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Public Goods

Public goods are non-rivalrous and non-excludable.

Excludable Non-excludable
Rivalrous Private goods Common goods
Non-rivalrous Club goods Public goods

The " free-rider” problem
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Examples of public goods

@ Fireworks
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Examples of public goods

@ Fireworks

@ Clean air
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Examples of public goods

@ Fireworks
@ Clean air

@ Government statistics
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Examples of public goods

@ Fireworks
@ Clean air
@ Government statistics

o Lighthouses
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Which of the following is an example of the free-rider problem?

a. Both JD and Turk receive low-cost dental care at the local
dental school, so neither of them pays the full cost of the care.

b. Andy owns Champion, a large three-legged dog who barks
whenever anyone walks near his house. Leslie lives next to Andy,
and Champion’s barking can be heard whenever anyone walks near
her house, too. Thus, Leslie receives free protection from burglars
because of Champion's barking.

c. Kimmy purchases a hot dog at Five Guys and gets a second one
for free because the restaurant is having a buy one, get one free
sale.
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Which of the following is an example of the free-rider problem?

a. Both JD and Turk receive low-cost dental care at the local
dental school, so neither of them pays the full cost of the care.

b. Andy owns Champion, a large three-legged dog who barks
whenever anyone walks near his house. Leslie lives next to Andy,
and Champion’s barking can be heard whenever anyone walks near
her house, too. Thus, Leslie receives free protection from burglars
because of Champion's barking.

c. Kimmy purchases a hot dog at Five Guys and gets a second one
for free because the restaurant is having a buy one, get one free
sale.

Answer: b
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Outline

© Toxes
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When there is market failure, governments can intervene to correct
it. One way they can do so is by taxing consumption or income.

@ In the case of negative externalities, a tax can be imposed on
the consumption or production of the good
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When there is market failure, governments can intervene to correct
it. One way they can do so is by taxing consumption or income.

@ In the case of negative externalities, a tax can be imposed on
the consumption or production of the good

@ Alternatively taxes can be imposed on income.
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When there is market failure, governments can intervene to correct
it. One way they can do so is by taxing consumption or income.

@ In the case of negative externalities, a tax can be imposed on
the consumption or production of the good

@ Alternatively taxes can be imposed on income.

@ lIdeally, the tax revenues are then used to compensate or clean
up after the externalities.
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Taxes
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Subsidies

When markets fail in the presence of positive externalities,
governments can intervene by providing subsidies.

A positive externality essentially means the free-market equilibrium
quantity is too low.
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Regulations

Instead of taxes or subsidies, the government can also enact new
regulations.

Economists prefer taxes and subsidies over regulation.
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Taxes

Suppose that flu shots create a positive externality equal to $8 per
shot. Now if government offers a $12 per shot subsidy to
producers, what is the relationship between the equilibrium
quantity and the socially optimal quantity of flu shots produced?

a. They are equal.

b. The equilibrium quantity is greater than the socially optimal
quantity.

c. The equilibrium quantity is less than the socially optimal
quantity.

d. There is not enough information to answer the question.
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Taxes

Externalities

Quantity Private Value Private Cost External Cost

$ $ $
1 14 10 2
2 13 11 2
3 12 12 2
4 11 13 2
5 10 14 2
6 9 15 2
7 8 16 2

What is the market equilibrium?
What is the socially optimal equilibrium?
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Taxes

Which of the following might cause the supply curve for an
inferior good to shift to the right?

a. an increase in input prices
b. a decrease in consumer income

c. an improvement in production technology that makes
production of the good more profitable

d. a decrease in the number of sellers in the market
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Taxes

Which of the following might cause the supply curve for an
inferior good to shift to the right?

a. an increase in input prices
b. a decrease in consumer income

c. an improvement in production technology that makes
production of the good more profitable

d. a decrease in the number of sellers in the market

Answer: c. an improvement in production technology that
makes production of the good more profitable
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Nominal

Outline

@ coP
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Definition
GDP Real vs Nominal

Macroeconomics starts now.
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Definition

Real vs Nominal

So why is GDP important?

$20T
United States

$15T
China

$10T

$5T
Germany
United Kingdom
France
Greece

$0
1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016
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Definition

Real vs Nominal

$4T
$35T Germany
$3T
United Kingdom
$25T France

$1.5T Canada

$500 B

Greece

$0
1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016
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Definition
GDP Real vs Nominal

Questions we will be answering today.

e What is GDP?
@ How do we measure GDP?
@ What are the components of GDP?

@ How is GDP related to a country's standards of living?
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Definition
GDP Real vs Nominal

Gross Domestic Product
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Definition
GDP Real vs Nominal

Gross Domestic Product

@ The market value of all final goods and services produced in a
country in a year (or some other period of time).
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Definition
GDP Real vs Nominal

Gross Domestic Product

@ The market value of all final goods and services produced in a
country in a year (or some other period of time).

@ Increase in GDP is Economic Growth!
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Definition
GDP Real vs Nominal

Three things to note from the earlier definition

@ Goods and services are measured at market value
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Definition
GDP Real vs Nominal

Three things to note from the earlier definition

@ Goods and services are measured at market value

@ So economic activity that has no market value will not be
counted
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Definition
GDP Real vs Nominal

Three things to note from the earlier definition

@ Goods and services are measured at market value

@ So economic activity that has no market value will not be
counted

@ What about goods and services that become cheaper over
time.
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Definition
GDP Real vs Nominal

Three things to note from the earlier definition

@ Goods and services are measured at market value

@ So economic activity that has no market value will not be
counted

@ What about goods and services that become cheaper over
time.

@ Can you think of examples of such activities?
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Definition
GDP Real vs Nominal

Three things to note from the earlier definition

@ Goods and services are measured at market value

@ So economic activity that has no market value will not be
counted

@ What about goods and services that become cheaper over
time.

@ Can you think of examples of such activities?

@ Doing your own laundry, garden, or DIY project, favors for
your friend etc.
TVs which are now being discounted in anticipation a new
model coming out in the summer.
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Definition
GDP Real vs Nominal

o ...all final goods and services
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Definition
GDP Real vs Nominal

o ...all final goods and services

@ It includes all goods and services produced in the country
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Definition
GDP Real vs Nominal

o ...all final goods and services
@ It includes all goods and services produced in the country

@ Excludes illegal goods and services and any non-market
production
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Definition
GDP Real vs Nominal

...all final goods and services

@ It includes all goods and services produced in the country

Excludes illegal goods and services and any non-market
production

Final goods vs intermediate goods
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Definition
GDP Real vs Nominal

@ ...produced in a country in a year.
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Definition
GDP Real vs Nominal

@ ...produced in a country in a year.

@ The goods must be produced inside the country
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Definition
GDP Real vs Nominal

@ ...produced in a country in a year.
@ The goods must be produced inside the country

@ Thus imports are not included.
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Definition
GDP Real vs Nominal

...produced in a country in a year.

The goods must be produced inside the country

Thus imports are not included.

In a year's time, but also could be in a quarter.
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US GDP in the last few decades

Gross Domestic Product

1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

Shaded areas indicate U.S. recessions Source: Us. Bureau of Economic Andlysis mytred/g/jsxp
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Definition
GDP Real vs Nominal

Three ways to measure GDP

© Output
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Definition
GDP Real vs Nominal

Three ways to measure GDP

© Output

@ Income
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Definition
GDP Real vs Nominal

Three ways to measure GDP

© Output
@ Income

© Expenditure
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Definition
GDP Real vs Nominal

Components of GDP

The components of GDP are

e Consumption (C)

e Investment (1)

e Government Spending (G)

e Net Exports = Exports - Imports (X-M)

These add up to GDP.
GDP =C+ 1+ G + (X-M)
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Definition
Real vs Nominal

Consumption

Total spending by households.

It includes durables, don-durables and services purchased by
households. Such as haircuts (services), ovens (durables), and
kiwis (non-durables).

The following are other examples of consumption

@ When Natasha pays rent on her apartment.
@ When Evan buys an iPad.
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Definition
Real vs Nominal

Investment

@ Investment is the total spending to create more capital goods
in the economy. Includes purchases of durables, non-durables
and services by businesses.

@ Includes business spending on factories, equipment etc.

@ Also includes investment into building new houses.

@ The storage of unsold goods in warehouse (inventory) is also
considered investment.
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Definition
Real vs Nominal

Government Spending

All spending on goods and services by every level of government.
(Federal, State and Local).

Does not include transfer payments.
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Definition
Real vs Nominal

Net Exports

Net Exports = Exports - Imports
Exports:

Imports:
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Definition
Real vs Nominal

Example problem

If I am a strawberry producer in the US, and | sold my strawberries
for $100, then would that increase US GDP? If it did, what
component of GDP is it?
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Definition
GDP Real vs Nominal

@ Henry purchases a $ 500 Swiss watch.
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Definition
GDP Real vs Nominal

@ Henry purchases a $ 500 Swiss watch.

@ | receive $ 200 unemployment check from the state
government.
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Definition
GDP Real vs Nominal

@ Henry purchases a $ 500 Swiss watch.

@ | receive $ 200 unemployment check from the state
government.

@ Tesla purchases a new $10 million steel rolling machine for its
factory.
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Definition
GDP Real vs Nominal

@ Henry purchases a $ 500 Swiss watch.

@ | receive $ 200 unemployment check from the state
government.

@ Tesla purchases a new $10 million steel rolling machine for its
factory.

@ Savana buys a used 1995 Toyota Camry for $900.
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Definition
GDP Real vs Nominal

Henry purchases a $ 500 Swiss watch.

| receive $ 200 unemployment check from the state
government.

Tesla purchases a new $10 million steel rolling machine for its
factory.

Savana buys a used 1995 Toyota Camry for $900.
Dan buys a plot of land for $100,000.
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Definition
Real vs Nominal

Real vs Nominal GDP

@ Nominal GDP is measured at this year's prices.

@ Does not account for inflation. It is an attempt at measuring
the number of goods and services produced.
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Definition
Real vs Nominal

Real vs Nominal GDP

@ Nominal GDP is measured at this year's prices.

@ Does not account for inflation. It is an attempt at measuring
the number of goods and services produced.

@ So a new TV produced in the US this year that cost $500 will
increase US GDP by $500.
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Definition
Real vs Nominal

Real vs Nominal GDP

@ Nominal GDP is measured at this year's prices.

@ Does not account for inflation. It is an attempt at measuring
the number of goods and services produced.

@ So a new TV produced in the US this year that cost $500 will
increase US GDP by $500.

@ Real GDP is measured at a given year's prices.

@ Accounts for inflation. It is an attempt at measuring the
number of goods and services produced.
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Definition
Real vs Nominal

Real vs Nominal GDP

@ Nominal GDP is measured at this year's prices.

@ Does not account for inflation. It is an attempt at measuring
the number of goods and services produced.

@ So a new TV produced in the US this year that cost $500 will
increase US GDP by $500.

@ Real GDP is measured at a given year's prices.

@ Accounts for inflation. It is an attempt at measuring the
number of goods and services produced.

@ The earlier TV which might have sold for $750 in 2015 will be
valued at $750 if we are calculating real GDP at 2015 prices.

@ 2015 is our base year.
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Definition

Real vs Nominal

Real vs Nominal GDP

— RealGross Domestic Product
— Gross Domestic Product
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Definition
Real vs Nominal

GDP Deflator

GDP deflator: A measure of the overall level of prices.
GDP Deflator = 100 X Nominal GDP/Real GDP

Measures the current level of prices relative to the level of prices in
the base year.

Can be used to calculate the inflation rate (the change in price
levels from one year to the next).
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Definition
GDP Real vs Nominal

GDP as a measure of well-being

@ Since GDP measures the production (and hence the
consumption) of goods and services, it is used by economists
as a proxy of well-being, or the standard of living.
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Definition
GDP Real vs Nominal

GDP as a measure of well-being

@ Since GDP measures the production (and hence the
consumption) of goods and services, it is used by economists
as a proxy of well-being, or the standard of living.

@ There are of course several issues with this.
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Definition
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GDP as a measure of well-being

@ Since GDP measures the production (and hence the
consumption) of goods and services, it is used by economists
as a proxy of well-being, or the standard of living.

@ There are of course several issues with this.

@ GDP cannot give a true measure of quality
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Definition
GDP Real vs Nominal

GDP as a measure of well-being

@ Since GDP measures the production (and hence the
consumption) of goods and services, it is used by economists
as a proxy of well-being, or the standard of living.

@ There are of course several issues with this.
@ GDP cannot give a true measure of quality

@ Comparing the US GDP to Qatar's. Population must be taken
into account.
So we use GDP per capita when making comparisons.
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Definition
GDP Real vs Nominal

GDP as a measure of well-being

@ Since GDP measures the production (and hence the
consumption) of goods and services, it is used by economists
as a proxy of well-being, or the standard of living.

@ There are of course several issues with this.
@ GDP cannot give a true measure of quality

@ Comparing the US GDP to Qatar's. Population must be taken
into account.
So we use GDP per capita when making comparisons.

@ Real GDP per capita to make comparisons across time
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