinguish between demand‑pull and cost‑push causes of inflation, although cost‑push will die out in a recession if spending does not also rise.

VI. Redistributive effects of inflation:

A. Fixed‑income groups will be hurt because their real income suffers.  Their nominal income does not rise with prices.

B. Savers will be hurt by unanticipated inflation, because interest rate returns may not cover the cost of inflation.  Their savings will lose purchasing power.

C. Debtors (borrowers) can be helped and lenders hurt by unanticipated inflation.  Interest payments may be less than the inflation rate, so borrowers receive “dear” money and are paying back “cheap” dollars that have less purchasing power for the lender.

D. If inflation is anticipated, the effects of inflation may be less severe, since wage and pension contracts may have inflation clauses built in, and interest rates will be high enough to cover the cost of inflation to savers and lenders.

1. “Inflation premium” is amount that interest rate is raised to cover effects of anticipated inflation.

2. “Real interest rate” is defined as nominal rate minus inflation premium.  (See Figure 8-6)

E.
Final points

1.
Unexpected deflation, a decline in price level, will have the opposite effect of unexpected inflation.

2.
Many families are simultaneously helped and hurt by inflation because they are both borrowers and earners and savers.

3. Effects of inflation are arbitrary, regardless of society’s goals.

4. See Quick Review 8-4.

VII. Output Effects of Inflation

A.
Cost‑push inflation, where resource prices rise unexpectedly, could cause both output and employment to decline.  Real income falls.

B.
Mild inflation (<3%) has uncertain effects.  It may be a healthy by-product of a prosperous economy, or it may have an undesirable impact on real income.

C.
Danger of creeping inflation turning into hyperinflation, which can cause speculation, reckless spending, and more inflation (see examples in text of Hungary and Japan following World War II, and Germany following World War I).

VIII. LAST WORD:  The Stock Market and The Economy:  How, if at all, do changes in stock prices relate to macroeconomic stability?

A. Do changes in stock prices and stock market wealth cause instability?  The answer is yes, but usually the effect is weak.

1. There is a wealth effect:  Consumer spending rises as asset values rise and vice versa if stock prices decline substantially.

2. Also, there is an investment effect:  Rising share prices lead to more capital goods investment and the reverse in true for falling share prices.

B. Stock market “bubbles” can hurt the economy by encouraging reckless speculation with borrowed funds or savings needed for other purposes.  A “crash” can cause unwarranted pessimism about the underlying economy.

A related question concerns forecasting value of stock market averages.  Stock price averages are included as one of ten “Leading Indicators” used to forecast the future direction of the economy.  (See Last Word, Chapter 12).  However, by themselves, stock values are not a reliable predictor of economic conditions.
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