
Heyne12, Chapter 12 – Measuring Economic Activity 
 
 
1. Macroeconomics – the Overall Economy 
 a. vs. microeconomics – the individual decision makers 
 b. Measurement of the performance of the entire economy 
  i. Output 
  ii. Price level 
  iii. Unemployment 
  iv. Recession 
  v. The government budget – debts and deficits 
 
2. GDP – gross domestic product – the market value of all final goods and services produced in the 
 country during a period of time. 
 a. The flow of production (and income) during the year. 
 b. Measured in the dollar value of the goods and services (can’t add apples and oranges).  Dollars  
  are the common denominator. 
 c. Final goods, not intermediate goods (more later) 
 d. GDP vs. GNP 
  i. The US changed to GDP in 1991.  The difference is very small statistically – 0.1% 
  ii. GDP is all production that takes place within the country (doesn’t matter by whom). 
  iii. GNP is all production by Americans (doesn’t matter where in the world). 
 e. GDP measures purchases of all final goods and services, at market value. 
  i. Spending produces income 
   * Rent 
   * Wages 
   * Interest 
   * Profit, normally accounting profit 
  ii. All these payments flow to the owners of the resources that are used to produce the good. 
  iii. The point:  National income = GDP (national output) 
  iv. Transactions on final goods only are part of national income. 
   * Not all transactions count, intermediate goods are not counted because 
   * If intermediate goods are counted, there is the double counting problem. 
   * GDP does not measure the amount of economic activity. 
   * Only final goods or value added are counted, not intermediate. 
  v. An example: 
  vi. Details –  
   * Unsold goods count in the year they are produced – they are counted as “inventory  

   investment” 
   * The issue of used goods.  If a 10 year old house is sold, what is the effect on GDP? 
 
3. Aggregate Fluctuations – Economic Cycles 
 a. The Great Depression  
  i. GDP decreased 30% (’29-’33) 
  ii. Income decreased by 30% 
  iii. Since production decreased, layoffs occurred. 
  iv. Unemployment in 1933 was 24.9% (with the majority of households had one income earner). 
 b. Effects of  unemployment are not evenly distributed – some are affected Ø and some 100%. 
 c. About 50% of the adult pop are not working and not unemployed!  How?  Why? 
 d. Types of unemployment: 
  i. Frictional 
  ii. Structural 
  iii. Cyclical 



  iv. What about “underemployment”? 
 e. The “natural rate” of unemployment  
  i. The kind you don’t worry about 
  ii. There is no consistent “natural” rate – it depends on time and institutional circumstances. 
  iii. Composed of frictional and structural 
  iv. Seasonal UE is statistically removed from the data.  E.g.’s… 
  iv. The current guess about this rate of UE is about 4.5-5% 
  vi. In 1944 – WWII, the measured UE rate was 1.2%.  How is this possible? 
 f. Measuring UE 
  i. 2 major surveys – household, 60,000 monthly; and business survey 
  ii. The rules 
   * under 16 or institutionalized?  Not in labor force & not UE 
   * Noninstitutionalized adult population, of these, 
   * Not employed in the survey week 
   * Actively looked for employment 
   * Available to work if offered a job 
  iii. The Unemployment Rate = # UE/ Labor Force 
  iv. The Employment Rate = # Employed / Adult population 
  v. The Labor Force Participation Rate = #Labor Force / Adult Population 
 g. Labor Market Decisions 
  i. Individuals decide to look for a job if the MB > MC of working.  If not, … 
  i. Individuals decide to take a job if the MB > MC of working.  If not, … 
  ii. Firms decide to hire someone if the MB > MC of hiring that person.  If not, … 
  iii. Would you expect different UE rates for different groups in the economy based on MB & MC? 
  iv. Would you expect firms to be less willing to hire in recessions? 
 h. The U’s.  https://www.bls.gov/news.release/empsit.t15.htm  
 h. The relationship between unemployment and recessions. 
  i. Unemployment during recessions since the Great Depression.   
  ii. The relationship seems obvious. 
  iii. The real question is how much will employment fall and for how long (the depth and  
   duration of the recession.) 

 
 



4. Price Level Changes 
 a. GDP is measured in terms of money – it is the common denominator. 
 b. What happens to the GDP measurement when the value of money changes? 
 c. Inflation terms: 
  i. Inflation – A general and sustained increase in the general level of prices (the value of  
   money decreases). 
  ii. Deflation – A general and sustained decrease in the general level of prices (the value of  
   money increases). 
  iii. Disinflation – a decrease in the rate of inflation 
  iv. Hyperinflation – very rapid increases in the level of prices.  Examples. 
  v. Stagflation – Inflation and recession at the same time.  (More later) 
 d. Is inflation and “increase in the cost of living”? 
  i. No, it is an increase in the MONEY cost of living. 
  ii. When prices go up, the value of money goes down.  It now takes more money to buy the  
   same amount of goods and services. 
  ii. The relationship between income changes and price changes. 
 e. The issue of real vs. nominal values.  
  i. Nominal – the value measured in current prices and current dollars. 
  ii. Real – the value of something adjusted for price changes (inflation). 
 f. Nominal/Real = GDP deflator 
  * What is it good for? 
  * The data:  http://data.worldbank.org/indicator/NY.GDP.DEFL.ZS?locations=US   
  * How about an example? 
 g. The relationship between inflation and recession 
  i. The normal case, inflation occurs in boom times 
  ii. The abnormal case, the 1970’s, inflation during a recession. 
  iii. There’s more to the story of this relationship. 
  iv. Can you spot the stagflation? 

  
 
5. What Causes Fluctuations (Economic Cycles)? 
 a. Change is the norm. 
 b. Shocks to the economy – routine.  The issue is how strong they are, and their effects. 
  i. Exogenous (external) causes:  wars, natural disasters, new discoveries, revolutions, etc. 
  ii. Endogenous (internal) causes:  Speculative bubbles and “animal spirits”, bad monetary or  
   fiscal policies, trade policies? 
 c. Shocks are transmitted because everything affects everything else (including expectations). 
 d. The issue of a general glut and the great depression and “inadequate aggregate demand”. 



  i. The classical economists 
  ii. The Keynesian response 
  iv. An evaluation. 
 
6. Problems with National Income Accounting 
 a. Not a measure of happiness or well-being. (It may, however, be one of the components.) 
 b Does not count non-monetary activities like home production. 
 c. Must try to estimate the underground economy 
  i. Illegal activities. 
  ii. Under-the-table transactions that avoid tax liabilities. 
 d. It is not a measure of consumer surplus – Google, Snapchat, Facetime, Skype, etc. 
 e. Services are not counted well. 
 
7. The Problem with Aggregates 
 a. Aggregates don’t interact with each other, e.g., unemployment and recession 
 b. Aggregates are the sum of millions of individuals making decisions. 
 c. You can’t operate on the variable “unemployment”, you must operate on the millions who are  
  making the choices that compose the UE rate. 
 
Question:		2,	4,	5,	6,	10,	12b,	15,	18,	21.	


