Chapter 2
 The US Economy
I.
What America produces

How much output
GDP is the gross domestic product of a nation.  

Defined as the total value of final goods and services produced within a nations border’s in a given period of time

Real GDP is the inflation-adjusted value of GDP: it is the value of output measured in constant prices.

Per capital GDP is the total GDP divided by total population.

The per capital GDP is simply an indicator of how much output each person would get if all output were divided evenly among the population.
Historical comparisons:

The idea is for economist to determine if we are living better or worse than yester years.  

Economic growth is an increase in output (real GDP).


Mathematically it can be defined as an expansion in the production possibility frontier. 

Social welfare:
Although the US has claim to being the world’s largest economy, we must not confuse GDP as a broad measure of social welfare.
1. it only accounts for finished products

2. home products are not included

3. there is always statistical error

The mix of output

The major uses of total output include:
· household consumption

· business investment

· government purchasing 

· exports 

Consumer goods:

Consumer goods are divided into two:

· durable

· non durable

They behave different in the business cycle

Investment goods:

Investment is expenditure on new plants and equipment in a given period of time, plus the changes in business inventory.

They are used for

· replace old products (maintaining)

· to increase and improve our stock of capital 

Notice this is not the stock market.
Note: Depreciation and real interest rate.

Government services:

Most of the government spending goes to income transfers. 

Income transfers are a payment to individuals for which no current g&s are exchanged.

Because there is no exchange in products must of these payments do not count as GDP.
On the other hand, those services like new roads and school provided by government, in general, are included in the GDP.

Net export:

Exports are goods sold to foreign buyers.

Imports are goods purchased from foreign sources.

GDP uses both of this my adding exports and subtracting imports.
Changing Industry Structure

· decline in farming 

· decline in manufacturing share 

· growth of services 

· growth of trade

II.
How America produces

Factors of production are resources inputs used to produce goods 
· land 

· labor 

· capital

· entrepreneurship 

Factors of production
Capital stock:

Capital intensive – production process that uses a high ration of capital to labor input. 
Labor intensive – production process that uses a high ration of…

US places high in capital intensive 

Factor Quality:

Productivity is the output per unit of input (units of inputs are k and l)
The US invests not only in more, but also better factor quality. An example is human capital.

Human capital is the knowledge and skills possessed by the work force.

This is due to the increase in education, training and experiences.

Summation:

The high productivity of the US economy results from using highly educated workers in capital intensive production process.

Factor Mobility:

It is the agility in reallocating resources form on industry to another.  

Business Organization 
Business types:
· corporations 

· partnership 

· proprietorship

Corporate America:

Due to their limited liability, corporations tend to be much larger than other business.

Also, we can invest in the market as individual without any fear of legal ramification as a stockholder.

Government regulation;

· Provides regulations 

The government basically regulates the action of player in the market to avoid market failures and increase equity.

· Provides legal frame work

The government provides legal frame work to help on disputes.

· Protects customers 

Monopoly is a firm that produces the entire market supply of a particular good.

The government sets laws that prohibit the M&A of firms that dominate a given market.

· Protection labor 

The government regulates labor standards.

The government determines minimum wage.  The government also regulates the forty hour work week and overtime law. 

· Protecting the environment 

The Environmental Protection Agency (EPA) regulates laws such as the Clean Air Act.
Externalities are the cost of a market activity borne by a third party.
Sticking a balance:
The market answers to the “how” question purely on mathematical calculations and not on a broader social well-being. 

To redress this market failure, the government regulates the production behavior.
On the other hand, excessive regulation may inhibit production, raise prices, and limit consumer’s choices.  
We replace a market failure for a government failure.  This means that we (society) may reach the production possibility frontier, but we do not attain the allocative efficiency – this books calls the allocative efficiency point the “optimal mix” 
III.
For Whom America Produces
In a market economy and individual’s income depends on 

· The quantity and quality of the resources owned, and 
· The price that those resources command in the market.

The distribution of income

Personal distribution of income is the way total personal income is divided up among households or income classes.

Income mobility

This means how long you stay in a given class.  The US has high income mobility.

For the US permanent inequality is more the exception than the rule.

In-kind Income
In-kind income is goods received directly, without payment in a market transaction.
· Food stamp
· Welfare
· Housing assistances
· Social Security

· Medicare

· Farm subsidies 

· Industrial subsidies – think AIG!

So long as some goods and services need not be purchased in the marketplace, the distribution of money income is not synonymous with the distribution of goods.

Taxes and transfers 

Taxes are a mechanism to redistribute market income.

Regressive tax is a tax system in which tax rates fall as income rise.

Progressive tax is a tax system in which tax rates rise as income rise.

	Single making $1 million

	Marginal Tax
	Start
	End
	How much to illegible for taxes
	Pay

	10%
	 $            - 
	 $     8,375 
	 $         8,375 
	 $        838 

	15%
	 $    8,376 
	 $   34,000 
	 $       25,624 
	 $     3,844 

	25%
	 $  34,001 
	 $   82,400 
	 $       48,399 
	 $   12,100 

	28%
	 $  82,401 
	 $ 171,850 
	 $       89,449 
	 $   25,046 

	33%
	 $171,851 
	 $ 373,650 
	 $     201,799 
	 $   66,594 

	35%
	 $373,651 
	 up 
	 $     626,349 
	 $ 219,222 

	Total Taxes =
	 $    327,642 


Transfers 
Transfers are payments to individuals from the government.
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